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1.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Elucidate the meaning of company as a fonn of business organisation 

• Describe the characteristics of company 
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lmhan Companie, Act 
• Identify the various types of companies 

• Distinguish between public and private company 

• Discuss the Companies Act, l 956 based on Bhabha Committee Recommendations 

• Recognise the evolution of the Companies Act, 2013 

1.1 INTRODUCTION 

The word Company denotes any enlity formed under the Companies Act, 2013. The 
term comp,rny refers to tbe association of person working together. A company is a 
voluntary association of individuals fonned to carry on business to earn profits or for 
non-profit purposes. These persons contribute toward$ the capital by buying its shares 
in which it is divided. 

Tbe term "company" was origi nail y used for that group of person who took their meal 
together. 

from here we can say thal "company" means that group of persons who get associated 
for common la~ful purpose. 

A company is an association of individuals incorporated as a company possessing a 
common capital i.e., sJ1are capital contributed by the members comprising it for the 
purpose of employing 11 in some:; business to earn profit. The multinational companies 
like Coca-Cola and General Motors have their investors and customers spread 
throughout the world. The giant Indian Companies may include the names like 
Reliance, Talco Bajaj Auto, Infosys "f cchnologies, Hindustan Lever Ltd., Ranbaxy 
Laboratories Ltd., and Larsen and Toubro, etc. 

ln this lesson, we shall study about company, its characteristics and the types of 
company. After reading this lesson you would be able to understand the concepts of 
various types of companies, their lega I basis, special provjsions and privileges for 
some classes of companies, distinction between different types of companies, etc. 

1.2 DEFINITION OF COMPANY 

Definition of Company under Companies Act, 2013: According to Section 2(20) of 
Companies Act, 2013 "company" means a company incorporated (formed and 
registered) under this Act or under any of the previous companies laws. 

Section 3(l)(i) of the Companies Act, 1956 defines a company as ··a company formed 
and registered under th.is Act or an exisring company''. Section 3( I )(ii) of the act states 
that "an existing company means a <.:ompany formed and registered under any of the 
previous companies laws". This definition does not reveal the distinctive 
characteristics of a company. 

Chief Justice Marshall of the USA defines, "A corporation is a.n anificial being, 
invisible, intangible, existing only in contemplation of the law. Being a mere creation 
of Jaw, it possesses only the properties which the charter of its creation confers upon 
ii, either expressly or as incidental to its very existence". 

According to Ptof Haney, "Joint Stock Company is a voluntary association of 
individuals for profit, having a capital divided into transferable shares. The ownership 
of which is the condition of membership'' . 

Another comprehensive and clear definition of a company is given by lord Justice 
Lindley, "A company is meant an association of many persons who contribute money 
or money' s worth to a common stock and employ il in some trade or business, and 
who share the profit and loss (as the case may be) arising there from. 



The common stock contributed is denoted in money and is the capital of the company. 
The pt:rsons who contribute it, or to whom it belongs, are members. The proportion of 
capilal to which each member is entitled is his share. Shares are always transferable 
nltbough the right to transfer them is often more or less restricted". 

From the above defin itions, 1t can be concluded that a company is registered 
association which is an artificiaJ legal person, havi_ng an independent legal, entity with 
a perpetual suu:ession., a common seal for its signatures, a common capital comprised 
oftran~fe(able sJ1ares and carrying limited liability. 

1.3 CHARACTERJSTJCS OF COMP ANY 

The main characteristics of a company are (ref er figure l. I): 

Characterist ics of a Cornpany 
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Figure 1.1: Characteristics of a Company 
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l. Incorporated ,1ssociation: A compc1ny is created when it is registered un<ler the 

Companies Act. It comes into being from the date mentioned in the certificate of 
incorporation. 

It may be, noted in this connection lhat Section 11 provides that an association of 
more than ten persons carrying on business in bankjng or an association or more 
than twenty pers0ns carrying on any other type of business must be registered 
under the Companies Act and is deemed to be an illegal association, if it is not so 
registered. 

For fonning a public company atleast seven persons and for a private company 
atlc.1st two pe(sons arc required. These persons wiU subscribe their names to the 
Memorandum of Association and also comply with other legal requirements of the 
Act in respect of registration to form and incorporate a company, with or without 
limited liability [Sec 12 (1 )]. 

2. Al'tificial legal person: A company is an artificial person. Negatively speaking, it 
is not a natural person. Jt exists in the eyes of the law and cannot act on its own. It 
has to act through a board of directors elected by shareholders. 

It was righ1ly pointed out in Bates V Standard Land Co. that: "The boards of 
directors are 1l1c bJ"ains and the only brains of the company, which is the body and 
the company can and docs act only through them'' . 

But for many purposes. a company is a legal person like a narural person. It has 
the right to acquire and dtsposc of the property, to enter into contract w ith third 
pa11ies in its own name and can sue and be sued in its own name. 

However, it is not a citizen as it cannot enjoy the rights under the Constitution of 
Io<lia or Citizenship Ar.:t. ln State Trading Corporation of India v C.T.O. (1963 
SCJ 705), it was held that neither the provisions of the Constitution nor the 
Citizenship Act apply to it. 

Jt should be noted that though a company docs not possess fundamental rights, yet 
it is a p~rson in the eyes of law. It can enter into contracts with its Directors, its 
members, and outsiders. 

Justice Hidayarullah once remarked that if all the members arc citizens of India. 
tht: con,pany does not bccomt: a citizen oflndia. 

3. Sepurme Legal E ntity: A company has a legal distinct entity and is independent 
of its members. The creditors of the company can recover their money only from 
the company and the propel1y of the company. They cannot sue individual 
members. 

Similarly, the company is not in any way liable for the individual debts of Hs 
members. The property of the company is to be used for the benefit of the 
company and not for the personal benefit of the shareholders. 

On the same grounds, a member cannot claim any ownership rights in the assets 
of the company either individually or jointly during the existence of the company 
or in its winding up. 

At the same time the members of the company can enter into contracts with the 
company in the same manner as any other individual can. Separate legal entity of 
the company is also recognized by the Income Tax Act. 

Where a company is required to pay Income-tax on its profits and when these 
profits are distributed to shareholders in the form of dividend, the shareholders 
have to pay income-tax on their dividend of income. This proves that a company 
and its shareholders are two separate entities. 



The p rincipal of separate legal cntily was explained and emphasized in the famous 
case of Salomon v Salomon & Co. ltd. 

The facl,; of tbe case are as follows: 

Mr. Solomon. 1he owner of a ve01 prosperow; shoe business. sold l11s busmess for 
the sum of$ 39,000 10 Soloman and Co. Ltd. which consisted of Salomon himself, 
his wife. his daugluer and his four sons. 

The purchase consideralion was paid by the company hy allotment u.f & 20,000 
slwrl'S and $ 10,000 debentures and the balance in cash lo Mr. Salomon. The 
dehentures carried a jloaJing charge on the asselS of the company. 

One share of$ l each was subscrihed by the remaining six members of hi.~ family. 
Soloman and his two sons became the directors of this company. Salomon was the 
managing Director. 

Afier a short durulion, the company went into liquidation. Ai that time the 
.Hc11emen1 of affairs· was like this: Assets: $ 6000, liabilities: Soloman as 
debenture holder$ 10,000 and unseL."itred credi1ors $ 7,000. Thus, its a.~·se1s were 
running ~·'1ort of its liahilities by $1 !, 000. 

The unsecured ('redirors claimed a priority over the debenture holder un the 
ground that company and Saluman were one and the same pc>rson. B111 die> House 
of Lord,f held 1hn1 the existence of a company is quite indepc>ndent and dtstincr 
from i1s membe1:r; and that the assets of the compa11y mlL'il be wilized in payment 
o( the debenture.~ first in priority to unsecured creditors. 

Salomon '.<; case established beyond doubt that in law a registered company is an 
entity distinct from its mernhers, even if the person holds all the sh(Jl·es in the 
company. There is no difference in principle between tJ company consisting of 
only two shareholders and a company consisting of two hundred members. In 
each case the company is a separaie legal enrity. 

The princ iple established in Saloman's case has also been applied in the 
fol lowing: 

Lee V. Lee's Airforming Ltd. (1961) A.C. 12 of the 3000 shares in Lee's Air 
Forming lt<l .. Lee held 2999 shares. 

He voted hi111$elf the managing Director and also became Chief Pilot of the 
company on a sa lary. He died in an aircrnsh while working for the company. 

His wife w-as granted compensation for the husband jn the course of employment. 
Coun held that Lee was a separate person from lhe company he formed, and 
compensation was due to the widow. 

Tbus. lhc rule of corporate personality enabled Lee to be th.e master an<l servant al 

the same time. n,c principle of separate legal cnt11y of a company has been., in 
fact rccogni:.:ed much earlier than in Saloman ·s case. 

ln Re Kondoi Tl.!'d Co. Ltd. (1886 ILR 13 Cal 43), (7) 1t was held by CalC'ult.a High 
Coun thnt a company was a separate person, a separate body altogether from its 
S hareho 1 ders. 

In Rt:. Sheffield, etc. Society - 22 O8D 470), it has been held that a corporation is 
a legal pcrson, j ust as much in individual b\Jt with no physical existence. 

The choracteristic of separate corporate pcrsonalily of a company was also 
emphasized by Chief Justice Marshall of USA when he defined a company "as a 
person, artificia l, invisible, intangible and existing only in the eye.s of tht: law. 

7 
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Being a mere creation of la w, it possesses only those properties which the charter 
of its creat ion co11fcrs upon it e ither expressly or as accident to its very existence". 
[Trustees ofDannouth College v. Woodward (J819) 17 US 518) 

4. Perpetual Existence: A company is a stable form of business organization. lts life 
does not depend upon the death, insolvency or retirement of any or all shareholder 
(sJ or director (s). 

Law creates it and law alone can dissolve it. Members may come and go but the 
company cao go on forever. 

''During the war all the member of one private company, while in general 
meeting, were killed by a bomb. Bui the company surviv~ not even a hydrogen 
bomb could have destroyed it". 

T he company may be compared with a flowing river where the water keep s on 
changing continuously; still the identity of the river remains the same. 

Thus, a company has u pe,yJetuul existence, irrespective of changes in its 
membership. 

5. Common Seal: As was pointed out earlier, a company being an artific ial person 
has no body similar 10 natural person and as such it cannot sign documents for 
itself. 

It acts through natural person who are called its di.rectors. But having a legal 
personality, it cau be bound by only those documents whic h bear its signature. 

Therefore, the law has provided for the use of common seal, with the name of the 
company engraved on it, as a substitute for its signature. Any document bearing 
the common seal of the company will be legally binding on the company. 

A company may have its own regulations in its Articles of Association for the 
manner of affixing the common seal to a document. 

As per Regulation 84 of Table-A thr seal of the company shall not be a ffixed to 
any instrument except by the authority of a resolution of the Bo;mJ or a 
Committee of the Board authorized by it in that behalf, and except in the presence 
of atleasl l wo directors an<l of the secretary or such other person as the Boal"d may 
appoi.nt for the purpose and those two directors and the secretary or other person 
<1foresaid shall sign every instrument to which the seal of the company is so 
affixed in their presence. 

6. Limited Liability : A company may be company limited by shares or a company 
limited hy guarantee. 1n company limited by shares, the liabiJity of me.(11bers is 
limited to the unpaid value of the shares. 

For example, if the face value of a sh.are in a company is ~10 and a member has 
a lready p aid t 7 p er share, he can be called upon to pay not more than ~3 per sl1are 
during the lifetime of the company. 

ln a company limited by guarantee the liability of members is Limited to such 
amount as tbe member may undertake to contribute to the assets of t.he company 
in the event of its being wound up. 

7. Transferable Shares: 1n a public company, the shares are freely transfera ble. The 
right to transfer shares is a statutory right and it cannot be taken away by a 
provis ion in the articles. 

However, the articles shall prescribe the manner in whicb such transfer o f shares 
will be made and it may also contain bona fide and reasonable restrictions on the 
right of members lo transfer their shares. 



But absolute restrictions on the rjghts of members 10 transfer their shares sha ll be 
ultra vircs. 

However, in the case of a private company, the article.~ shall restrict the right of 
member to transfcl' their shares in companies with its statutory definition. 

ln order to make the right to transfer shares more e ffective, the shareholder can 
apply to the Central Government in case of refusal by the company to register a 
transfer of shares. 

8. Separate Property: A'i a company is a legal person distinct from its membtrs, it is 
capable of owning. enjoying and disposing of property in its own name. 

Although its capital and assets are contributed by iL<; shareholders, th~y are not the 
private and joint owners of its property. 

The company is the real person in which all its properly is vestc<l and by which it 
is controlled, managed and disposed of. 

9. Delegated Mat1ageme11t: A joint stock company is an autonomous, self-governing 
and self-controlling organization. 

Since it has a large number of members, all of them cannot take part in the 
management of the affairs of the company. 

Aclual control and 1uanagemem is, therefore. delegated by the shareholders to 
their elected ccpresentativcs, known as director!.. They Jook after the day-to-day 
working of the company. 

Moreover, since shareholders, by majority of votes, decide the general policy of 
the company, the management of the company is carried on democratic lines. 
Majority decision and centralized management compulsorily bring about unity of 
act-ion. 

1.4 TYPES OF COMPANY 

The Companies Act, 20 13 provides for the kinds of companies that can be promoted 
and registered under the Act. The three basic types of compan ies which may be 
registered unde( the Act arc (rcf~r figu(c J .2): 

(a) Private Companies; 

(b) Public Compan ies; and 

(c) One Person Company (to be formed as Private Limited ). 

Section 3. 

I. Of the Companies Act 2013 states that a company may be formed for any lawful 
purpose by: 

(a) seven or more persons, wbe.re the company to be formed is to be a p ublic 
company; 

(b} ~vo or more persons, where the company to be fonned is to be a private 
company; or 

(c) one person, where the company to be fonned is to be one person company that 
is to say, a private company, by subscribing their names or his name to a 
memorandum and eomplyin~ with the requirements o f th,is Act jn r espect of 
registration. 

!) 
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2. A company formed under sub-seclion (1) may be either - (a) a company limited 
by shares; or (b) a company limited by guarnntee; or (c) an unlimited company. 

- ..... - ·e ~tt· ... :, ..... !, , __ , 

1:,- ·1 t _, :-1:: ::-:::..!·, 

l.+ • 'lie' ·•, .-r:,: •." :-
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Figure 1.2: Types of Companies under the Companies Act, 2013 

1.4. I Classification of Companies 

Let us study the classification of companies: 

(i) Classification 011 the basis of lncorporatimi: There are three ways in which 
companies may be incorporated: 

(a) Statutory Companies: These are constituted by a special Act of Parliament or 
Stale Legislature. The provisions of the Companies Act, 2013 do not apply to 
!hem. Examples of these types of companies are Reserve Bank of Jndia, life 
lnsurance Corporation oflndia, etc. 

(b) Registered Companies: The companies which arc incorporated under the 
Companies Act) 2013 or unde-r any previous company law, with R egistrar of 
Companies fall under this category. 

(ii) Classification 011 the basis of Liability: Under this category there arc three types 
of companies: 

(a) Unlimited liability Companies: In this type of company, the members are 
liable for the company's debts in proportion to their respective iuterests in the 
company and their liability is unlimited. Such companies may or m ay not 
have share capital. They may be either a public company or a private 
company. 

(b) Companies limited by Guarantee: A company that has the liability of its 
members limited to such amount as the members may respectively undertake, 
by the memorandum, to contribute to the assets of the company in the evenl of 



being wound-up, is known as a company limited by guaranLee. The members 
of a guarantee company are, in effect, placed in the position of guarantors of 
the company's debts 11p to the agreed amount. 

(c) Companies Limited by Shares: A company th.at has the Liability of its 
members limited by the memorandum to the amount, if any, unpaid on the 
share., respectively held by them is termed as a company limited by shares. 
For ex.ample, a shareholder who has paid ~75 on a share of face value fl00 
can be caJJed upon to pay the balance of ns only. Companies limited by 
shares are by far (he most common an<l may he either public or private. 

(iii) Other Forms 0JC0111pa11ies 

(a) Associations not for proGt having license under Section 8 of the Companies 
Act, 2013 or under any previous company Jaw; 

(b) Government Companies 

(e) Foreign Companies 

(d) Holding a nd Subsidiary Companies 

(e) Associate Companies/Joint Venture Companies 

(f) Investment Companies 

(g) Producer Companjes 

{h) Dormant Companies 

1.4.2 P1·ivate Company 

As per Section 2(68) of tbe Companies Act, 20 13, " private company" means a 
company having a minimum paid-up share capital of one lakh rupees or such higher 
paid-up share capital al; may be prescribed, and which by HS articles: 

(i) Restricts Lhc right to transfer its shares; 

(ii) Except in case of One Person Company, limits the number of its members to two 
ht1ndred; 

Provided that where two or more persons hold one or more shares in a company 
jointly, they shall, for lhe purposes of this defini1iou, be treated as a single 
member; 

Provided further th.al the following persons shall not he included in the number of 
members: 

(a) Persons who are in the employment of the company: and 

(b) Persons who, having hccn formerly in the employment o[ the compa11y, were 
members of the company while in that employment and have continued to be 
members after the employn1cnt ceased, and 

(iii) Prohibit:, any invitation to the public to !>Ubscribe for any securities of the 
company 

It must be noted that iL is only the number of members that is limited to two hundred. 
A private company may issue debentures to any number of persons, the only condition 
being that an invitation to the public to subscribe for debentures is prohibited. 

The aforesaid definition of private limited company specific:-: the restrictions, 
limitations and prohibitions, which must be cxprt:ssly provided in the articles of 
association of a private limited company. 

I I 
Company: An lnrroducuon 
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As per proviso to Section 14 (1), if a company being a private company alters its 
articles in such a manner that they no longer include the reslrictions and limitations 
which are required to b e included in the artic le~ of a private company under this Act, 
such company shaU, as from the date of such alteraLion, cease to be a private 
company. 

A private company can only ac<.:cpt deposit fro m its members in accordance with 
section 73 of the Companies Act, 2013. The words 'Private Limited' must be added at 
the end of its name by a private limited company. 

As per section 3 (1), a private company may be formed for any lawful purpose by two 
or more persons, by subscribing their names to a memorandum and complying with 
the requirements of this Act in respect of registration. 

Section 149 (/) further lays down th.at a private company shall have a minimum of 
two directors. The only two members may ah;o be Lhe two direc tors of the private 
company. 

Privileges allll Exemptions of Private Company 

The Companies Act, 2013 confers certain privi leges on private con1panies which are 
not subsidiaries of public companies . Such companies are also exempted from 
complying with guite a few provisions of the Act. 

T he basic rationale behind this is th::11 s ince priva te limited companies are restrained 
from inviting <:apital and deposits from the public, not mu ch public interes1 is involved 
in their affairs as compared to public limited companies. Private limited companies 
lose the privileges al)d exemptions the moment they cease to be private companies. 

Privileges ofa Private Limited Company 

Some privileges and exemptions enjoyed by a privc1te company or its advantages over 
a public company include the following given in Table 1.1: 

Table 1.1: Pri vjJcges of a Private Limited Company 

Section Nature or exemptions/privilege~ 

67(2) f-'inanci al a..•,sistance can be gi vcn to its employees for purchase or or subscribing 10 its 
ovm shares or shares in its holding company. 

121(1) Need not prepan; a report on the Annual General Meeting. 

l34(3)(p) Need not prepare a srntcment indicating the manner ill which fonnal annual evaluation 
has been made by the l3oard of its own pe1fonna11ce and that of irs committees and 
individual directors. 

149(1) Private comr,any need not have more than two d irectors. 

149{4) Need not appoull independent director~ on its Board. 

152(6) A proportion of director~ need not re1ire every year. 

164(3) AddH.ional grounds for disqualificatton for appointment as a clirector may be ~pecificd 
by the company in its articles. 

165()) Restrictive provisions regarding total number of directorships which a person may 
hold in a pul:,li<; company do not incluclc dircc1orships held in a private company 
which is neither ;i holding nor subsidiary company of a public company. 

167(4) Additional gr{)unds for vacation of office of a <lirector may be provided in the Articles. 

190(4) The provisions relating to conlrac1 of employment with managing or whole-time 
,lirccto(S does not apply 10 a private company. 

197(1) Total managerial remuneration payable by a private compauy, 10 its clirectors, 
including m anaging tlirector and whole-time director, and its manager in respect of 
any financial year may exceed e le ven percent of the net profits. 

http:rcmuncratl(.Jn


As per section 462 (/) , the Central Government may in public interest, hy notification, 
direct that any of the provisions of this Act, shall not apply to such class or classes of 
companies or shall apply Lo the class or classes of comp<1nies with such exceptioru,. 
modifications and adaptations as may be specified in the notification. Therefore, the 
Central Government may grant further privileges/exemptions to Private Companies by 
issuing a notification. 

Special Obligations of a Private Company 

ln addition to the ro.;tnctious imposed on Private Companies as contained in Section 
2(68) of the Companies Act, a private company owes certa in special obligations as 
compared to a p\Jblic: company. which are as follows: 

A private company. while filing its annual return with the Registrar of Companies as 
required by Section 92, must also send with thjs i:etum, a certificate slating that: 

(i) The company has not, since the date of the closure of the last financial year with 
refcre11ce to which lhe last remrn was submitted or in the case of a tlrst return 
si11c1.:: the date of the incorporation of the company, iss\Jed any invitation to the 
public to subscribe for any securities of the company; 

(ii) Where the annual return discloses the fact that the number of members, except in 
case of a one pe~on company, of the company exceeds two hundred, the excess 
consists wholly of persons wbo under second proviso to cla-use (ii) of suh-sectioJ1 
(68) of section 2 (i.e., the person who is or were in the employment of the Co.) of 
the Act arc not to he i11cluded in reckoning the number of two hundred; 

(jii) The company continued to be a Private Company during the financia l year. 

Co11seq11e11ces of Alterntiu11 of the Articles of PrivaJe Companies 

N. per provtSo to section 14(1), where a company being a private company a lters its 
aniclc.s In such a manner that they no longer include the restrictions and limitations 
which nre required 10 be mcl\Jded in the articl<::s of a private company under section 
2(68). the company shall, as from the date of such alteration, cease to be a private 
company. ln such a case, it shall be treated as a public cu,npaoy from the date of 
alteratton of its articles. 

1.4.3 :Further C lassification of Private Company iato One Person 
Company and S~aH Company 

The Dr. JJ Irani committee had recommended thal "Company Law should therefore 
recognize a multipk classification of companies." In line with the above said 
recomml!ndation, under the Com.panies Act, 2013, a private company can further be 
classified into a One Person Company and Small Company. 

One Person Compa11y (OPC) 

With the implementation of the Companies Act, 2013, a single person could constitute 
a company, under !ht: One Person Company (OPC) concept. The new Companies Act. 
2013 has done away with redundant provi<.ions of the previous Companies Act, J 956, 
and provides for a new entity in the form of one person company (OPC), while 
empowering the Central Government Lo provide a simpler compliance regime for 
small companies. 

The inlroducrion of OPC in the legal system is a move that would encourage 
corporalisation of micro businesses and entrepreneurship. ln Jndia, in tbe year 2005, 
the JJ Irani Expert Committee recommended the formation of OPC. 

13 
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It had suggested that such an entity may be provided with a simpler legal regime 
through exemptions so lhat the small cntrepreneu( is not compelled to devote 
considerable tirne, energy and resources on complex legal compliance. OPC is a one 
sha..-eholder corporate entity, where legal and financial liability is limited to the 
company only. 

Difference between a Sole Proprietorship and an OPC 

The fundamental difference between a sole proprietorsrup iind an OPC is the way 
liability is treated in Lbc latter. A one-person company is different from a sole 
proprietorship because it is a separate legal entity that distinguishes between the 
promoter and the company. 

The promoter's liability is limited in an OPC in the event of a default or legal issues. 
On the other hand, in sole proprietorships, the liability is not restricted and extends to 
the individual and his or her entire as~ets. 

Box 1.1: Posi!ioo of OPC in India under the Companies Act, 2013 

The Companies Act, 2013 da.~siries companies on lhe basis of their number of members into One 
Person Comp,m y, private company and public company. As stated above, a private company requires 
a minimum of 2 members. In other words. a One Person Company is a kind of private company 
having o oly one member. 

As per section 2{62) of the Companies Act. 201 3. "One Person Company· means a company which 
has ooly nm: person as a member. Section 3( I )(c) lays down that a oompany may be fo11T1ed for any 
lawful purpose by one per~on, where the company to be formed is robe One Person Company that is 
lo say. a privale company. In other words. one person company is a kind of priv-c11e company. A One 
person company shall have a minimum of one director. 

Therefore, :i One Persot) Company will be registered as a private company with one member and one 
di rector. By virtue of ~ecuon 3(2), an ore may be formed either as a company limited by shares or a 
company limited hy guara111ee, or an unlimited liability company. 

Ru.le 3 of Companies (Jncnrporation) Rules, 2014 - One Person Company-

1. Only a natural person who is an Indian citizen and resident in India: 

(a} shall be eligible to incorporate a One Person Company; 

(b) shall be a nominet: for the sole member of a One Person Company. 

Explanation: For the purposes of this ruJc, the term "Resident in India" means a 
person who has stayed in India for a period of not less than one hundred and 
eighty two days during the immediately preceding one calendar year. 

2. No person shall be eligible to incorporate more than a One Person Company or 
become nominee in more than one such company. 

3. Where a natura l person, being member in One Person Company in accordance 
with this rule becomes a member in another such company by virtue of his being a 
nominee in thnt One Person Company, such person sh.all meet the eligibility 
criteria specified in sub rule (2) wi1hin a period of one hundred and eighty days. 

4. No minor shall become member or nominee of the One Person Company o.r can 
hold share with beneficial interest. 

5. S1.1ch company cannot be incorporated or converted into a company under section 
8 of the Act. 

6. Such company cannot carry out Non-Banking Financia.l Investment activities 
including investment in securities of anybody corporates. 
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7. No such company can convert voluntarily into any kind of company unless two 
years have expired from the date of incorporation of One Person Company, except 
lhresboh.1 limil (paid up share capital) is increased beyond fifty lak.h rupees or its 
average annual turnover during the relevant period exceeds two crorc rupees. 

Smull Company 

As recommended by the Dr. JJ Irani Committee, the concept of small companies has 
been introduced in the companies, Act, 2013. The recommendation of the Irani 
committee in this regard was as under: 

The Committee sees 110 reason why small companie.~ should s1~ffer the consequences of 
regulation that may be designed to ensure balancing of illlerest.'i of stakeholders of 
/orge, widely held co1porares. 

Company law should enable simplified decision making procedures by relieving such 
companil:!s ji-om sdec1 statutory inlemal ad,ninisrrative procedures. 

Such c:omponies should also be subjected tu reduced financial reporting and audit 
requirements and simplified capital maintenance regimes. Essentially the regime for 
small companies should enable them to achieve transparency at a low cost through 
simplified requirements. Such o f ramework may be applied to small companies 
rhrough ex.emptiom, consolidated in the form of a Schedule to the Act. 

Small company is a new forro of private company under the companies Act, 20 J 3. 

A dassifica1ion of a private company into a small company is based on its size i.e., 
paid up capital and turnover. To other words, such companies are small sized private 
compunjcs. 

As per soction 2(85) "small company" means a company, olhcr than a public 
company: 

(i ) Paid-up share capital of which. does not exceed fifty lakh rupees or sucb higher 
amount as m;iy be prescribed which shall not be more than live croce rupees; or 

(ii) Turnover of which as per its last profit and Joss account docs not exceed two crorc 
rupci.:s or such higher amount as may b~ prescribed which shaU nol be rnorc than 
twen1y crorc rupees: Provided that nothing in thjs definition shall apply to: 

(a) a holding ~ompany or a subsidiary company: 

(b) a company registered under section 8; or 

(c} a company or body corporate governed by any special Acl. 

1.4.4 Public Company 

By virnie of Section 2(7 /), a public company means a company which: 

(a) ls nol a private company; 

(b) Has a minimum paid-up share capital of five Jakh rupees or such higher pajJ-up 
capital, as may he prescribed. 

Provided that a company whjch is a subsidiacy of a company, not being a private 
company, shall be deemed 10 be public company for the purposes of this Acl even 
where such subsidiary company continues lo be a priv-dte company in itj; articles. 

As µer section 3 (1) (a), a public company may be formed for any lawful purpose by 
seven or mo.re persons, by subscribing their names or his name to a memorandum anti 
complying with the requirements of this Act in respect of regis1ralion. A public 
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company may be said to be an ,issociation consisting of not less than 7 members, 
wruch is registered lU'l<ler the Act. 

fn principle, any me.mber of the public who is willing to pay the price may acquire 
shares in or debentures of it. The securities of a publ ic company may be quoted on a 
Stock Exchange. 

The nul)lber of n,embers is not limited to two hundred. It may be noted that in case of 
a public company, tJ1c articles do not contain the restrictions provided in Section~ 
2(68) of the Act. As per section 58(2) , the securities or other interest of any member in 
a public company shall be freely transferable. 

However, any contract or arrangement between two or more persons in respect of 
tran."fcr of securities shall be enforceable as a contract. The concept of free 
transferability of sh.ares in public and private companies is very succinctly discussed 
in the case of Weslern Maharashtra Developmenl Corpn. Ltd. V Bujaj Auto T.td 
[2010} 154 Com Cases 593 (Bom). 1l was held that the Companies Act. makes a clear 
distinction in regard to the transferability of shares. 

Distinctio11 bei.veen private and public compa11J1 

Following arc the main points of distinction between a private and a public company: 

l. In the case of a private company minimum number of persons to form a c..:ornpany 
is lwo while it is seven in the case of a public company. 

2. In case of a private company the ('naximum number of members 1m1s1 not exceed 
fifty wbereas then: is no such restriction on the maximum number of members in 
case of a public company. 

3. fn ptivate company the right to transfer shares is restricted, whereas in case of 
public company the shares are freely transferable. 

4. A private company cannot issue a prospectus, while a public company may, 
through prospectus, invite the general public to subscribe for its shart!S or 
debentures. 

5. A private company can commence business immediately after receiving the 
certificate of incorporation, while a public company can commence business onJy 
when it receives a certificate lo commence business from the Registrar. 

6. A private company need noL hold a statutory meeting but a public company must 
hold a statutory meeting and file a statutory report witb the Registrar. 

7. The directors of a private company arc no! required to file with the Registrar 
written consent to act as directors or sign the memorandum of association or enter 
into a contract for their qualification shares. But the directors of a public company 
must file with the Registrar their written consent to act as directors, must sign the 
memorandum and must enter into a contracl for their qualification shares. 

8. Directors of a private company may be appointed by a single resolution, but it is 
not so in case of a public company. 

9. Directors of a private company arc not required to retire by rotation, but in case of 
a public company. at least two-third of the directors must retire by rotation. 

J 0. The number of directors in a private company may be increased to any extmt 
without the permission of the Central Government, but in case of a public 
company if the number of director:; is to be more than twelve then the approval of 
the Central Government is necessary. 



11. Two members have to be personally present to form the quorum in a private 
company bul in a public company this number is five members. 

12. In a private company, there arc no restrictions on managerial remuneration. 

l3. In addition to the above, a pr ivate company enjoys some special privileges. A 
public company ertjoys no such privileges. 

14. A private company cannot issue share warrants. 

1.4.5 Limited Company 

As per section 3(2), a company formed llnder this Act may be either 

(a) A company limited by shares; or 

(b) A company limited by guarantee; or 

(c) An unlimited company. 

The term 'Limited Company' means a company limited by shares or by guarantee. The 
Liability of the members. in the case of a limited company, may be limited with 
reference to tbc nom.inal value of the shares, respectively held by them or to the 
amount which they have rcspcctivdy guaranteed 10 coolributc in the event of winding 
up of the company. 

Accordingly, a limited company can be furlher classified into: 

(a) Company limited by shares. and 

(b) Company limited by guarantee. Companies Limited by Shares. 

As per section 2(22), "company lirrutcd by shaccs'' means a company having the 
liability of its members limited by the memorandum 10 lhe amount, if any, unpaid on 
the shares rcspcct,vely held by them. 

Accordingly, no member of a company limited by shares can be called upon lo pay 
moi:c than lhe nominal value of the shares held by him. Jf his shares .1rc fully paid-up, 
he bas nothing more to pay. 

But in the case of partly-paid shares, the unpaid portion is payabl~ at any time during 
the existence of the company on a call being niadt, whether the company is a going 
concern or is being wound up. 

This is the essence of a company limited by shares and is the most common form in 
existence. Companies L imited by guarantee as per section 2(21) "company limited by 
guarantee" means a company having the liability of its membccs limikd by the 
memorandum to such amount as the members may respecti vely undertake to 
contribute to the assets of the company in the event of its being wound up. 

Clubs. trade associations and societies for promoting differcnc objects are ex.amples of 
such a company. Tr should be noted that a special fcatt1re of chis type of company is 
that the liabilily of members to pay tbcir guaranteed amounts arises only when the 
company has gone into liquidation and not when it is a going concern. 

A guarantee company may or rnay not have a share capital. As rt:!gards the funds, a 
guarantee company without share capital obtains working capital from other source:;, 
e.g. fees or grnnts. But a guarantee company having a share capital raises its inilial 
capital from its members, while the normal working funds would be provided from 
other sources, such as fees, charges, subscriptions, elC. 

The Memorandum of Association of every guarantee company must state that every 
member of the company undertakes to contribute to assets of lhe company in the event 
of its being wound up while be is a member for the payment of the debts and liabilities 
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of the company contracted before he ceases Lo be a member, an<l of the charges, costs 
and ex.penscs of winding up, and for adjustment of the righls of the contributories 
among themselves, such amount as may be required, not exceeding a specified 
amount. The Memorandum of a company limited by guarantee musL state the amounl 
of guarantee. It may be of different denominations. 

In case of a guarantee company having share capital Lhc shareholders have two-fold 
liabjlity: to pay the amount which remains unpaid on their shares, whenever called 
upon to pay, and secondly, to pay the amount payable under the guarantee when Lhe 
company goes into liquidation. The voting power of a guarantee company having 
share capital is determined by the shareholding and not by the guarantee. 

A guarantee company must include lhc word " limited" or the words "private limited'' 
as part of its name, and must register its a11iclcs, and it shall adopt the provisions of 
the Table 'G' a nd 'H' of Schedule l. It must a lso state the number of members with 
which it proposes t.o be registered, although the number can be increased by means of 
a resolution. 

Section 4(7) states that any provision in the memorandum of articles, in the case of 
company limited by guarantee and not having a share capitc1.I , purporting to give any 
person a right lo participate in Lbe divisible profits of the company Otherwise than as a 
member shall b e void. 

1.4.6 Unlimjted Company 

As per section 2(92), "unjjmited company" means a company not having any limit on 
the liability of its members. Thus, the maximum liability of the member of such a 
company, in the event of being wound tip, might stretch upto lhe ti.ill cxtcnl of their 
assets to meet the obligations of the company by contributing to its assets. 

However, the members of an uni imit.ed company are not liable directly to the creditors 
of the company, as in I.he case of patiners of a firm. The liabi lity of the members is 
only towards the company and in the event of being wound up only the Liquidator can 
ask the members to contribute lo the assets of the company wh.ich will be used in the 
discharge of the debts of the company. 

An unlimited company may or may not have share capita l. Under Section 18, a 
company registered as an unlimited company may subsequently re-register itself as a 
limited company, by altering its memorandum an<l articles of the company in 
accordance with the provisions of C haptec TI of the Companies Act subject to the 
provision that any debts, liabilities, obligations or contracts incurrtd or e1ltere<l into, 
by or on behalf of the unlimited company before such conversion are not affected by 
such changed registration. 

1.4. 7 Association Not For Profit 

As per Section 4(1), the memorandum of a company shall state the name of the 
company with the last word "Limited" in the case of a public limited company, or the 
la~t words '' Private Limited" in the case of a private limited company. 

However, Section 8(1) permits the registration, under a licence granted by the Central 
Govcr.nment, of associations not for profit with limited liability wilhout being required 
to use the word "Limited" or the words ''Private Limited'' after I.heir names. 



This is of great value lo companies not engaged in business like bodies pursuing 
diaritable, educational or other purposes of great utility. The Central Government may 
grant such a licence if-

(i) lt is intended to form a company for promoting commccce, art, science, spon s, 
cduca(ion, research, social welfare, religion, cbacity protection of envirownent or 
aoy such other object; and 

(ii) The company prohibiL'i payment of any div idend to its members bur intends to 
apply its profits or other income in promotion of its objects. 

Further under section 8(5) where it is proved to the satisfaction of the Centra l 
Government tha t a limited company registered under this Act or under any previous 
company Jaw has been formed with any of the objects specified above aod with the 
restrictions and prohibitions as mentioned aforesaid, it may, by licence, allow the 
company to be registered under trus section subject to such conditions as tbe Central 
Government deems tit and to change its name by omitting the word "Limite<l", or as 
the case may be, lbe words "Private Limited" from (ts name anti thereupon the 
Registrar shaJl1 on application, in the prescribed form, register such company under 
this section and aU the provisions of this section :;hall apply to thar company. 

The company is rcgistcrc<.I without paying any stamp duty on its Memorandum and 
A11iclcs. On registration, the Association enjoys all 11\e privileges of a limited 
company, and is subject lo all its obligations, except, those in respect of which 
exemptiOll by a notiftcalion is granted by the Central Govcrnmcn1. 

A licence may be grant~ by the Central Government uod~r Section 8 of the Act on 
such conditions and subject 10 such regulations as i1 thinks fit and those conditions and 
regulations shall be binding on the body to which the licence is granted. The Central 
Government may direct that sucb conditions and regulations shall be inserted in the 
Memorancn1m, or in the Articles, or partly in the one and partly in the other. 

A Company, which has been granted licence under Section 8 cannot alter the 
provisions of its Memorandum or articles except with the previous approval of the 
Central Government. A firm may be a member of the company registered under this 
section. A company registered under section 8 may convert itself into company of any 
other kind only after complying with such conditions as may be prescribed. 

A n association rcgjstere<l under the Act, which bas been granted a licence under Sub­
section (J) of Section 8 wh.ich is s11bject to alJ the obligations w1der 1bc Act, except in 
some cases where the Central Government IJ.as issued some notifications directing 
exemption, to such licensed companies from various provisions of the Act. as 
specified in those notifications. II covers aspects such as shorter notice of general 
meetings, publication of name under section J 2, etc. 

The Central Government may by order at any time revoke the licence whereupon the 
word "Limited" or "Private Limired" as the case may be, shall have to be used as part 
of its name and Lhe company will lose the exemptions that might have been granted by 
the Central Government. 

However, the Ce11tral Government can do so only after providing such association an 
opportunity to be heard and the aggrieved association can chaJlengc the order of the 
Central Government under Article 226 of the Constiwtion. 

Further a copy of every such order has lo be filed with the Registrar. lt is permissible 
for t.hc Central Government to grant ex.emption to a class or classes of companies from 
one or more of the provisions of lhe Act under Sub-section ( J) of Section 462. 
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1.4.8 Government Companies 

Section 2(45) define.-. a "Government Company" as any company in which not less 
than fifty one percent of the paid-up share capital is held by the Central Government, 
or by any State Government or Governments, or partly by the Central Government 
and partly by one or more State Governments, and includes a company which is a 
subsidiary company of such a Government company. 

Notwithstanding all the pervasive control of the Government, the Government 
company is neither a Government depa(tment nor a Government establishment 
[Hindustan Steel Works Construction Co. Ltd. v. State of Kerala (l 998) 2 CLJ 383]. 

Since employees of Government companies are not Government servants, they have 
no legal right to claim that the Government should pay their salary or that the 
additional expenditure incurred on accounl of revision of their pay scales should be 
met by the Government. lt is the responsibility of the comp,my to pay them the 
salaries [A.K. Bindal v. Union of India (2003) 114 Com Cases 590 (SC)]. 

When the Government engl:lges itself in trading ventures, particularly as Government 
companies under the company Jaw. it does not do so as a State but it does so in the 
essence as a company. A Governmem company is not a department of the 
Governmen.t. 

1.4.9 Foreign Companies 

As per section 2(42). "foreign company" means any company or body corporate 
incorporated outside India which; 

(a) has a place of business in India whether by itself or through an agent, physically 
or through electronic mode; and 

(b) conducts any business activ ity in lndia in any other manner, Sections 379 to 393 
of the Act deal with such companies. 

Section 380 of the Act lays down that every foreign company which establishes a 
place of business in India must, within 30 days of the establishment of such place of 
business, file with the Registrar of Companies for registration: 

(a) a ce.rtificd copy of the charter, stalutcs or memorandum and articles, of the 
company or 01hcr iostrnmenl constituLing or defining the constitution of the 
company and, if rhe instrument is not in the English language, a certified 
translation thereof in the English language; 

(h) the full address of the registered or princ ipa l office of the company; 

(c) a list of the directors and secretary of lhc company containing such particulars as 
may be prescribed; 

(d) the name and address or the names and addresses of one or more persons resident 
in India authorist:d to accept on behalf of the company service of process and any 
notices or other documents required to be served on the company; 

(e) the full address of the office of the company in India which is deemed to be its 
principal place of business in India; 

(() particulars of opening and dosing of a place of business m India on earlier 
occasion or occasions: 

(g) declaration that none of the directors of the company or the authorised 
representative in India has ever been convicted or debarred from formation of 
companies and management in India or abroad; and 



(h) any other infomiation as may be prescribed Every foreign company has to ensure 
th.at the name of the compauy, the country of incorporation, the fact of limited 
liability of mcmhers is exhibited in the specified places or documents as required 
under Section 382. 

Se<.:tfon 381 requires a Foreign Company 10 maimain books of Account and file a copy 
of balance sheet and profit and loss account in presci:ibed form with ROC every 
calendar year. These accouots should be accompanied by list of place of business 
established by the foreign company in Tndia. 

Section 376 uf the Companies Act, 2013 provides further that when u foreign 
company, which has been carried on business in India, ceases to carry on such 
business in fndia , it may be wound up as ao unregistered company under Sections 375 
to 378 of the Ace, even though the company has been dissolved or ceased to exist 
under the laws oft.he countly in which it was i.ncorporutcd. 

Section 379 provides tllat where not less thun 50% of the paid-up share capital. 
whclhcr cq\Jity or preference or partly equity and partly prefcrenc.;e of a foreign 
company is held by one or 1uorc cit.izcns of Jndia or by one or more bodies corporate 
incorporated in lndta, whether singly or in the aggregate, such company shall corn.ply 
with such provisions of this Act, as may be prescribed by the Central Government 
with regards lo the business carried on by it in India, as if ii were a company 
incorporated tn Jndja_ 

As regards 1he appltcubilily of the provision.-- of the Companies Act, 20 13 lo foreign 
compan,cs the following provisions of Section 384 are to be noted: 

(i) The prnv1sious of Section 71 relating to Dcbenutcs sh.all apply mutotis mutandis to 
a foreign company. 

(ii) The provisions of Section 92 n:garding (:filing of annual returns) shall, subje<;t 10 

such exceptions, modifications or adaptations as may be made tbecein by the rules 
ll'll:lde under the Act. apply to a foreign company as they apply to a company 
incorpnrated in lndfa. 

(iii) The provisions of Section 128 relating to 1he (to tb.e extent of rnquiring it to 
maintain at its principal place of business in lndia books of account with respect to 
moneys received and spent, sales and pw-ch.ase made and assets and liabilities, in 
the course of or: in relation Lo its business in India), Section 209A (inspection of 
accounts), Sectioi1 233A (Special audit), Section 233B (audit of cost accounts), 
Section 234-246 (investigations), so far as may be, apply only to tbe Indian 
business of a foreign company having an established place of business in lndia as 
they apply to a company incorporated in India. 

(iv) The provision.c; of Chapter Yr (Registration of Charges) shall apply mutari:; 
mutandis 10 charges on properties which are created or acquired by any foreign 
company. 

(v) The provisions of Chapter XlV (lnspeclion, Inquiry and Jnvestigation) shall apply 
muturis mltland1s lo the Indian business of a foreign company as they apply 10 a 
company incorporated. in lnliia. 

As per Section 386(c), having a share transfer office or share registration office 
wjJI constitute a place of busine."s. 

rn Tovarishcstvo Manufacture Liudvig Rabenek, Re ( 1944) 2 All ER 556 it was 
held lhal where represcnlativcs of a company incorporated outside the country 
frequently stayed in a hotel in England for looking after matter of business, it was 
held that the company bad a place of business jn England. ln a certain case, it was 
held that mere holding of property cannot amount to have a place of business. A 
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representative of a foreign company in lndja was merely receiving orders from 
customers. it was held that it was not a ·'place of business" [ P .J. Johnson v. 
Astroficl Armadom [ 1989] 3 Comp LJ I]. 

The following activities arc held as not constituting "carrying on of business": 

l. Carrying small tram;aclions. 

2. Conducting meetings of shareholders or even directors. 

3 . Opcratfog bank accoun1s. 

4. Transferring of shares or other securities. 

5. Operating through independent contractors. 

6. Procuring orders. 

7. Creating or financing of debts, charge.,;, etc. on property. 

8. Securing or collecting debts or enforcing claims to property of any kind. 

1.4.10 Holding, Subsidiary Companies and Associate Companfos 

On the basis of control companies can be classified into holding, subsidiary and 
associate companies. Holding company As per Section 2 (46), holding company, in 
relation to one or more other companies, means a company of which such companies 
are ~ubsidiary companies. 

Subsidiary Company 

Section 2 (87) provides that subsidiary company or subsidiary, in relat ion to any other 
company (that is lo say the holding company), mea ns a company in which the holding 
compaoy: 

(i) Conlrols the composition of the Board of Directors; or 

(ii) Exercises or control:; more than one-half of the total share capital eilher at its own 
or together with one or more of its subsidiary companies: Provided that such class 
or classes of holding companies, shall not have layers of subsidiaries beyond 1he 
prescribed limit (Proviso to be notified). For the above purpose: 

(a) A company shall be deemed to be a subsidiary company of the holding 
company even if the control referred lo in sub-clause {i) or sub-clause (ii) is 
of another subsidiary company of the holdi-ng company; 

(b) The composition of a company's Board of Directors shall be deemed to be 
controlled by another company if that other company by exercise of some 
power exercisable by it at its discretion can appoint or remove all or a 
majority of the directors; 

(c) The expression " company" includes any body corporate. 

Associate Compuny 

As per Section 2(6), "Associate company", in relation to another company, means a 
company in which that other company has a s ignificant influence, but which is not a 
.subsidiary company of the company having such influence and includes a joint 
venture company. 

Explanation to Section 2(6) provides that "significant influence" means control of at 
leas t twenty percenl of total share capital, ()r of b usiness decisions under an 
agreement. 

To add more governance and transparency in the working of the company, the concept 
of associate company has been introduced. It will provide a more rational and 
objective framework of associate relationship between the companies. Further, as per 
section 2 (76), Related party includes 'Associ_atc Company', 
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Hence, contract with Associate Company will require <l.isclosure/approval/t::ntry in 
statutory register as is applicable to contract with a related party. 

1.4. U (nvestment Companies 

As peT explanation (a) lo Section 186, "lnvestmem Comrany" means a company 
whose principaJ business is the acquisi1ion of ::;hares, debemures or other securities. 
An investment company is a company, the principal business of which consists in 
acquiring, holding and dealing in shares and securities. 

Th<! word 'investment', no doubt, suggests only the acquisition and holding of shares 
and securities and thereby earning income by way of interest or dividend, etc. 

But investment companies in actual practice earn their income no, only through the 
acquisition and holding but also by dealing in shares and securities i.e., co buy with a 
view to sell later on at ltiglu:r prices and to sell with a view lo buy later on at lower 
pcjces. 

If a company is engaged in any other business to an appreciable extent, it will not be 
treated as an investment company. The following two sets of legal opinions are quoted 
below as to the meaning of an investment company: 

(i) According to one set of legal opinion, an "investment company" means company 
which acquires and holds shares and securicies with an mteot 10 earn income only 
from them by holding them. 

On the other band, another school of legal opinion holds that "an Investment 
Company means a company, which acquires shares and securities for earning 
income by holding them as well as by dealing in such shares and other securities•·. 

(ii) According to Section 2( I0A) of the Jn.c:urance Act, 1938, an inwstmcm company 
means a company whose principal business is the acquisition of shares, stocks, 
debentures or other securities. 

l .4.12 Producer Companies 

Section 465(1) of the Companies Act, 20 l3 provides that rhe Companies Act, I 956 
and t11e Registration of Companies (Sikkim) Act, 1961 (hereafter in this section 
rcfen-ed to as Lhe repealed enactments) shall stand repealed. 

However, proviso to Section 465(1) provides that the provisioni. of Pait lX A of the 
Companies Acl, l956 shall be applicable mutatis mulandis 1o a Producer Company in 
a manner as if the Companies Act, 1956 bas not been repealed until a special Act is 
enacted for Producer Companies. 

In view of the above provision, Producer Comranies arc still governed by the 
Companies Act, 1956. Companies (Amendment} Act, 2002 had added a new Part IX 
A to the main Companies Act, 1956 consisting of 46 new Sections from 581A to 
581ZT. 

According to the provisions as prescribed under Section 581 A (I) of the Companies 
Act, t 956, a producer company is a body corporate having objects or activities 
specified in Section 581 Band which is registered a::; such under the provisions of the 
Act. The membership of producer companies is open to such people wbo themselves 
are the primary producers, which is an activity by which some agncultural produce is 
produced by Stich primary producers. 

J.4.13 Dormant Companies 

The Companies Act, 2013 ha.~ recognized a new set of companies called as dormant 
companies. As per Section 455 (l) where a company is formed aud registered uoder 
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this Act for a future project or to hold an asset or intcllecn,al property and has no 
significant accounting trnnsaction, sucl1 a company or an inactive company may make 
an application to the Registrar in such manner as may be prescribed for 061.aining the 
status of a dormant company. 

Explanation appended to Section 455(1 ) says that for the purposes of this section: 

(i) " inactive company" me.c'1nS a company which has not been carrying on any 
business or operation, or has not made any significant accounting transaction 
during the last two financial years, or has not filed financia l statt!ments and annual 
returns during the last two financial years; 

(ii) "significant accounting transaction" means any u·ansaction other than: 

(a) Payim:nl of fees by a company to the Registrar; 

(b) Payments made by it to fulfil the requirements of this Act or any other law; 

(c) Allotment of shares to fulfil the requirements of this Act: and 

(d) Payments for maintenance of its of(icc and records. 

As per Secrion 455(2), the Registrar on consideration of lhe application shall allow the 
stalus o[ a dormant company to the applicant and issue a certificate in such form as 
ma y be prescribed to that effect. Section 455(3) provides that the Registrar shall 
maintain a register of dormant companies in such form as may he prescribed. 

According to Section 455(4), in case of a company which has not filed financial 
statements or an.oual reruros for two financial years consecutively, the Registrar shall 
issue a notice to that company and enter the name of such company in the rcgjstcr 
maintained for dormant companies. 

further a dormant company shall have such minimum number of directors, file such 
documcnLs and pay such annual fee as may be prescribed to the Registrar to retain its 
dormant status in the register and may become ao active company on an application 
made in this behalf accompanied by such documents and foe as may be prescribed 
[Section 455(5)). 

The Registrar shall shikc off the name of a dormant company from the register of 
dormant companies, which has failed to comply witb the requirements of this sect ion 
[Section 455(6)). 

1.4. l 4 Public Financial lnstitutions 

According to Section 2 (72), ''Public financial institution" means: 

(i) The Life Insurance Corporation of India, established under Section 3 of the Life 
Insurance Corporation Act, 1956; 

(ii) The Tnfraslructure Development Finance Company Limited, referred to in clause 
(vi) of Sub-section (1) of Section 4A of the Companies Act, 1956 so repealed 
under Section 465 oftlus Act; 

( iii) Specified company referred to in the UJlit Trust of India (Transfer of Undertaking 
and Repeal) Act, 2002; 

(iv) Institutions notified by the Central Government under Sub-section (2) of Section 
4A of the Companies Act, 1956 so rept!alcd under Set:tion 465 of this Act; 

(v) Such other institution a~ may be notified by the Central Government in 
consultation with the Reserve Bank of ln<lia: However, no institution shall be so 
notified unless: 

(a) It has been established or constituted by or under any Central or State Act : or 



(b) Not less than fifty-one percent of the paid-up share capital is hctd or 
controlled by the Central Government or by any Slate Government or 
Governments or partly by the Central Government aod partly by ooe or more 
St.ate Governments. 

1.4.15 Statutory Corporations 

A Company formed uuder an Act of Parliament or Stale Legislature is ca lled a 
Statutory Company/Corporation. 

The specia l enactment contains its constitution, powers and scope of its activities. 
Change in its structure is possible only by a legislative amendment. Such co1npanics 
arc usually for.med to carry on the work of some spec,al public importance and for 
whidt tbe undertaking requires extraordinary powers, sanctions and privileges. 

A major objective for incorporating statutory corponitions is to serve public intt::rest. 
The need for establishing a statutory corporation is that tl1e State wishes to enter a 
field of human activjty which bas trnditionally been, or will in normal course be, 
undcrtake11 by oon-offtcial persons aod groups. 

Such compa11ics do not use the word "limited" as pact of their names, e.g., Reserve 
Bank of India, UC, etc. However, io respect of Insurance, Banking, Electricity Supply 
or Elec1ric11y Genen11ioo companies and other companjc::s governed by any special Act 
which are incorporated and registered under the Companies Act, the pcovisions of 
rnsurancc Act, Banking Regulation Act, Electricity Act and such special Act will 
prevail, respectively, when they are inconsiscent with the provisions of the Companies 
Act, 2013, applicable generally. 

1.5 THE COMPANIES ACT, 1956 - BASED ON BHABHA 
COMMITTEE RECOMMENDATIONS 

The Companies Act, 1956 was enacted with a view to consolidate and amend the 
earlier Jaws relating to companies and certain other associations. The Act came into 
force on l ~, Ap1·il, 19 56. Th.is Companies Acl was based largely on the 
recommendations of tbe Company Law Committee (l3habhc1 Committee) which 
submitted its report in March, 1952. 

This Act was the longest piece of legislation ever passed by our Parliament. 
Amendments have been made in this Act periodically. The Companies Act, l 956 
consisted of 658 Sections and 15 Schedules. 

Full and fair disclosure of various mailers in prospectus: detailed information of the 
financial affairs of company to be disclosed in its account; provision for intervention 
and investigation by the Government into the affairs of a company; rcscrictions on the 
powers of ma.ruigerial personnel; enforcement of proper performance of their duties by 
compaoy management; and protection of minority shareholders wecc some of the DUiin 
feat urcs of the Companies Act, 1956. 

The Companie~ Act, 1956 had undergone changes by amendments in 1960, 1962, 
1963. 1964, 1965, 1966, 1967, 1969, 1971, 1977, 1985, J988, 1996, 1999, 2000, 2002 
(Amendment), 2002 (Second Amendment). and 2006. The Companies Act. 1956 was 
also amended pursuant to ·che enactment of the Depositories Act, 1996. Based on the 
recornmcndations of Shastri Committee, the Companies (Amendment) Act, l 960 
introduced several new provisions relatiog to variolls aspects of company management 
which were overlooked in the 1956 Act . 

The Companies (Amendment) Act, 1963 provided for the appointment of u 
Company's Tribunal and constitution oflhe Board of Company Law Administration. 
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It also empowered the Central Government to remove managerial personnel involved 
in cases of fniud, etc. Based on the recommendations of the Vivi,-rn Bose Commission, 
the Companies (Amendment) Act, 1965 introduced some major changes, such as clear 
definition of the main and subsidiary objects of a company in its Memorandum of 
Association; Strengthening the provisions relating to investigation into the affairs of 
the company, etc. 

The Companies Act was further amended twice in 1966. Two important changes were 
introduced by tl1e Companies (Amendment) Act, 1969. The institutions of managing 
agents and secretaries and treasurers were abol ishe<l with effect from April 3, I 970. 
Secondly, contributions by companies to any political pa1ty or for any political 
purpose were prohibited. 

The Companies (Amendment) Act, 1974 which came into force from February 1, 
1975 had introduced some important and major changes in the Companies Act, 1956. 
The object of the Amendment Act was to inject an element of public interest in the 
working of the corporate ~ector. The Companies (Amendment) Act of 1977 brought 
about certain changes in Sections 58A, 220, 293, 620 and 634A of 1956 Act. 

The Companies (Amendment) Act, 1985: The amending Acl substituted Section 293A 
of Companies Act, 1956 with a new section permitting Non-Government companies 
to make political contributions, directly or indirectly. 

With a view that legitimate dues of workers rank pari passu with secured creditors in 
the event of closure of the company and rank above even the dues to Government, 

_ Sections 529 and 530 of the Companies Act, 1956, were amended and a new Section 
529A was introduced. 

The Companies (Amendment) Act, 1988: Based on the recommendations made by the 
Expert Commjttee (Sachar Committet:), the Companies (Amendment) Act, 1988 
substantially amended the Companies Act, 1956 in order to streamline some of the 
existing provisions of the Companies Act, 1956 and lo ensure better working and 
administration of the Act. 

The important changes introduced by the Amendment A.ct of J 988 were: Definition of 
Secretary brought in line with the definition of 'Company Secretary' in the Company 
Secretaries Act, 1980 and includes an individual possessing the prescribed 
qualifications. 

The concept of company secretary in practice was introduced for the first time in the 
Companies Act. The Amended Act, among other things, also set up an independent 
Company Law Board to exercise such judicial and quasi-judicial functions, earlier 
being exercised either by the Court or the Central Government. 

The Depositories Act, 1996 made the following major amendments to the Companies 
Act, 1956: 

1. Every person holding equity share capital of a company and whose name is 
entered as beneficial owner in the records of the depository shall be deemed to be 
a member of the concerned company. 

2. Stamping of transfor instruments is not required where both the transferor an<l 
transferee are entered as beneficial owners in the records of a depository. 

3. The securities of a company other than a private company have been made freely 
transf crab le. 

The transfer has to be effected immediately by the company/depository. 



4. The register of members sbaU indkate the sh.ares beld by a member in Demat 
mode bul such shares need not be distinguished by a distinclive number. 

5. Company to give in the offer document option to the investor lo ask for issue of 
securitit!S in Dcmat mode. 

The Companies (Amen<lme.nt) Act, 1999 made the following major changes 10 1he 
Companies Act, 1956: 

• Companies allowed to issue Swear Equity shares and to buy-back their own 
securities. 

• Facility for nomination provided for the benefit of share/debenture/deposit 
holders. 

• An Investor E<lueation and Protection Fund to be established. 

• Nation.al Advisory Committee on Accounling Standards for compani~ to be 
estab! i shed. 

• Prior approval of Central Govcrnmenr not required for ioter-corporale 
investment/lending proposals subject to certain conditions. 

further the Companies (Amendment) Act, 2000 made the following major 
amendrnen(s: 

I. Private Companies and Public Companies to have a minimum paid-up capital of 
Rupees one lakh i,J.Jld fi ve lakh respectively. 

2. Change of place of registered office from the jurisdiction of one Regi~-trar of 
Companies lo anothec R<!gistrar of Companies within the same state requires 
confirmation from the Regional Director. 

3. Provisions rcla1ing to deemed public companies became inoperative and a new 
provision relating to conversion of a public company 10 a private company 
inserted in the Companies Act, 1956. 

4. SEBI gives powers regarding issue and transfer of sec1ffities and non-payment of 
dividend by liste<l public companies. 

5. Certain measures inch.ided for protecting the interest of small deposit holders in a 
company. 

6. Preferential offec/Private placement of securities to 50 (fifty) persons or more 
treated as public issue. This shall not apply to a prefcren1ial offer made by public 
financial institutions and NBFCs. 

7. Provisions relating to shelf-prospectus and information memorandum, issue of 
equity share capital wilh differential rights as to dividend, voting or otherwise 
fr1cluded. 

8. Every listed company ma.king initial public offer of any securi1y for a sum of 
Rupees ten crorcs or more will have to issue the same only in a dematerialised 
form. 

The Compan.it!; {Amendment) Act, 2002 and Companies (Second Amendment) Act, 
2002 made lhe following changes to tbe Companies Act, 1956: 

I. New Part lXA consisting of Sectjon 581A to 58\ZT relaling to Producer 
Companit:s inserted. 

2. Tbe existing Company Law Board is proposed to be dissolved an<l in its place a 
Na1ional Company Law Tribunal (Tribunal) is 10 be constituted. 

3. Appeals against the orders of the Tribunal can be filed with the Appellate 
Tribunal. Further appeals against the or<lers oftbe Appellate Tribunal would lie to 
the Supreme Court. 
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4. The Board for Jndustrial and Financial Reconstruction is to be abolished and 
SICA will be repealed. 

5. Transfer of all the p owers from the BTFR to the Tribunal. 

6. Trans fer of certain powers of the High Court to the Tribunal. 

7. Greater role for professionals 111 the administration of Company Law. 

8. Tra nsfer or powers relclling to winding up, mergers aad amalgamations from 
Court to the Tribunal. 

The Companies (Amendment) Act, 2006 inserted new Sections 610B, 610C, 610D 
and 6 10E and also certain sections pertaining to Director [dentification Number 
(DIN). Salieot features of the provisions of Companies (Amendment) Act, 2006 are as 
follows: DIN 10 be obtained by all existing directors and every other person, intending 
to become a direct<Jr. 

• The applications, balance sheet, prospectus, return. declaration, memorandum an<l 
articles of association, particula rs of charges or any other pa11iculars or document 
required to be fi led or delivered. are to he filed in electronic fonn. 

• T he document, notice, any communication or intimation, required to be served or 
deli vered under the Act to the Registrar of Companies, shou ld be served or 
delivered Lhrough clcctromc form. 

• Applications, bala11ce sheet, prospectus, return, register, MOA and AOA, 
particulars of charges or any other document and re turn Ji.led sh.all be maintained 
by Registrar in electronic form. 

• Central Government may provide such value added services through the electronic 
form. 

• All the provisions of fnformation Techno logy Act, 2000 relating to the electronic 
records, in so far as they are not incons istent with the Companies Act , shall apply 
to the records in electronic form. 

1.6 EVOLUTION OF THE COlVIPANIES ACT, 2013 

The Companies Act, 1956 was cnactec.l with the object to amend and consolidate the 
law rela ting to companies. This Act provided the legal framework for corporate 
entities in India and was a mammoth legislation. 

As the corporate sector grew in numhers and s i7..e of operations, the need for 
.!>treamlining rhis Act was felt and as many as 24 amendments bac.l taken place since 
then. Major amendments were made through the Companies (Amendment) Act, 1988 
aficr considering the recommendations of the Sachar Committee, and then again in 
1998, 2000 and in 2002 through the Companies (Second Amendment) Act, 2002. 

Unsuccessful attempts were made in J 993 and l 997 ro replace the present Act with a 
new law. Companies (Amendment) Bill, 2003 containing important provisions 
relating to Corporate Governance and a imed at achieving competitive advantage was 
also introduced. 

Till some time back Companies Act, 1956, was ·the principal legislotion governing the 
corporate sector in India. However, several changes had taken place in the national 
and international economic environment after the enactment of this Act during the last 
two to three decades. 

Thus, modernisation of company law governing setting up and functioning of 
enterprises, structures for sharing risk and reward, governance anti accountability to 
the inve.<;tors anti other stakeholders und structural changes in the law commensurate 



with global standards had become critical for governing and guiding a vibrant 
corporate sec1or and business environment. To frame a law that enables companies to 
acbieve global competitiveness in a fast changing economy, the Governmen1 had 
takeo up a fresh exercise for a comprehensive revision of the Companies Act, J 956, 
albeit through a consultative process. 

Ac; a fast step in this direction, a Concept Paper on Company taw drawn up in the 
legislative format was exposed for public viewing on the clectroruc media so that all 
interested parties may not only express their opinions on the concepts involved but 
may also suggest formulations on vai:ious aspects of Company Law. 

The response to the concept paper on Company Law was tremendous. The 
Government. therefore, felt i1 appropriate rhat the proposals contained in 1hc Concc::pt 
Paper and suggestions received thereon be put to merikd evaluation by an 
independent Expert Committee. 

A Conunitlce was constituted on 2nd December, 2004 under the Chairmanship of Dr. J 
J frani, Director, Tata Sons, with the task. of advising the Government on the proposed 
revisions to the Companies Act, 1956 with the objective to have a simplified compact 
law that will be able to address the changes taking place in th.e national and 
1ntemational scenarw. enable the adoption of internationally accepted best practices as 
well as provide adequate Aex ibility for ti.mely evolution of new arrangements in 
response to the requirements of ever-changing business models. The Committee 
submitted 11s report to the Government on 3 lsi May, 2005. 

The Companies Act. 2013 has introduced new concepts supporting enhanced 
disclosure, accountability, l)Ct1er board governance, better facilitation of business and 
so on. ft includes the following aspects: 

• A.-;soc1atc company 

• One per~on company 

• Sznall company 

• Dormant company 

• Jndependcnt director 

• Women-director 

• Resident director 

• Special comt 

• Seeretanal standards 

• Secretarial audi( 

• Class action 

• Regislered values 

• Rotation of auditors 

• Vigil mechanism 

• Corporate social responsibility 

• Cross bord~r mergers 

• Prohibition of insu..ler lrnining 

• Global depositories receipts 
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Check Your Prourcss 

fill in the blanks. 

I. _______ is a voluntary assoerntton of individuals for profit, 
having a capital divided into transferable shares. 

2. A company being an ________ bas no body similar to natural 
person and as such iL cannot sign documents for itself. 

3. In ________ the members are liable for the company's debts in 
proportion to their respective interests in the company and their liability is 
unlimited. Such companies may oi: may not have share capital. 

4. The fondamental difference bet ween a _______ and an OPC is 
the way liability is treated in the latter. 

5. A ________ must include the word "limited" or the words 
"private limited'' as part of its name, and must register its articles. 

1.7 LET US SUM UP 

• The word 'company' is derived from the Latin word (Com = with or toge1her; 
panis "" bread), and it originally rcfc1Ted to an association of persons who took. 
their meals together. 

• In the legal sense, a company is an association of both natural and artificial 
persons incorporated under the existing law of a country. A company has a 
separate legal entity from the persons constituting it. 

• The main characteristics of a company arc corporate personality, limited liability, 
pcrpdual succession, separate properly, transferability of shares, common seal, 
capacity to sue and be sued, contractual rights, limitation of action, separate 
management, termination of existence, etc. 

• Company Law in India has been modelled on the English Company law. 

• ln lndia after independence, the Companies Act, 1956 was enacted with a view to 
consolidate and amend the earlier Jaws relating to companies and certain other 
associations. 

• Companies Act, 2013 was passed by the Lok Sabha and Rajya Sabha on 18th 

December and gth August, 2013 respectively. lt received the assent of the Hon'ble 
President uf lndia on 29th August, 2013 and was notified in the Gazette oflndia on 
30111 August, 2013. The Companies Act, 2013 has replaced the Companies Act, 
1956. 

• Major amendments to Companies Act, 1956 had been made by the Depositories 
Act, 1996 the Comp,rnies (Amendment) Acts, 1988, 1999, 2000, 2002 & 2006 
apart from various other Amendments Act!>. 

• From the point of view of incorporation, companies can be classified as chartered 
companies, statutory companies and registered companies. Companies can be 
categorized as unlimited companies, companies limited by guarantee and 
companies limited by shares. 

• Companies can a\::;o be classified as public companies, private companies, one 

person companies, small companies, a,;sociations not for profit having licence 
under Section 8 of the Act, Government companies, foreign companies. holdrng 
companies, subsidiary companies, associate companies, investment companies 
and producer companies. 



1.8 LESSON END ACTIVITY 

Answer lhe following questions: 

I. Four persons are the only members of a privale company. All of them go for a 
pleasure trip in a car aod dui:: to an accidcnl all thi:: four die. Does the private 
company exist? 

2. The members of a private limited company consist of 'A· and 'B' who are a1so its 
directors. On 4111 August, 2012 'A' left lndia for a foreign business tour and on 28th 

August, 2012 he died abroad. On ] 51 September, 20 12 ·B' purchased on credit f 
10,000 worth of goods from 'C' on behalf of the company. 'C'' now proposes to 
make ' B' persona!Jy liable for the payment of the debt. Is ' 13 ' liable? 

I.9KEYWORDS 

Co111pa1ty: Company is an association of persons who contribute to its capital and ,s 
registeced under Companies Act, 1956. 

Private Companies: Private companies are companies which by their Anicles of 
Association (i) Restrict tbe max imum number of members to {ifty (ii) Restrict the 
tran~fcrability of s.hares (iii) Put restriction on inviting public 10 buy its shares (iv) 
Minimum paid up capital of such company is one 1akh rup~cs. 

Public Companies: Companies that arc noi private companic~ are public compa nies. 

Producer Company: A producer oompany is a body corporate having objects or 
activities specified in Sect ion 58JB of Companies Act, l 956 and which is registered 
as such under the provisions of the Act. 

lnv<.~·rme11t Company: lnvcstment Company means a company whose pri□cipal 
business is che acquisition of shares, debentures or other securities. 

1.10 QUESTIONS FOR DISCUSSION 

I. Define company. Explain in brief its characteristics. 

2. Stale in brief the various kinds of companies which can be registered under the 
Companies Act, 2013. 

3. Define a private company and stat«:: the speci<1I privileges which i1 enjoys under 
the Companies Act, 2013. 

4 . Discuss in brief disadvantages and obligations of a prjvate company. 

5. Define a public company and distinguish it from a pdvate company. 

6. What is a Government Company? 

7. Discuss in brief the law relating to statutory corpor.itions. 

8. What is a forcign company? 

Check Your Progress: Model Answer 

1. Joint Stock Company 

2. Artificial Person 

3. Unlimited Liability Com1Janies 

4. Sole proprietorship 

5. Guarantee Company 
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2.0 ALl\1S AND OBJECTIVES 

After studying this lesson, you shou ld be able to: 

• Elucidate and expl icate the meaning of promotion, legal position of the promoter, 
its duties, steps in company promotion, types, functions, and necessary documents 
required to be subcnitte<.1 

• Describe the incorporation of business and issue of certificate of incorporation by 
regis trar 

• Outline the subscription of capital 

• Discuss the commencement of business 
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A Company comes into existence when a group of people come together with a view 
of forming an association to exploit the business opportunities by bringing together; 
men, material, money and management. 

To fully understand the process one can divide the fonnalities into four distinct stages, 
which are; 

(i) Promotion; 

(ii) Incorporation; 

(iii) Subscription of capital; and 

(iv) Commencement of business. 

These stages are appropriate from the point of view of formation of a public 
limited company. As far as the private limited companks arc concerned only the 
first two stages mentioned above are appropriate. 

Jn other words, a private company can start ib business immediately after obtaining 
the certificate of incorporation. As it is prohibit<.:d lo raise funds from public, it does 
not need to issue a prospectus and complete the formality of minimum subscription. 

A public company, on !ht: other hand, goes tlu-ough the capital subscription stage and 
then receives the certificate of cninmencernent. Thus, it has to undergo all the four 
stages. 

In this lesson, we shall discuss these four stages in the formation of a company in 
some detail. 

2.2 PROMOTION 
Promotion is the first stage in the formation of a company. It is a person or a group of 
persons who generates the idea of incorporating a company and takes all the effective 
steps lo incorporate it. 

Promoter: [Section 2(69)]:- ft means a person 

• Who has been named in prospectus or is identified by the company in annual 
return. 

• Who has control over the affairs of the company, directly or indirectly. 

• ln accordance with whose advice, directions or instructions the BOD 1s 
accustomed to act. 

According to C.W. Gn:stcmbeg, Promo/ion may be defined as the discove,y ()/ 
business opportunities and the subsequent organisation of funds, property and 
managerial ability into a business concern fe>r the purpose of' making profits 
thereji-om. 

According to H.E. Heagland, Promotion is the process of creating a specific business 
enterprise. !ts scope is very broad, and numerous individuals are frequently asked to 
make their contributions to the programme. Promotion begins when someone gives 
serious consideration to the formulation of the ideas upon which the business in 
question is w be based. When the corporation is organised and ready for operation, 
the major function ofprnmotion comes roan e11d. 

According to Guthmann and Dougall, Promotion :,tarts with the conception of the idea 
from which the business is to evolve and continues down to the point at which the 
business isfull. ready to begin operations in a going concern. 

It involves conceiving a business opportunity and taking an initiative to form a 
company so that practical shape can be given to exploit the available 
business opportunity. 



Thus, it begins with somebody having discovered a pol.encial business opportunity. 
Any person or a group of persons or even a company may have discovered an 
opportunity. 

Jf such a person or a group of persons or a company proceeds to form a company, 
then, they arc said to be the promoters of the company. They have the power of 
defining tht:: object of tbc company and deciding various malters for the company 
proposed to he incorporated like (i) Purposes for which the company is to be 
incorporalcd (ii) Proposc<l scale of operations (iii) Capital involved (iv) Directors, etc. 

The promoters can select Che type of company as they wish to fonn themselves into 
private company, public company, non-profit making company, etc. 

2.2.1 Legal Position of the Promoter 

Following are lhe lega l position of the promoter: 

(i) Not a11 agent: Be cannot be an agent of the company for wbicb he promotes 
because his principle (company) does not exists at th.e time when he acts on its 
bch.i lf. 

(ii) Not a tmstee: A promoter is not the trustee of the company because there ca11J1ol 

be any rrust before the company comes into its existence. 

(jii) Fiduciary positinnlrela1io11 to the company: The promoters stand in the fiduciary 
rela tion to the company i.e., a relation of trust, confidence al)(] good faith. 

Hence, u prom.,>ter is nci1her an agent nor a trustee of tht! company but he is in a 
fiduciary cchnionsb ip with the company. 

Caselet 

lindley l.J. in l ydney and Wigpool Tron Ore Co. v. Bird, (1866) 33 Cir. D 85. de.~cribed 
1he pusitiun of n promo1er as /01/0...,,s: 

"Although nm ,111 agen1 for rh,~ company. nor a trm1ee for ii before its formation, the uld 
fnr,-,iliar pr111ciples of law vf' axency and of trw;;teeship have been extended and very 
prop('r(v extended 10 meet such cases. it is 1vell settled that a pmnwter u/ a company is 
uc,ounluhlt> to it for all money secretly obtained by him from it just as Lhe re lationship of 
the f'l"in,•ipu{ 011d agent. ol" the trus tee and cestui i1uc trust l,(ld really existed hetween him 
and thf! company when tire money 1vas obtained". 

Similarly, tt was observed tn T.agwws Nitrate Co. v. Lagunas Sy ndicate , (1899) 2 Ch. 392 
that 'i>ro11101er.,·" stand in u fiduciary rela1wn to the company they promote and to those 
persu11s whom rhc:y induce 10 hecome shareholders in it. 

The promo1f!rs 11ndo11btedly swnd i11 a flducwry pusitiun. They have in their hands the 
creation a111J moulding of the company. They have 1he power of defining how and whe11 and 
in what shupe rmd undt'r w/wse supervision it shall come into existence and begin lo ac1 [As 
per Lt;rd Cairns 1n Eda11ger v. New Sombrero Phosphate Co., (/873) 3 App. Cose /218-
1236). 

In a serit1.1· Q( similar cast>s under the English Law it hos been !,<'Id thut the promoters. being 
in o jiduricrry pusitwn, may not make, either direc-tly ur indirectly, a11y pro/it ,,1 the exp<1n~e 

of the c·ompuny und that ,y he dues make a pro/it in disregard of this rule, the company con 
compt:I him to nc<:ount for it. 

The promowrs can be cm11pelled to surrender the secret pro/its {Emmu Silver Mimng Co. v. 
Gram, (1879) 11 Ch. D and Erlanger v. New Sombrero Phosphate Cu, (supra)}. 

---------
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2.2.2 Duties of a Promoter 

The Companies Act, 2013, contains some prov1s1ons regarding the duties of 
promoters. The fiduciary duties of a promoter includes: 

(a) As per section 102(4), where as a result of the non-disclosure or insuffi.cient 
disclosure in any explanatory statement annexed to the notice of a general 
meeting, by a promoter, director, manager, if any, or other key managerial 
personnel, any benefit accrues to such promoter, director, manager or other key 
managerial personnel or their relatives, ejther directly or indirectly, the promoter, 
director, manager or other key managerial personnel, as the case may be, shall 
hold su<;h benefit 111 trust for the company, and shall, without prejudice lo any 
other action being taken against him under this Act or under any other law for the 
time being in force, be liable to compensate the company to the extent of the 
benefit recei ve<l by him. 

Jn the case of default in complying with above provisions, every promoter, director, 
manager or other key managerial personnel who is in default shall be punishable with 
fine which may extend to 50.000 rupees or five times the amount of benefit accrning 
to the promoter, dirc<,;(or, manager or other key managerial personnel or any of his 
relatives, whichever is more. (Sub-section (5) of Section 102] 

The above provision is based on the principle that a promoter cannot make either 
directly or indirectly, any profit at the expense of the company he promotes, without 
the knowledge and conscnl of the company and that ifhe does so, in disregard of this 
rule, the company can compel him to account for it. In n:.:lation to disclosure it may be 
noted that part disclosure will also attract the same consequences. 

A promoter is not forbidden to make profit but he is ban-ed from making any secret 
profit. He may ma ke a profit out of promotion with the consent of the comp;iny in the 
same way as an agent may retain a profit obtained through his agency with his 
prim: ipa I' s consent. 

Caselet 

in G/11c:kstein 1•. Barnes. (1900) A.C. 240 it 1wis held thw where a promoter makes ,wme 
profits i11 connection w11h a trun:suction to ,,vh1ch company is u party and does not make.full 
disclo:sur<.> of his profm : 1hc company has the right to affirm the contracts and promote,· 
should handover his pru/i1s to 1he company. 

(b) A promoter is not allowed to derive a profit from the ~ulc of his own property to 
the company unless all material facts are disclosed. If a promoter contracts to sell 
his own property to the company without making a full disclosure, the company 
may either repudiate the sale or affirm the contract and recover the profit made out 
of it by th~ promoter. Either way the dishonest promoter is deprived of his 
advantage. 

CascJet 

In P.r/anger v. New Somhrem Phosphate Co., (1878) 3 A. C 12 l 8, a syndicate of which E 
was zhe /u>ad purchased an island comaining mines of phosphate for £ 5, 000. £ then 
formed a company 10 buy this island. A cantracl kUS made between X a nomi11ee of the 
syndica1e and 1he company for its purchase at l 1, I0,000. Tiu.: det-0ils qf the sale }W.re not 
disclosed to the shareholders or to the independent Board of dire.ctors. The company now 
sought 10 rescind !he conm.1ct uf sale. it was held that as there fwd been 110 disclosure by 
the promoters uf the profit they were making, the company was entitled lo rescind the 
co111ract. 



Jn case, thercfoce, the promoter wishes lo sell his own property to the company, he 
shot1ld either djselose the fact: 

(i) To an independent Board of directors; 

(ii) ln the ar1icles of association of the company; 

(iii) In U,e prospectus; or to the existing; and 

(iv) .intended shareholders djrcctly. 

ln additioo to disclosing secret profits, a promotec has tbe duty to disclose to the 
company any inrer~t he has in a transaction entered into by him. 

(c) As per section 13(8), a company, which has raised money from puhlic through 
rrospeclus cind still has ciny unuti!ised amount out of the money so raised, sba ll not 
change its objects for which it raised the money through prospectus unless a special 
resolu tion is passed by the company and the dissenting shareholders shall be given 
an opportunity to exit by the promoters and shareholders h.aving control in 
accordance with regulations to be specified by the Securities and Exchange Board. 

(d) A." pee section 27(2}, the dissenting shareholders being tbose shareholders who 
ha vc not agreed lo the proposal to vary the terms of contracts or objects rcforred to 
in the prospectus, shall be given an exit offer by promoters or eontrolliJ1g 
shareholders at such ex_jt price, and in such manner alld conditions as may b~ 
spcciiic<l by the Sccw-ities and Exchange Board by making regulations in this 
beha lf. 

(e) As per section 167(3), where all the directors of a company vacate their offices 
under any of the disqualifications specified in sub-section ( l), the promoter or, in 
his absence, the Central Government shall appoint the required number of 
director~ who shall hoJd office tilt the directors are appointed by the company in 
the general mecung. 

(f) As per sectio11 168(3), wh<.:rc all the directors of a company resign from their 
offo:cs, or vacate their offices under section J 67, the promoter or, in his abscnCI!, 
tl\e Ce111ral Governml:!nl shall appoint tbe required number of directors who shall 
hold office till lhc directors are appointed by the company in general meeting. 

(g) As per sec1 ion 284(1), lhc promoters, directors, officers and employees, who arc 
or huvc been in employment of the company or acting or associated with the 
company shall extend full cooperation to the Company Liquidator in disch,1rge of 
his functions and duties during winding up by lhe Tribunal. 

Promnter':,· duties under the Indian Contract A ct 

Promoters' dutses cannot depend on a conlTact because at the time the promotion 
begins; th~ company 1s not incorporated, and so cannot contract wiLh its promoters. 

The promoter's duties must be the same as lhat of a person acting on hcbalf of another 
individual wi1houL a contract of employment. If he docs make any misrepresentation 
in a prospecn.as he may be held guilty of fi"aud under Section 17 of1he Indian Contract 
Act, l 872 and would be hcJd liable for damages. 

Termi11atio11 nf Promoters' Duties 

Tt is a general opinion that a promoter completes his duty l11e o,oment the company, 
that he promotes, is incorpocated or when the Board of directors is appointed. But, in 
reality it contin\Ji:s until the company has acquired 1he property for which it was 
formed to manage and has raised its i.n.itiaJ share capital. and the Board takes over the 
ma nagemeot of tht! affairs of the company from the promotecs. 
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Remedies A vailnble to the Company against the Promoter 

lf a promoter makes a secret profit or docs not disclose it, the company has got a 
remedy against him. This varies according to the circumstances, which can be divided 
into two possible sin1ations. 

1. Where the promoter was not in a fiduciary position when he acquired Lhe property 
which he is selling lo the company, but only when he sold it to the company. 

If a person acquires property or has had it before he takes any active steps in the 
promotion of a company and sells it to the company at a profit. he is entitled to 
retain that profit. Herc the promoter, as in Salomon's case, has had the property 
for a period of time. 

He can hardly be said to be in a fiduciary relation lo the compnny. As long as he 
makes a full disclosure of the fact that the property is his and he is the real vendor, 
he may sell it to the company at a profit. If, however, he fails to disclose this fact 
the company is entitled either to rescind the contract or claim damages for breach 
of duty of disclosure. 

2. Where the promoter was in fiduciary position when he acquired the property and 
when he sold it to the company. 

This may happen in any of the followjng circumstances: 

(al Where the promoter bought property with a view to sell it to the company 
which he intends to promote, he occupies fiduciary position vis-a-vis the 
company. He must disclose all the facts to the company. 

(b) Where the promoter resells property to the company at an increased price, the 
properly which he purchased after he has commenced to act in lhc capacity of 
a promoter, he cannot retain the profit which he has not disclosed to the 
company. 

(c) Where a person is a promoter for acquiring the property for rhe company, the 
rules of agency will apply, so that any profit he makes will belong to the 
company. 

3. Where, the promoter bought the property with a view to sell it to th<;; company he 
promotes, the company may either: 

(a) Rescind the contract and if he has made a profit on some ancillary transaction 
that may also be recovered; or 

(b) Retain the property, paying no more for it than what the promoter has paid, 
depri ving him of his profit; or 

(c) Where the above remedies would be inappropriate, such as when the property 
has been altered so as lo render recession impossible and the promoter has 
already received his inflated rricc, the company inay sue him for misfeasance 
(breach of duty to disclose). The measure of damages will be the difference 
between the market value of Lhe properly and the contract price. 

2.2.3 Steps in Company Promotion 

The work of promotion of a company iovolv~ four stages namely; 

1. Discovery of an idea and Preliminary investigation 

2. Detailed investigation 

3. Assembling and 

4. Financing tl1e promotion 



I. Discovery of an idea and Preliminary l11vestigatio11: The pro,noter starts out 
with an idea to start some business either in a new fteld which bas not been 
commercially exploited or in some existing lines of manufacture or business. He 
makes a prelintinary investigation to find out whether it is worthwhile to make a 
detailed investigation. He makes a rough estimate of probable revenues and 
expenditure. 

2. Det.ailed Investigation: The promoter neells to make a de1a tled inves1igation of 
his idea with the assistance of many cxpc1is like engineer, chcmis1, market 
analyst, financia l expert, management consultant, elc. 

On the basis of the reports of these experts. the promoters would be in a position 
to know the capital requirements, place of location, size of the unit, demand 
condition in the rtll:lrket, price of product, cosl of production, probable return on 
capital. etc. 

A detailed investigation will help the promoter to decide whether Lhe estimated 
income wiU be adequate to take care of the estimated cost of production and 
compensation to the owner for risks and services. 

3. Assembling: After a detailed investigation, if the promoter is satisfied with the 
practicability and profitability of the proposed concern. ht: s1arts assembling the 
proposition. 

'A~sembling' a,cans getting the support and consent of some 01her persons to act 
as directors or founders, arranging for patents, a suit.ible sire for the company 
machinery and equipment and making contracts for filling the positions. 

4. Fina11ci11g the Proposition: After assembling, the propo:.ition, the promoter 
prepares a ' prospectus' to present to the public and to under writers 10 persuade 
them to, finance the 'proposition'. 

A prospectus contains complete details of the proposition and also the repocts of 
various experts who l,avc investigated tbe proposition. The promott::r also rnkcs 
steps to incorporate the company, and 10 secure th.e ce11ificate to commence the 
business. 

for incorporating the company and a lso for obtaining tht: c1::11ificate 10 commence 
business, lhe promoter has to fulfill many legal formalities. 

2.2.4 Types of Promoters 

The task of business promotion may be carried out by an individual. a firm, a body 
corporate or a baoker. Based on the nalurc of their operation the promoters can be 
classified into the following categories: 

(a) Profl!.ssioual Promoters: These promoters are specialists in p(oinoting new 
business ventures. They do it on a whole time basis as their occupation or 
profession.. They initiate all the steps io establishing new cnrc1-prises and find out 
the persons who can finance it. 

After co01pleting all the formalities they pass on the managl.!1ncnt to their owners 
or shareholders and then move IO another new venture. 

(b) Finam:ial Promoters: These promoters float companies ooly during favourable 
conditions in the securities market They have the .financial capacity and look 
forward to opportunities for new investment. 
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(c) Technical Promoter~·: These promoters are technical experts in different fields. 
They make use of their specialised knowledge, experience and training in 
promoting new business. They generally charge fees for their services. 

(d) Entrepreneurial Promoters: T hey are the people who conceive new ideas of 
business, take necessary steps to set up the business unit to give it a shape and 
ultimately control and manage it. Most promoters in India (lik,e Tata, Birla, 
Ambanics) fall in this category. 

(e) Specialised Institutions: There are certain financial institutions which prov ide 
financial assistance and guidance in launching new ventures and often collaborate 
with new entrepreneurs to promote new business. They also provide manage ment 
and technical expertise to the existing enterprises. 

(t) Government: Both the c~ntral and state governm ent::; a lso act as promoters in 
most cases where the new business is lloate<l either in public sector or joint sector 
wh.ich involve a huge amount of capital and risk. HMl, ONGC, SAIL, BHEL are 
glaring examples of units set up by lhe government. 

2.2.5 Functions of a Promoter 

The important functions of promoters may be listed as below: 

(i) lde11tijication of Business Opportunity: The first and foremost act1vJty of a 
promoter is to identify a business opportunity. The opportunity may be in respect 
of producing a new product or service or making some product available tlu-ough 
a different channel or any other opportunity having an investment potential. Such 
opportunity is then analysed to sec its technical and economic feasibility. 

(ii) Feasib;/ity Studies: It may not be feasible or profitable to con vert all identified 
b usiness opportunities into real projects. The pro moters, therefore, undertake 
detailed feasibility studies to inves1igate all aspects of the.'. bus iness they intend to 
start. 

Depending upon the nature of the project, the following feasibility studies may be 
undertaken, with the help of the specialists like engineers, chartered accountants 
etc., to examine whether the perceived business opportunity can be profitably 
exploited. 

(a) Tecfm;cal feasibility: Sometimes an id<.:.1 may be good but technically not 
possible to execute. It may be so because the required raw material or 
technology is not easily available. For example, in our earlier story suppose 
Avtar needs a particular metal to produce the carburettor. Jf that meta I is not 
produced in the country and because of poor political relations, it can not be 
imported from the country which produces it, the project would be technically 
unfeasible until arrangements are made to make the metal avai lable from 
alternative sources. 

(b) Financial feasibility: Every business activity requires funds. The promoters 
have to estimate the fund requirements for the identifie<.I business opportunity. 
Jf the required outlay for the proj ect is so large that it cannot easi ly be 
arranged within the available mea ns, the project has to be gi ven up. For 
example, one may think that developing townships is very lucrative. Tt may 
turn out that the required funds are in several crorcs of rupees, which cannot 
be arranged by floating a company by !he promoters. The idea may be 
abandoned because of the lack of financial feasibility of the project. 



(c) Economic feasibility: Sometimes it so happens that a project is technically 
viabJe and financially feasible but the chance of j1 being protilable is very 
little. ln such cases as weU, the idea may have to be abandonc<l. Promoters 
usually take lhe help of experts to conduct these studies. It may be noted that 
these experts do not become promoters just because they are assisting the 
promoters io these srudies. 

Only when these invesligations throw up positive results, the promoters may 
decide to actually launch a company. 

(iii) Name Approval: Having decided to launch a company, the promoters Jwve to 
select a name for it and submit an application to the registrar of companies of the 
slate in which the registered office of tbe company is lo be situated, for its 
approval. The proposed name may be approved if it is no( considered undcsirahlc. 

Jt may J1appe11 that another company exists witb the same name or o very similar 
name or the preferred name is misleading, say, to suggest that the company is i11 a 
particular business when it is not true. 

!11 such cases the proposed name is 1101 accepted but some alternate name may be 
approved. 

Therefore, three names, in order of their priority are given in the application to the 
Registrar of Companies. Pcrforma Application for avaiJability of names (Form 
I A) IS given. 

FORJ"1 NO. 1-A 
The Companies Act. l96t 

(Applit:alion Form for Availabilit} of Names*) 

The Registrar of Companies, 

Sir, 

Subject: Availabiluy ofNames-information Furnishing or: 

We, the followiog applicants are desirC1us of forming a company ro he cegis1ered under tJ1e 
Companies Act, l 956, in the State Union Tenitory of: 

I. Name and full address of'the person(s) applying for availability, of tJ1e name 

(lN BLOCK LETTERS), 

2. Proposed name of the Company. 

3. State wbetbc:r Public or r>rivate. 

4. ln case the proposed na,nc menrione<l m ilem 2 1s no1 available, 3 names 10 be 
considered, in the order of preference. 

5. Main obJectivcs oftbe proposed company. 

6. N:m1e and address of the prospechw Directors of Promoters, etc. 

7. Particulars of the oames and :;ituation of registered office of other companies in lhe 
same ~roup or under lhe same managemen1. 

8. Proposed aut11ow,ed capital. 

9. Please fumish paniculars and results of any application moved to Hus or any other 
Registrar pteviously for availabiUty of name. 

Cm,1d ... 
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Siruation. ___ _ _ _ 

Dalc<.l ____ _ Si gnatll{e of the applicant 

* Refer Rule 4 A of fhe Companies/ Central Gavemment's/General Rules and Forms. 1956 

(iv) Fixing up Signatories to the Memorandum of Association: Promoters have to 
decide about U1e members who will be signing the Memorandum of Association 
of the proposed company. 

Usually the people s igning memornndum are also the first Directors of the 
Company. 

Their written consent to act as Directors and to take up the qualification share in 
the company is necessary. 

(v) Appointment of Professionals: Certain professionals such as mercantile bankers, 
auditors, etc. arc appointed by the promoters to assist them in the preparation of 
necessary documents wnich arc required to be with the Registrar of Companies. 

The names and addresses of shareholders and the number of shares allotted to 
each arc submitted to the Registrar in a statement called return of allotment. 

(vi) Preparation of Necessary Documents: Tht.: promoter takes up steps to prepare 
certain legal documents which have to be submitted under the law, to the Registrar 
of the Companies for getting the company registered. 

These documents are Memorandum of Association, Articles of Association and 
Con.~ent of Directors. 

2.2.6 Documents Required to be Submitted 

Following are the documents required: 

a. Memnrandum of Assnciation: Memorandum of Association is the most important 
document as it defines the objectives of the company. No company can legally 
undertake activities that are not contained in its Memorandum of Association. The 
Memorandum of Association contains different clauses which are given as 
follows: 

(i) The name clause: This clause contains the name of the company with which 
the company will be known. which has already been approved by the 
Registrar of Companies. 

(ii) Registered office clause: This clause contains the name of the state, in which 
the registered office of the company is proposed to be situated. The exact 
address of the registered office is not required at this stage but the same musl 
be notified to the Registrar within thirty days of the incorporation of the 
company. 

(iii) Objects c:lause· This is probably the most important clause of the 
memorandum. 11 defines the purpose for which the company is fonned. A 
company is not 1cgally entitled to undertake an activity, which is beyond the 
objects stated in this clause. The object clause is divided into two sub-clauses, 
which are: 

♦ The main objects: The main objects for which the company is fanned arc 
listed in this sub-clause. Jt must be observed that an act which is either 
essential or incidental for the attainment of the main objects of the 



company is deemed to be valid, although it may not have been stated 
explicitly in the sub-clause. 

♦ Other objects: Objects ool included in the main objects could be staled in 
this sub-clause. However, if a company wishes to undertake a business 
included in th.is sub-clause, it has to either pass a special resolution or pass 
an ordinary resolution and get central government's approval for the 
sarne. 

(iv) liability douse: This claus<.: limits the liability of the members lo the amount 
unpaid on the shares owned by them. For example, if a shareholder has 
purcbasc<l J 000 shares of tl 0 each and has ah'eady paid t6 per share, his/her 
liability is limited to t4 per share. Thus, even in the worst case, he/she may be 
called upon to pay t4, 000 only. 

(v) Capitol clause: This clause specifies the maximum capital which the company 
will be authorised to raise through the issue of shares. The authorised share 
capital of the proposed company along wilh its division into the number of 
shares having a fixed face value is specified in th.is clause. For example, the 
authorised share capital of the company may be f25 with divided wto 2.5 lakh 
shares of t l 0 each. The said company cannot issue share capita l in excess of 
rbe amoun1 mentioned m this clause. 

(vi) Assodativn clause: in this clause, the signatories to the Memorandum of 
Associa11on state their in1en1ion to be associated with the company and also 
give their consent to purchase qualification shares. The Memorandum of 
Association must be signe<l by atleast seven persons in case of a public 
company and by two persons in case of a private company. A copy of a 
Memorandum of Association is given. 

MEMO RAN OUM OF ASSOCIATION 

(Specimen) 

I. Name: Tht: oamc or the company is Exccllenc Educational Services Limited. h is 
hereinaft:er reforrecl ro as 1::ES Ltd. 

2, Regi:;rered Office: The Registered office of the company shall be situated in 1he NCf 
of Delhi and a1 present it is at: Sri Aurobi11do Marg. New Denii- 16. 

3. (~) Main Objectives: 

lfl) To engage in the design, development and delivery of world class service products 
in 1he sphere of education for domestic as well as global markets. 

{b} To establish and strengthen presence/market share in the various seb'JT\ents 
representing various s1ages in 1he education/re-i.:ducation process in the life-loog 
learning context, viz., iden1ification of prospecis. cucriculw11-design, pedagogy. 
examination and evaluation, anticipating societal/market needs, con1ent-delivcry, 
placement services and human resource development and renewal. 

(c) To develop, publish/produce teaching, training and study macerials, journals, 
periodicals. reports, hooks, monographs and orher multilingual 
literature/multimedia products for promoting the objecLives of the company. 

(d} To organise programmes, conferences, lectures. seminars, symposia and 
workshops on issues impacting education, industry, business and society. 

Contd .. 
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(a) To develop special compt:tencies and capabilities for designing, developing and 
delivering service products for persons with physical and mental disabilities; 

{b) To liaise and network with various individuals and institutions in government and 
noo-governrn.:nl sectors and fostering mutually beneficial relationship in the field 
of education; 

(c) To hos1 a website for virtual learning; 

(d) To build up a research and reference library and to undertake documentation 
services; 

(e) To own, pw·chasc and lease movable and immovable property in furtherance of the 
aims and o~jcctives of the company; 

(() To offer prizes, granrs, stipends and scholarships in furtherance of the objectives of I 
company; I 

(g) To provide a forum for raising, discussing and resolving of issues, problems and I 
challenges m the field of education; and 

(h) To do generally all such other lawful things as are conducive or incidental to the 
ar1ainmcn1 or the above obJectives. 

4. Liuhility Cf1111se: Liability of the members would be limited ro the amount of unpaid 
value of the share 

5. Capital S11/Jscriptio11 Clause: llle company shall be registered with a capital of r2.s 
crore divided into Z25 lakh shares of~ LO each. 

We the following persons volt1marily agreed to be the signatories to the Memorandum of 
Association: 

Ravi Kumar Sanjiv Singh 

Csha Nitima Mishra 

Sanjay Singh Ashish 

Anoop Saurav kumar 

The nam.: and address of the company signatures to Memorandum have been modified. 

h. Articles of Association: Articles of A~~ociation are the rules regarding intt:rnal 
management of a company. These rules are subsidiary to the Memorandum of 
Association and hence, should not contradict or exceed anything stated in the 
Memorandum of Association. 

A public limited company may adopt Table A which is a model set of articles 
given in the Companies Act. Table A is a document containing rules and 
regulations for tbc internal managemeot of a company. lf a company adopts Table 
A, there is no need to pn::parc separate Articles of Association. for companies not 
adopting Table A, a copy of the Articles of Association, stamped and duly signed 
by signatories to the Memorandum of Association is required for registration. 

c. Consent of Proposed Directors: Apart from the Memorandum and Articles of 
Association, a written consent of each person named as a director is required 
confirming that they agree to act in that capacity and unde1iake to buy and pay for 
qualifica tion shares, as mentioned in tbc Articles of Association. 



d. Agreement: Tbe agreement, if any, which the company proposes to enter with any 
individual for appointment as its Managing Director or 11 whole time Director or 
Manager is another document which is required to be s\ibmJttcd to 1he Registrar 
for gelling lhe company registered Wlder the Act. 

e. Statutnry Dec/aratw11: A declaration stating that a ll the legal requirements 
pertaining to regjstration have been complied with is to be submilled to the 
Rcg1s1rur with the above mentioned documents for getting the company registered 
under thi: law. This statement can be signed by an advocate of High Court or 
Supreme Court or by a Chartered Accountant in full t ime practice or by a person 
namc<l in the anicles as a director or manager or secretary of the company. 
Performa of statutory declaration is given under. 

I 

PERFORMA FOR STATUTORY DECLARATJON 

"FORM N0.1" 

The Companies Act 1956 

Declaration or Compliance with requirements of the Companies Act, l 956 on Applicutt()n 
for Regmration of a Company. 

PURSUANT TO SECTION 33 (2) 

NAME m TI➔E COMPANY 

PRESENTED BY 

CHARTERED ACCOUNTANT. 

1, ____ (NAME OF CA). _ _ _ _ Partner of (NAME OF CA FfRNf 
& lTS /\ODRESS}, __ _, do solemnly aod sincerely declare thal I am a Chartered 
Aceour11ant in whole time practice in India, who is engaged in the formation of the company 
"M/:;.- - - --- - - --- PRJV ATE LTMJTED''. 

And rhar all the requirements of the Companies Act, I 956 and tit<? rules thereunder m 
respecr of matters precedent 10 tbe registration of rh.e said company and incidental thereto 
have been complied with and T make this solemn declaratiou couscientiously believing 1hc 
same 10 be true. 

I PiACE : NEW DELHJ 

DATED : 

(NAME Of CA) 

CHARTERED ACCOUNT ANTS 

f. Payment of fee: Along with tbe above-meotioned documents, necessury fee~ ha ve 
to be paid for tbe registration of the company. The amount of such fees shall 
depend on the authorised share capital of the company. 

2.3 TNCORPORA TION OF BUSINESS 

Aflcr completing the aforcsajd formalities, promoters make a_o applica1ion for the 
incorpora1ion of tJ,c company. The application is to be filed with the Registrar of 
Companies of the sta te within wh:ich they plan to establish the registered office of the 
compa11y. 
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T he application for registration must be accompanied with. certain documents about 
which we have a lready discussed in the previous sections. These may be brie n y 
mentioned again: 

I. The Memorandum of Association duly stamped, signed and witnessed. In case of 
a public company, a tleast seven members must sign it. For a private company 
however the signatures of two members are sufficient. The s ignatories must a lso 
give information about their address, occupation and the number of shares 
subscribed by them. 

2. The Articles of Association duly stamped and witnessed as in case of the 
Memorandum. However, as stated earJier, a public company may adopt Table A, 
which is a model set of Articles, given in the Companies Act. In that cnsc a 
statement in lieu of the prospectus is submitted, instead of Articles of Associa tion. 

3. Written consent of the proposed directors to act as directors and an undertaking to 
purchase qualification shares. 

4. T he agreement, if any, with the proposed Managing Director, Manager or whole­
time Director. 

5. A copy of the Registrar's letter approving the name of the company. 

6. A statutory declaration affirming that all legal rcguirements for rt:gistration have 
been complied with. This must be signed by an advocate of a High Court or 
Supr~m~ Court or a signatory to the M emorandum of Assoc1ation or a Chartered 
Accountant or Company Secre tary in whole time practice in lnclia. 

7. A notice about the exact address of the registered office may also be submitted 
along with these documents. 

However, if the same is not submitted a t tbe time of incorporation, it can be 
submitted within 30 days of1he receipt of the certificate of incorporation. 

8. Documentary evidence of payment of registration fees. 

The Registrar upon submission of the application along w ith the required documents 
has to be satisfied that the documents are in order and that a II tbe statutory 
requirements regarding the rcgislration have been complied w ith. However, it is not 
his duty to carry out a thorough investigation about the authenticity of !he facts 
mentioned in the documents. 

When the Registrar is satisfied, about the completion of fonnalities for registration, a 
Cectifica tc of Incorporation is issued to the company, which signifies the birth of the 
company. The certificate of incorporation may therefore be called the birth certificate 
of the company. W ith effect from November I st

, 2000, the Rcgislrar of Companies 
a llots a CTN (Corporate Ldentity Number) to the Company. 

2.3.l Effect of the Certificate of incorporation 

A company is Lega lly born on the date printed on the Certificate of Incorporation. It 
becomes a legal entity with perpetual succession on such date. Jt becomes entitled to 
enter into valid contracts. 

The Certificate of Incorporation is a conclusive evidence of the regularity o[ lhe 
incorporation of a company. 

Imagine, what would happen to a n unsuspecting party with which the company enters 
into a contrac1, if it is la ter found that the incorporation of the company was improper 
and hence invalid. 



Therefore, the legal situaljon is tl1at once a Certificate of lncorpora1ion has been 
issued, tbe company has become a legal business entity i1Tespective of any -flaw in its 
rcgislraljon. 

The Certificate of Incorporation is thus conclusive evidence of lhe legal ex istence of 
the company. Some imercsting examples showing the impact of the conclusiveness of 
the Certificate of Incorporation arc as under: 

(a) Documen ts for registration were filed on 6111 Jamiary. Certificate of lncorporation 
was issued on 81h January. 

But (he date mentioned on the Certificate was 6'1, January. 1t was decided that the 
company was in ex istence and the contracts s igned on 6'h January were cons idered 
va li<l. 

(b) A person forged the signatures of others on the Memorandum. The lncorporation 
was still considered valid. 

Thus, whatever be the deficiency in the formali1ies, the Certificate of 
Incorporation once issued, is a conclusive evidence of the ex istence of the 
company. 

Even when a compaoy gets registered with i llegal obJects, the birth of tJ,e 
company cannol be questioned. The only remedy available is lo wind it up. 

Because the Certificate of Incorporation is so crucial. the Registr ar has lO go very 
carefully before jsSl.ling it. 

On the issue of Certificate o f Incorporation, a private company can immediately 
commence its business. It can raise necessary funds from friends, relatives or 
through private arrangement and proceed to stmt business. 

A public company, however , has to undergo two more stages in its formation. 

SP'ECTM..EN OF CERTIFICATE Of INCORPORA TJON 

r h.ereby certify that ............................................... ........ (name or 1hc company) is this day 
incorpocatcd under the Companies Act 1956, and 1hat the Company is hm.i1cd. I 
Given under my hand at Delhi, I.his seventh day of November, 1wo thousand and live. I 

Fees: Deed Stamp 

SI.limp Duty on Capital 

~ 

r ....................... .. 
~ .. .. ................... .. 

Sd/-

Registrar o f Companie~ 

Delhi 

Corporate identity Number of Company : 1352 of2005 

2.3.2 Issue of Certificate of Incorporation by Registrar 

I 

Sect ion 7(2) s tates lhat 01e Registrar on Lhe basis of documents and information filed 
under sub-section (l) of seclion 7, shall regjs tcr all rhe documents and information 
referred to in tl1at sub-se.ction in the regjster and issue a cenificatc of incorporation in 
lhc prescribed form 10 the effect that the proposed company is incorporated under th.is 
Act. 
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From the date of incorpmation mentioned in the certificate of incorporation, such 
subscribers to the memorandum and all other persons, as may, from time to time, 
become members of the company, shaU be a body corporate by the name contained in 
the memorandum, capable of exercising al l the functions of an incorporated compariy 
under this Act and having perpetual succession and a common seal with power to 
acquire, hold and dispose of property, both movable and immovable, tangible and 
intangible, to contract and to sue and be sued, by the said name. The subscribers 
would become the members of the company. 

2.3.3 Conclusive Evidence 

A Certificate of Incorporation given by the Rcgistnir in respect of any association 
shall be conclusive evidence that all the requirements of the Act have been complied 
with in re!)pect of registration and ma tters precedent and incidental thereto, and that 
the association is a company authorised to be registered and duly registered under the 
Act. 

The Certificate of Incorporation is conclusive evidence !hat everything is in order as 
regards to regislrntion and that the company has come into existence from the earliest 
moment of the day of incorporation stated therein wilh rights and liabilities of a 
natural person, competent to enter into contracts [Jubilee Cotton Mills Ltd. v. Lewis, 
( L 924) (A.C 958)]. The validity of the registration cannot be questioned after the 
issue of the certificate. 

In Moosa v. Ebrahim llR (L913) 40 CaL l (P.C.) the Memorandum of Association of 
a company was signed by two adults and by a guardian of the other 5 subscribers, who 
were minors. The Registrar, however, registered the company and issued under his 
hand a Certificate of lncorporation. It was contended that th.is Certificate of 
Incorporation should be declared void. 

Lord Macnaughten said: "Their Lord~hips will assume that the conditions of 
registration prescribed by Lhe rndian Companies Act were not duly complied with; that 
there were no seven subscribers to lht: Memorandum and t.hal the Registrar ought not 
to have granted the certificate. But the certificate is conclusive for all purpose. Thus, 
the certificate prevcnls anyone from alleging that the company docs not exist". 

It is for the purpose of incorpocation only that the certificate was made conclusive by 
the legislature and the certificate cam1ot legalise the illcga 1 obj eel contained in the 
Memorandum. Where ti.le object of a company is unlawfuL it has been held that the 
certificate of registration is not conclusive for this purpose, { Performing Right Society 
Ltd. v. London Theatre[?( Varieties (I 992) 2 KB 433]_ 

Allotment of Corporate identity number 

Section 7(3) states that on an<l from the date mentioned in the cc,tifi<.:atc of 
incorporation issued under sub-section (2), the Registrar shall a llot to the company a 
corporate identity number, which sha ll be a distinct identity for the company and 
which sha ll also be included in the certificate. 

Docum ents of i1tcorporation to be preserved 

Section 7(4) states that the company shall maintain and preserve at its registered offic~ 
copies of all documents and information as originally filed under sub-section ( I) ti 11 its 
dissolution under this A~t. 



The Procedural aspects involved lO incorporalion of companies are briefly given 
below: 

~ ,,.,,,_,dum e.'lnJ NC 

i frbf'O c' ~ m,pc-rt"; 
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Fo!'T' DIR 12 

ISSUE OF CERllFlCATE Of' INCORPORATION 8\' TllE REGISTRAR 

DOCtJIIE'ml Of INCoru>Ci.ATIOO SIV.LI & PS.ESB.JED 

·---·--·---"'---"''----

Figure 2.1: How to lncorporate a Company under the Companies Act, 2013 

Punishment for furnishing false or incorrect i11/orm11tio11 at the time of 
incorporation 

l 

The Companies Act, 20 t3 i01poses severe punishmcn1 for incorporation of a company 
by furnishing false or incorcect information. The persons furnishing false or ioco1Tecl 
infonnation shall be liable for following punishment: 

(i) If any person furnishes any false or incorrect partil.-ulars of any information or 
suppresses any matt:rial information, of which he is aw<1rc in any of the documents 
filed with the Regis trar 1n relation to the registration of a company, he shall be 
punishable for fraud under section 447 [Section 7(5)]. 

(ii) W ithout prejudice 10 th<:: above liability. where, at any time after the incorporation 
of a company, it is proved that the company has been got incorporated by 
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furnishing any fa lse or incorrect information or representation or by suppressing 
any material fact or information in any of the documents or declaration filed or 
made for incorporating such company, or by any fraudulent action, the promoters, 
the persons named as the first directors of the company and the persons making 
declaration under section 7( 1 )(b) shall each be punishable for fraud under section 
447 [Section 7(6)]. 

2.4 SUBSCRIPTION OF CAPITAL 

A public company can raise the required funds from the public by means of issue of 
shares and debentures. For doing 1he same, it has to issue a prospectus which is an 
invitation to the public to subscribe to the capit<1I of the company and un<lergo various 
other fonnalities. The following steps are required for raising funds from the public: 

(i) SEBJ Approval: SEBI (Securities and Exchange Board of India) which is the 
regulatory authority in our country has issued guidelines for the disclosure of 
information and investor pro1ection. 

A company inviting fonds from the gencnil public must make adequate disclosure 
of all relevant information and must not conceal any material information from the 
potential investors. This is necessary for protecting the interest of the investors. 

Prior approval from SERI is. therefore, required before going ahead with raising 
funds from public. 

(ii) Filing of Prospectus: A copy of the prospectus or statement in lieu of prospectus 
is filed with the Registrar of Companies. A prospectus is 'any document described 
or issued as a prospectus including any notice, circular, advertisement or other 
document inviting deposits from the public or inviting offers from the public for 
the subscription or purchase of an.y shares or debentures of, a body corporate'. In 
other words, ii is an invitation 10 the public to apply for shares or debentures of 
the company or to mak.c deposits in the company. 

Investors make up their mind:-; about investment in a company primarily on the 
basis of the information contained in this document. Therefore. there must not be 
a misstatement in the prospecrus and all significant information must be fully 
disclosed. 

(iii)Appointme11.t nf Bankers, Brokers, Underwriters: Raising funds from the public 
is a stupendous task. The application money is to be received by the bankers of the 
company. The brokers try to sell the shares by distributing the forms and 
encouraging the public lo <1pply for the shares. If tl1e company is not reasonably 
assured of a good public response to the issue, it may appoint underwriters to the 
issue. Underwriters undertake to buy the shares if these are not subscribed by the 
public. They receive a commission for underwriting the issue. Appointment of 
underwriters is not necessary. 

(iv) Minimum Subscription: Before commencing the business, every public limited 
company must have to show that adequate funds have been raised from the public. 
So when the company give!> the offer to the public to subscribe its shares, it must 
ensure that a mi nimum number of shares must be subscribed by the investors. Thjs 
is called minimum subscription, which is 90% of the total number of shares 
offered to the public. 

If the application money received js Jess than the minimum subscription, then the 
company must return all the application money of the investors and it cannot start 
its operation. To avoid this risk t11e shm·e issuing company may appoint 
underwriters, who undertake to buy the shares if these are not subscribed by the 
public. The underwriters perform their job on commission basis. This process of 



appointing undc-cwritcrs to emn.1re the minimum subscription of capital is known 
as Underwriting. 

In order to prevent companies from commencing business with inadequate 
resources. it has been provided that the company must receive applications for a 
certain minimum number of shares before going ahead with the allotment of 
shares. 

According to the Companies Act, th.is is called the 'minimum subscription' . The 
limit of minimum subscription is 90 percent of the size of the jssue. Thus, if 
applications received for the shares arc for an amount is less than 90 percent of the 
issue si7.e, the allotment cannot be made and the application money received must 
be returned to the applicants. 

(i) Application 1.0 Stock Exchange: An application is made to atlcast one stock 
exchange for permission to deal in its shares or debentures. Jf such permission 
is not granted before the expiry of ten weeks from the date of closure of 
subscription list, the allotment shall become void and all money received from 
the applicants will have to be returned to them within eight day:;. 

(i1) Allotment of Shares: fo case the number of shares allotled is less than the 
number applied for, or where no shares are allotted to lhc applicant, the excess 
application money, if any, is lo be returned to applicants or adjusted towards 
allotment money due from them. Allotment letters arc issued to the SlH:cessful 
allottees. 

Return of allotment, signed by a dicector or secretary is filed with the Registrar of 
Companies within 30 days of allotment. A public company may not invite public 
to st1bscribe to its shares or debentures. Instead, it can raise the funds through 
friends , relatives or some private arrangements as done by a private company. Jo 
such cases, there is no need to issue a prospectus. A 'Statement in Lieu of 
Prospectus ' is filed with the Registrar atleast three days before making the 
allotment. 

2.5 COMMENCEMENT OF BUSINESS 

If the amounl of minimum subscription is raised through new issue of shares, a public 
company applies lo the Registrar of Companies for the issue of Ccrtiticate of 
Conuncncemcm of Business. The following documents are required: 

1. A declaration that shares payable in cash have been subscribed for and allotted up 
to the minimum subscript.ion mentioned in the prospectus; 

2. A declaration that every director has paid in cash, the application and allolrnent 
money on hjs shares in the same proportion as others; 

3. A declaration thal no money is payable or liable to become payable to the 
applicants because of the failure of the company to either apply for or obtain 
permission to deal in its securities on a stock exchange; aoc.l 

4. A statutory declaration that the above requirements have been complied with. This 
dcclarat ion can be signed by a director or secretary of the company. 

A public company raising lunds privately, which bas cadicr filed a Statement in lieu 
of prospectus, has to submit onJy documents 2 and 4 listed above. The Registrar shall 
examine these <locwnents. · 

lf these are found satisfactory, a 'Certificate of Commencement of Business' will be 
issued. This certificate is conclusive evidence that tbe company is en1itled to do 
business. With the grant of this certificate the formation of a public company is 
complete and the company can legally start doing business. 
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(Specimen) 

1 hereby certjfy that ........................ ltd. of ........................ which was incorporated under 
The Companies Act, 1956, on the ., ...... ........ day of... ...... .......... 200 ... ..... .. and which has 
this day filed a statutory declaration in tl1e prescribed form that the conditions of section 
149 have been oomplictl with, is entitled to commence business. 

Given under my hand at ........................... this day of ............... ,.. two thowmnd ........ ,. ....... . 

SEAL 

Registrar Joint Stock Companies 
............................. (State) 

FORMATION OF A JOINT STOCK COMPANY 

Flow Chart 
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Check Your Pro~ress 

rtll in the blanks. 

L _______ is a person or a group of persons wbo generates the 
idea of incorporatiog a company and takes all the effecti ve steps 10 

incorporate it. 

2. float companies only during favourable cooditions in lhe 
securities market. 

3. The _______ contajn.,; the name of the company with which the 

4. 

company will be known, which has already been approved by the 
Registrar of Companies. 

________ are the rules regarding internal managemenl of a 
company. 

5. Af\.cr completing the aforesaid formalities, promoters make an application 
for the _______ of the company. 

2.6 LET US SUM UP 

• Promoters arc the persons who conceive the idea of forming a company, an<l take 
1hc necessary steps to incorporate it by registration, provide it wi1h share and loan 
capital and acquire the business or property which it is to manage. 

• A promoter is neither ao agent of, nor a tru.<,tec for the company. But he occupies a 
fi_<luciary posilion io relation to the company. 

• Steps in Promotion of company 

(u) Discovery ofldca 

(h) lnvcstigalion and Verification 

(c) Assembling 

(d) Fjnanciog the Proposition 

• A company comes into existence only when it is incorporated or rcgistcrc<l w11h 
the Registrar of Companies. The promoter bas to take the following steps for this 
pur.posc: 

(a) Approval of name, 

(b) riling of Docwneots. aod 

(c) Payment of Filing and registrations fees. 

• After completing the aforesaid formalities, promoters make an application for tbe 
incorporation of the company. The Certificate of Jncorporation is a conclusive 
evidence oft be regularity ofd1c incorporation of a company. 

• The first few steps to be taken by a promoter in incorporating a company are to 
apply for availabil.Jty of name of company, prepare the memorandum and articles 
of association and gel them veUcd, printed, stamped and signed. 

• A private company can immediately start its business after receiving the 
Certificate of Incorporation. However, a public company can start Hs husiness 
only after gcni ng the Certificate of Commencernent of Business. 
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• lmportant documents prepared while forming a company: 

(a) Memorandum of Association 

(b) Articles of Association 

( c) Prospectus 

• A p ri vate company raises funds from the members or horrowing from banks and 
others. A public company has to raise funds from the public by issuing a 
prospectus. 

• If the a mount of minimum subscription is raised through new issu~ of shares, a 
public compa ny :,ipplics to the Regis lrnr of Companies for tbc is.sue of Certificate 
of Commencement of Business. 

2.7 LESSON END ACTIVITY 

Name the following documents with example of any Indian company. 

(a) The document issued by the company to the public to inv ite them to subscribe its 
share capita I. 

(b) T he document that binds a member with the company, company with members 
and members with members. 

(c) The document that contains rules for internal management of the company. 

(d) The document that spccifit!s the aims of the company. 

(e) The document issued by the public company which does not want to issue a 
prospectus. 

2.8 KEYWORDS 

Promotion: It refers to a ll those activities that a rc required to be u nder taken to 
establish a new bi1sincss (may be a company). 

Promoter: A promoter is a p erson or a g roup of persons who think o f forming a 
company and take necessary s teps for the same. 

l'r[emorandum of Association: Jt 1s a principal document in the formation of a 
company. It is ca lled the charter of the company. 

Articles of Associa.ti.on: It contairu; the various ruks and regulations for the internal 
management of the company. 

Prospectus: T h.is document is prepared by the pub lic limited companies. The purpose 
of it::; preparation is to invite the pub I ic to suhscribe its shares and debentures. 

Conclusive Evidence: Prep onderant evidence that may not be disputed and must be 
accepted by a Court as a defin itive proof of a fact. 

2.9 QUESTIONS FOR DISCUSSION 

I. Enumerate the steps for the promotion of a company. 

2. Why is a prospectus issued by the public limited compan y? 

3. L ist any two documents submitted for the registration of a company. 

4. State the steps involved in promotion of a company. 

5. State any two clauses of M emorandum of Association. 



6. Define a prospectus and state its contents. 

7. As a promoter, how will you obtain certificate of commencement of business? 
Explain in brief. 

8. What is meant by Articles of Association. State its contents. 

9. Explain in brief any two basic documents which are required to be fi led in 
fonnation of a company. 

10. Distinguish between Memorandum of Associalion and Al1iclt:s of Association. 

Check Your Progress: Model Answer 

l. Promotion 

2. Financial Promoters 

3. Name Clause 

4. Articles of Association 

5. Incorporation 

2.10 SUGGESTED READINGS 
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G. Vijayarngava.n Iyengar, lmroductiun to Ranf..wg, 2007, Excel Books, New Delhi, 
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MEMORANDUM OF ASSOCIATION 
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3.2 Detailed study of Memorandum of Assocjation 

3.2. l Form and Contents 

3.3 The Name Clause 

3 4 The Registered Office Clause or Situation Clause [Section 13( I )(b)J 

3.5 The Objects Clause [Section 13( I )(d)) 

3.6 Liability Clause (Section 13(2)] 

3. 7 TI1e Capital Claw.e [Section 13(4)(c)J 
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3.1 1 Let Us Sum Up 

3.12 Les$on End Activity 

3. 13 Keywords 

3.14 Questions for Discussion 

3. I S Sugge:.ted Readings 

3.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Study in detail memorandum of association, its forms and contents 

• Elucidate the name clause, registered office clause or situation clause and objects 
clause of memorandum 

• Explicate the liability clause, capital clause and association clause 

• Discuss the alteration of memorandum of association 

3.1 INTRODUCTION 

The memorandum and articles of association of a company are the most important 
documents for the formation of a company a nd for its functioning thereafter. The 
memorandum of association contains the name, situation of registered office, objects, 
capital and liability clauses. The articles are its bye-laws or rules and n:gulations that 
govern the management and i.nternal affairs and the conduct of its business. Both the 
documents arc required to be registered with the Registrar of Companies tluring 
incorporation. 
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The Memorandum of Association of a company JS 1ts charter which contains the 
fundamental conditions upon which alone the company can be incorporated. It tells us 
the objects of the company's formation and the utmost possible scope of its operations 
beyond which its actions cannot go. Thus, it defines as weIJ as confines che powers of 
the company. lf anything is done beyond these powers, that will be ultra vires (beyond 
powers of) the company and so void. 

The memorandum serves a two-fold purpose. It enables shareholders, creditors and all 
those who deal with the company to know what its powers are and what js the range of 
its aclivities. Thus, the intending shareholder can find out the fie ld m, or the purpose 
for which his money is going to be used by the company and what risk he is taking in 
making the investment. Also, anyone dealing with the company, say, a supplier of 
goods or money will know whether the transaction he intends to make with the 
company is witJ,in the objects of the company and not ultra vires its objects. 

After reading this lesson, you would be able to understand the concept of 
Memorandum of Association their purpose, contents and registration. It also discusses 
tbc alterations th.at can be carried out in the Memorandum of Association and effect of 
.mch alterations. It also explains the legal effect of these documents. It also covers 
doctrine of indoor management and Alter Ego. 

3.2 DETAILED STUDY OF MEMORANDUM OF 
ASSOCIATION 

The Mcmo.randum of Association is a document which sets out the con5,ti(ution of a 
company and is therefore the foundation on which the structure of the company is 
builL 

ll defines the scope of the company's activities and its relations with the outside 
world. The first step in the formation of a company is to prepare a document called the 
memorandum of association. Tn fact memorandum is one of the most essential pre­
requisites for incorporating any form of company under the Act. 

This is evidenced jn Section 3 of the Act, which provides the mode of incorporation of 
.1 company and states that a company may be formed for any lawful purpose by seven 
or more persons, where the company to be formed is a public company: two or more 
persons , where the company to be formed is a private company; or one rerson, where 
the company to be formed is a One Person Company by subscribing their names or his 
name to a memorandum and complying with the requirements of this Acl in respect of 
its registration. 

To subscribe means to append one's signature or mark a document a~ ao approval or 
allestation of its contents. 

According 10 Section 2(56) of the Companies Act, 2013 " memorandum" means the 
memorandum of association of a company as originally framed and altered from time 
to time in pursuance of any previous company law or this Act. Section 4 of the Act 
specifics in clear terms the contents of this important document which is the charter of 
the company. 

The memorandum of association of a company contains the objects to pursue which 
lhc co1npany is formed. It not only shows the objects of formation but also dc1ermines 
the scope of its operations beyond which its actions ca1mot go. "THE 
MEMORANDUM Or ASSOClATION", observed Palmer, "is a document of great 
importance in relation to the proposed company". 



Caselel 

111 the celebrated cuse qf Ashhwy Railway Carriage & lron Co. ltd. v. Riche, (1875) LR. 7 
Hl. 653, lord Cairn observed: "The memorandum of associa1ion of a company is its 
charter and defines the limitations of the powers ~f the company .. ....... it c<mlains in it both 
that which is 1?[/irmative and /hat which is negative. It states affirmatively the omhit and 
extent of vilality and powers which by law are given to the rnrporarion, and it s1ateJ 

negatively, if it i.s necessary to state, that nothing shall be done beyond that ambi1.. ...... " 
[Egyptian Salt and Sodu Co. Ltd. v. Port Said Sall Association l1.d. (1931) A. C. 677}. 

3.2.1 Form and Conteots 

Section 4(6) of the Companies Act, 2013 prov ides that the memorandum of 
association should be in any one of the Forms specified in Tables A, B, C, Dor E of 
Schedule I to the Act, as may be applicable in the case of the company or in Fonns as 
near thereto as circumstances adm1t. 

(i) The Form in Table A is applicable in the case of companies limiLed by shares; 

(ii) The Form in Table B is applicahlc to companies limited by guarantee not having a 
share capital; 

(iii) The Form in Table C is applicable to the companies limited hy guarantee having a 
share capital; 

(iv) The Form in Table D is applicable to un!inuted companies not ha ving a share 
capital; 

(v) The Form in Table E is applicable to un!imil.ed companies having a share capital. 
A company shall adopl any of the rno<lel Forms of tl1e memorandum of 
association mentioned above, as may be applicable to it. 

Section 15 requires the rnemoranJum to be printed, divided into paragraphs, numbered 
consecutively and signed by atleast seven persons (two in the case of a private 
company) in the presence of atlcast one witness, who will attest the signature. 

Each of the members must take atleast one share and WTitc opposite his name the 
number of shares he lakes. Seclion 13 requires the memorandum of a limited company 
lo contain: 

(i) the name of the company, with ' limited' as the last word of the name in the case 
of a public company and ' private limited' as the last words in the case of a private 
company; (Name Clause), 

(ii) the name of the State, in which the registered officer of the company is lo be 
situated; (Situation Clause), 

(iii)the objects of the company, stating separately 'Main objects' and 'other objects'; 
( objects clause), 

Provided that nothing in this clause shall apply to a company registered under 
section 8; 

(iv) the declaration that the liability of the members is limited; (Liability Cla use): 

❖ in the case of a company limited by shares, that liability of its members is 
limited to the amount unpaid .. if any, on tb.c shares held by them; and 

❖ in th.e case of a company limited by guarantee, the amount upto which each 
member undertakes to contribute: 
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♦ to the assets of the company in the event of its being wound-up while he 
is a member or within one yei:1r after he ceases to be a member, for 
payment of the debts and liabilities of the company or of such debts and 
ljabjlities as may have been conlractcd before he ceases to be a member, 
as the case may be; and 

♦ to the costs, charges and expenses of winding-up and for adjustment of 
the rights of the contributories amoog thcmsel ves. 

(v) the amount of the authorised share capital , divided inlo shares of fix.ed amounts; 
(Capital Clause), 

❖ the amount of share capital with which the company is to be registered and the 
di vision thereof into shares of a fixed amount and Lhe number of shares which 
the subscribers to the memorandum agree to subscribe which shall not be less 
than one share per subscriber; and 

••· the number of shares each subscriber to the memorandum intends lo take, 
indicated opposite his name. 

(vi) in the case of a One Person Company, the name of the person who, in tJ1c event of 
the dealh of the subscriber, shall become the member of the company. 

According to section 4(7), any provis ion in the memorandum O( articles, in the ca~e of 
a company limited by guarantee and not having a share capital, purporting to give 11ny 
person a righ.t to participate in the divisible profits of the company otherwise than as a 
member, shall be void. 

It is to be noted that the Companies Act, 20 l3 shalt override the provisions in the 
memorandum of a company, if the latter con1ains anything contrary to the provisions 
in the Act (Section 6). 

These contents of the memorandum arc called compulsory clauses and are explained 
below: 

MEMORAND UM OF ASSOCIATION !SECTION 4 READ WITH SCHEOULF: 11 

Na.me Clause Situation Object Clause Liability Capital Clause Subscription 
Clause Clause Clause (shlled 

in schedule I) 

Applicalinn for This specifies Memorandum flu s ~tales This must stale Sub~cri bl!rs 
name approval the state in to stat.c tllc tha1 li~bility the amou111 of agree 10 

tn he made in which the objec1 ufthe of 1he the capital wllh suhscribe th~ 
INC I. registered company 1m:mhers is which the pn:scribcd no. of 

Name ofrhc 
office is proposed to be limited or company 1s shares stated 
situated. j ncorpornted. unlimited. registered. against their 

company to name in the 
indicate private Companies to The bifurcation In case of a The shares into memorandum. 
or public. have registered of main. Clll'{ljlally which the 

office within ancillary and limircd by capital is The statutory 
No use of name 15 days of other objects as shares, 1ha1 divided must requirement<, 
that will incorporatioo. required under I iab1lity of its be offixed regarding 
constitute an Companies Act membc~ is amount and the subscription of 
offence. Registrar to be I 956 has been limited 10 the no. of shares mcmor.u1dum arc 

No undesirable 
intimated about dispensed amount which thl." that: 
the details of within unpaid. if subscn hers to nmne as registered I. Ench 

specified in Companies /\ct any, on the lhe subsenbcr must 
Rule 8 of 

o tlice within 2013. shares held memorandum 
30 days of take atleast l 

Companies by them agree 10 shart. 
(Incorporation l 

incorporation (including subscrihe to 

Rules. 
or 15 days of premium if sub scri bcrs to 2. Each 
change if any any) as which shall not subscriber J11U~t 

No identical as the case may againsr be less than I wri1e opposite 
name that be in Fonn Comp:u11cs one share. his name 1hc no. 
resembles the CNC. 22. A,1. 1956 

CQntd ... 



name ofan 
existing 
company. 

3.3 THE NAME CLAUSE 

where in i1 
was limited 
to t~amount 
unpaid on the 
foet: vaJue of 
the share. 

The i:aprtal i.~ 
variously 
described as 
"Nominal", 
"Authorised". 

of sh.ti-es which 
he agreed to lake. 

The promoters are free to choose any suitable name for the company provided: 

(a) The fast word in the name of the company, if limited by shares or guarantee is 
' limited' unless the company is registered unde(' Section 25 as an 'association not 
for prolit' [Section 13( I) (a) & Section 25]. 

(b) ln the opinion of the Centra l Government, the name chosen is not undesirable 
[20(1 }). 

The Department of Company Affairs has issued guidelines fo r deciding availability of 
ruimes. However, Lhesc arc not exhaustive but on.ly illustrative of what is considered 
an undesirable name under Section 20. 

According to Section 4(2), the name stated in tbe memorandum shall not: 

(a) be identical with or resemble too nearly to the name of an exisciug company 
registered under Lb.is Act or any previous company law; or 

(b) be such thaL its use by the company: 

(i) will constitute an offence under aoy law for the time being in force; or 

(ii) is undesirable in the opinion of the Central Government . 

Section 4(3) provides 1ha1 wi1hout prejudice to the provisions of Section 4(2), a 
company shall not be registered with a name which contains: 

(a) any word or expression wh.ich is likely to give the impression that the company is 
in any way connected with, or having the patrorn1ge of, the Central Government, 
any Staie Government, or any local authority, corporation or body constituted by 
the Central Govemmeot or any State Government under any Jaw for Lhe time 
being in force; or 

(b) ~uch word or expression, as may be prescribed. unless the previous approval of 
the Central Government has hecn obtained for the use of any such word or 
expression. 

As per Section 4(4) a person may make an application. in such form (Form fNC I) and 
mannt:r and accompanied by sucb fee, as may be prescribed, to the Registrar for Lhe 
reservation of a name set out in the appli<.:ation as: 

(a) the name ofche proposed company; or 

(b) the name to which the company proposes to change its name. 

Section 4(5)(i) lays down Lhat upon receipt ofan application w1der sub-sec1ioo (4), lhe 
Registrar may, on the basis of information and documents fumisbed along with the 
application, reserve the name for a period of 60 days from the dare of the application. 

As stated above, Section 4(2) provides that the name stated in the memorandum s ha lJ 
not be such that its use by the company, in the opinion of the Central Government, is 
undes irable. A name which is identical to or too nearly resembles, the name by which 
a company in existence has been previously registered. will be deemed to be 
undesirable. 
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The Registrar must make preliminary enquiries to ensure that the name allowed by 
him is not mis leading or intended to deceive with reference to the Objects Clause of 
the memorandum [Methodist Church v. Union of India, (1985) 57 Com Cases 443 
(Bombay)]. 

Thi:; Registrar is not, however, required to carry out any elaborate investigation at the 
time of registration of the company. Unless the purpose of the company appears to be 
unlawful ex-facie or is transparently illegal or prohibited by any statute, it cannot be 
regarded as an unlawful association [T.V. Krishna v. Andhra Prabha (P) Ltd., (1960) 
30 Con, Cases 437 (AP)). 

The objective is to prevent the use of a name which is likely to mislead the public. For 
example, a company is not allowed to use a name which is prohibited under the 
Emblems and Names (Prevention of Improper Use) Act. 1950, or suggestive of any 
connection with Government or of State patronage where there is n.om:. 

Casckt 

Thus, in fa1-i11g v. Buttercup 1\,forgor im: Co. Ltd. (19 I 7) 2 Ch. 1. the plaintiff, who carried 
on business under the name of the Rut/ercup Du.iry Co., obtained an injunction against the 
defendant (Buttercup Margarine Co. ltd.). on tire xrounds that the public might think tho! 
the rwo businesses were co11nec1ed, the ·word ·'Buttercup " being II foncy one. 

The iule will apply also to foreign companies or traders, whose goods are imported 
into the country, as it \Vas applied in 1hc case of La Socictc Anonyme Panchard at 
Levessor v. Panchard Lcvcssor Motor Co. Ltd., (190 I) 2 Ch. 513 . The plaintiffs were 
a French company carrying on business in Paris as motor car manufacturers and were 
using the name "Panchard" in connection with motors of their manufacture. 

They objected 10 lhc use of the word "Panchard" in the name of the defendant 
company on the ground that the principal object of the defendants was to injure 
wrongfully and fraudulently tht:: plaintiffs' business by passing off their goods as those 
of the plaintiffs' manufacture and suc.:c.:eed even though they had no agencies in 
England but had a markcl for their goods there. 

Section t6 provides that if by inadvertence or otherwise a name has been registered 
which is identica l to or too nearly re~embles the name of an existing company whether 
registered under this Act or the previous company law, the Central Government may 
direct the company to change its name. 

The company shall chaogc its name within a period of 3 months from the issue of the 
above direction after passing an ordinary resolution for the purpose. The Central 
Government is empowered to direct a company, at any point of time to rectify its 
name if by inadvertence it has been registered with a name similar to that of an 
existing company. 

If a company is so directed by the Cenlra I Government, it must change the name 
within 3 months of the direction after passing an ordinary resolution. This section also 
gives enhanced power to the Central Government to order rectification of name where 
such name in its opinion constitutes an infringement of a registered trademark. 

The proprietor of the rcgislcred trade mark may make an application to the Central 
Government for an order for rectification of name because it is identical to or too 
nearly resembles the applicant's registered trademarks. Such application must be made 
within three years from the <late of incorpo(ation or the registration or change of name 
whether under this Act or previous company law. 



(n such a case the Central Government may direct the company to change iLS name 
and the company shall change its name, within a period of six months from tbe issue 
of such dfreclioo, after passing an ordinary resolution for the purpose. 

Where a company cJmngcs its name or obtains a new name, it sJ1aJJ with.in a period of 
ft.Ileen days from the date of such change, give notice of the change lo the Registrar 
along with the order of the Central Government, who sha ll carry out necessary 
chaoges in tht: certificate of incorporation and the memorandum. 

CaseJet 

Tn rhe crmt of Atlus Cycles (Ha,yana) Lui. v. Atlas I'roducis Pvt. Ltd [/46 (2008) DLT 174 
(D!J)j, use of the. brand name as corporate name was settled. IJoth thi: plainti.fl and rhe 
deJendu111 companies belong to tire same family. The Appella111-plaimifj' wvs the proprierur 
oj th£' trade mark in the name "Atlas". The Respondent-defendant cotnpuny containing the 
nw11<' ";J,1/as " in its corpora,e name started dealing in bicycles. The plo111tij}"objec1ed to tire 
use <f tlte name "Atlas " hy the defendant compuny. 'flie Defendant.f were resrrained /rum 
usin~ 1he word '"Atlas" in their cotporateltrade name in respect uj hicy,:les and bicycle 
par1s. 

Where a company is directed to change the name, the court cannot directly tell the 
Registrar to effect the change in the name of the company. Tl)c Court cao only direct 
the company to do so. The company cannot sjmply file the Court order regarding the 
change but 11 will have to follow the prescribed procedure [Halffox Pie v. Halifax 
Repossessions lid (2004) 2 BCLC 455 (CA)]. 

Bue mere similarity of na me is not in itself enough to give a right to an injunction. As 
held in D.W. Aoulay v. D. W. Boulay, (1868) LR 2 (PC), the law does not gives a 
pcrsoa 1l1e right to prevent l11e use of a name by another person. ln the case of 
cornpani~. however, registration will be refused only if there is likelihood of 
deception or confusi~n. 

A person cannot be permitted to name a company even after his personal name if that 
name resembles the name of an cxi~1.ing company [K. C. Khosla Compressors Ltd. v. 
Khosla Extractions Ltd., (1986) J Comp LJ 211 · AJR 1986 Del 181 ]. In the case of 
incorporation of an A'iset Management Company (AMC), the Memorandu111 and 
Articles of Association are required to be vetted and approved by the Securities and 
Exchange Board of Jndia (SF.BJ) before these documents are registered by the 
Regislrar of Companies. 

Too Similar Name 

In case of too similar oamcs, the resemblance between the two names mus1 be such as 
to be ca lculated to deceive. A name shall be said to be calcu lated to deceive where ii 
suggests some connection or association with the existing company. 

Extlmp lcs: 

(i) ln Socicry of Motor Manufacturers and Traders Ltd. v. Motor Manufacturers and 
Traders Mulual Assurance Ltd. (J 925) l Ch. 675, the plaintiff company broughl 
an action to r~ trai.n the defendant company to use the said name. Bui, Lawrence. 
J ., held "anyone who took the trouble to think about the matter, would sec the 
defendant company which was an insurance company and lhat the plaintiff society 
was a trade protection society and J do nol think Lhat the defendant company is 
Hable to have its bus iness stopped unless it changes its name simply because a 
thought less person might unwarrantc<l\y jump to the conclusion that it is 
connected with the plaintiff society''. 
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(ii) In As iatic Govt. Security Life Insurance Co. Ltd. v. New Asiatic Insurance Co. 
Ltd. ( 1939) 9 Comp. Cas. 208, the court held the two names were not too identical 
and therefore dicl no! restrain from using their name. 

(iii) 1n Ervind v. Buttercup Margarine Co. Ltd. (1 9l7), the p laintiff who earned on 
business uodcr the name of the Buttercup Dafry Co. succeeded in obtaining an 
injunction against the defendant on t he ground that the public might think that the 
two businesses were connected. s ince th e word ' buttercu p ' was an u nnecessaty 
and fancy one. 

(iv) To Executive Board of the Methodist C hurch in India v. Union of India (l 9 85) 57 
Comp. Cas. 443 (Born), Lhc Methodist Church in India sought registration of a 
company in the name of 'M etho<lis t Church in India Trust Assoc iation'. There 
was already an existing company bearing the name 'Methodist Church in 
Nm1hem Jndia Trust Association (P) L td.' in Calcutta. 

The former secretary of the later 's association informed the Registrar that the said 
company had not functioned s ince 1970; Lhat no annual reports or minutes had been 
filed with the Registrar s ince 1970; and that some directors had died and some had 
left. 

The questio n was whether in these circumstances the Calcutta company was a bar to 
the regis tration of the new company. 

Heid: if a company is practically defunct , it is not a bar to the registration of a new 
company with a similar name. 

Use of certain key words as part of the name 

The Department of Company Affairs has clarified that if a company used any of the 
following keywords i.n its name, it must have a minimum authorised capital mentioned 
aga inst the keywords: 

Keywords Required Authorised Capital 
ro 

( 1) Corporation 5 crores 

( Ii ) lnlemauonal, Globe, Un1ven1al Conth1cn1al, lnler-continc-ntal, I crorc 
/\siati~, Asia. being the tirst wonl of 1he name. 

(11i) If any of the words at (1i) above •~ used within the name (with 50 lakhs 
or wilhout bracket~). 

( IV) HindU!itan. India, Bharat, being the first word of the name. 50 lakhs 

(v) If any of lhe words at (iv) above is used within the name S lakh 
(wirh or w11hout brackets). 

(v1) ln<l1L~trie~ Udyog. I crore 

(vii) Enterprises, Products. Business. Manufacturing. 10 lakhs 

Puhli<.:utio11 of ,wm.e Section 047) 

Every company shall: (a) paint or affix its name and the addi:ess of its registered office 
and keep the same painted or <1ffixed, on the outside of every office or place of 
business in a conspicuous position in letters easily legible and in the language in 

general use in the locality. 

Department of Comp<1ny Affairs has clarified that exhibition o f its na me in English 
a lone. without at lhc same time showing it in the local language wil l not be sufficient 
comp liance with the requirements of the S ection. 

T he words ' ouL<;ide of every office' do not mean outside the premises in which the 
office is situated [Dr. H.L. Bat}iwala Sons & Co. Ltd. v Emperor ( 1941) 11 Comp. 



Cas. 154 (Bom)]. Where office is situated within a compound, the display o-utside the 
office room though inside the building is sufficient. 

(b) have its name engraved in legible characters on its seal. 

(c) have its name and address of its registered office mentioned in legible characters 
in alt business letters, biU heads, negotiable instruments, invoices, receipts, etc., of 
the company. 

Further in case of One Person Company, the words "One Person Company" shall be 
mentioned in brackets below the name of such company, v,:hercver its name is printed, 
affixed or engraved. M inistry of Corporate Affa irs (MCA) has clarified that display of 
its name in English in addition to the display in the local language will be a sufficient 
compliance with the requirements of the section. 

The MCA has also clarified tJ1at a share certificate is not an official publication of a 
company within the meaning of Section 14 7 of the Act [Corresponds to section 12 of 
the Companies Act, 2013] (Circular No. 3/73/8/10(147)/ 72-CC-V dated 3 .2. 1973). 
The words 'outside of every office' do not mean ouL'>idc the premises in which the 
office is siluatcd [Dr. H.L Batliwalla Sons & Company Lid. v. Emperor (194 I ) 11 
Com Cases 154 : AIR 1941 (Born.) 97J. Where office is situated within a compound, 
the display outside the office room, though inside the building, is suftic icnt. 

Penalty 

lf a company docs not paint or affix its name and the address of its registered office in 
the prescribed manner, the company and every officer of the company who is in 
default shall be punishable with fin.e. 

Also, every officer of a company or any person on its behalf who s igns or authorises 
to be signed on behalf of U1e company any bill of exchange, bun.di, promissory note or 
cheque, etc., wherein the name of the company is not mentioned in the prescribed 
manner, sfo11I be personally liable to the holder of such bi lls of ex.change, hundi, 
promissory note, cheque, etc., for the amount thereof unless it is paid lhe company. 
Personal Liability will, however, be not incurred in the foJlowing cases: 

(a) The holder o f a negotiable in.strumenL, on which the company's 11.ame has been 
incorrectly stated, will not be able to enforce the personal liability under Section 
147(4) againsl the officer concerne<l if the error was due lo the holder' s own act 
[Durham fancy Goods Ltd. v. Michael Jachon (Fancy Goods) Ltd. and Another 
(1968) 2 Q.B. 839]. 

(b) The word 'Limited ' is abbreviated to 'Lt<l.' (P. Stacey & Co. v. Wallis ( 1912) 28 
T .L.R. 219. 

(c) There is an accidental omission of the word ' limited' (Derma tine Co. v. Ash·worth 
( I 905) 21 T . L.R. 510]. In this case, a bill of exchange was accepted on behalf of a 
limited company. The rubber stamp of the company was longer than th.c paper. 

As a result, the word ' li1uited' did not appear on the instrument. Held, the directors 
who accepted the bill of exchange were not p ersonally liable because omiss ion was 
neither deliberate nor of negligent in origin. It was an obvious error of most trifling 
kind and the mischief aimed at by the Act did not here exist. 

3.4 THE REGISTERED OFFICE CLAUSE OR SITUATION 
CLAUSE [SECTION 13(1)(B)} 

This clause states the name of the State in which the registered office of the company 
wi ll be si1uated. Every company must have regis tered office which establishes its 
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domicile and it is also the address at which company's statutory books roust normally 
be kept and to which notices and all other communications can be sent. The notice of 
the exac t situation (address) of the registered office may be given to the Registrar 
within thirty days from the date of incorporation (Sectio n 146). 

As in the case of publication of the company's name, section 147 also makes similar 
provjsions reg-drding publication of the Registered Office of lhe company. 

Section 12(3) states that every company shall: 

(a) Paint or affix. its name, and the address of its registered office, and keep the same 
painted or affixed, on the outside of every office or place in which its business is 
carried on, m a conspicuous position, in legible letters, and if the characters 
employed therefore are not those of the language or of one of the languages in 
general use in that locality, also in the characters of that language or of one of 
those languages; 

(b) Have its name engraved in legible characters on its seal; 

(c) Get its name, address of its registered office and the Corporate Identity Number 
a long with telephone number, fax number, if any, e-mail and website addresses, if 
any, printed in all its business letters, billheads, letter papers and in all Jts noti<.:es 
an<l other o fficial publications; and 

(d) Have its name printed on hundies, promissory notes, bills of exchange and such 
other documents as may be prescribed: Provided that where a company has 
changed its name or names during the last t~o years, it shall paint or affix or print, 
as the case may be, along with its name, the fonncr name or names so changed 
during the last lwo years as required under clauses (a) and (c). 

3.5 THE OBJECTS CLAUSE [SECTION 13(1)(D)] 

Under section 4(1 )(c) of the Companies Act, 2013, aU companies must state in their 
memorandum the objects for which the company is proposed to h~ jncorporatcd and 
any matter considered necessary in furtherance thereof. The objects clause defines the 
objects of the company and indicates the sphere of it activities. A company cannot do 
anything beyond or outside its objects and any act done beyond them will be ultra 
vires and void and cannot be ratified even by the assent of the who le body of 
shareholders. 

However, a company may do anything which is incidental to and consequential upon 
the obj ects specified and such act will not be ultra vires. The objects c lause is of great 
importance becau~e it determines the purpose and the capacity of the company. Jt 
indicates the purpose for which the company has been set up and its actual capability, 
besides its sphere of activities. Thus, a trading company has an implied power to 
borrow mo ney, draw and accept bills of exchange. 

Section 13, read along with Tables ' B ', 'C', 'D' and 'E' , requires the company to 
divide its objects clause into tbree parts: (a) Main objects of the company to be 
pursued by the company on its incorporation; (b) Objects incidental or ancillary to the 
attainment of the main objects; and ( c) Other objects of the company not inc luded in 
(a) and (b) above. The subscribers to the memorandum of association enjoy almt1sl 

unrestricted freedom to choose the objects. The only restric tion is that objects should 
not be illegal and against the provisions of the Companies Act, 20 J 3. 

A company may on receipt of certificate to commence business, pursue any business 
g iven in the 'main objects·. 1n the case of companies (other than lrading companies) 
with objects not confined to one State, tbe Memorandum must give the name of the 
State/(s) to whose 'territories the objects ex.tend' . 



No business given in 'other objects' can, however, be commenced unless prior 
approval of shareholders with regard thereto is obtained by way of special resolution 
passed in general meeting [Section l49(2A)). Where special resolution is not passed, 
the Central Government, may on an application made by the Board of directors, allow 
a company to commence business in the 'other objects·, provided the votes cast in 
favour of the resolution exceed the votes cast against Lhe resolution, if .iny [Section 
149(28)]. 

The objects of the company must not be illegal, immora l or opposed to public policy 
or in contravention of the Act. For example, Section 77 prohjbi1s a company to 
purchase its own shares. 

lt is ultra vjres for a company to act beyond the lirnits of iLc; memorandum. Any 
attempted departure will be invalid and cannol be validated even if assented to by all 
the shareholders of the company. Ultra vires means an act or lransaction of a 
compa11y, wh.ieh though Lt may nol be illegal, is beyond the company 's powers by 
reason of not being within the objects of the memorandum of association. 

The memorandum is, so to speak, the limit beyond which a company cannot travel 
[Ashbwy Railway Carriage and Iron Company v. Richf!, (1875) LR 7 HL 653]. The 
Memorandum of Ac;sociation is the 'Lakshman RekJ1a ' for a company. An act beyond 
tbe objects mentioned in rbe memorandum is ultra vircs and void and cannot be 
ratified [Dr. Lakshmunfll•·VOtni Mudaliar A v. UC (/963) Comp /,J 248: 1963 33 Com 
Cases 420: AIR 1963 SC i185]. 

Where no connection or nexus exists between the cxerci!ie of a power and the 
attaio.ment of an object, exercise of power will be ultra vires [Radha Cinema & Co. v. 
Chitralipi films, 1974 Tax LR 2180 (Cal)]. 

Doctrine of Ultra Vires 

Tn the case of a company whatever is not stated in the memorandum as the objects or 
powers is prohibited by the doctrine of ultra vires. As a result, an act which is ullra 
vires is voi<l.. and docs not bind the company. Neither the company nor the contracting 
pany can sue on it. 

Also. as stated earlier, the company cannot make i1 valid, even if every member 
assents to it. The general rule is that an act which is ultra vi.res the company is 
incapable of ratification. An act which i!> intra vire!. the company but outside the 
auLbority of the directors mc1y be ratified by the company in proper form (Rajcndra 
Nath Dutta v. Shilendra Nath Mukherjee, ( 1982) 52 Coin Cases 293 (Cul.)). 

The rule is meant to protect shareholders and the crcdJtors of the company. If the act is 
ulrra vires (beyond the powers of) the directors onJy, the shareholders can mtify it. lf it 
is ultra vires the articles of association. the company can alter its articles 1u the proper 
way. 

The memorandum of the company in the said case defined its objects thus: "The 
objects for which the company is established are to make and sell, or lend or hire, 
railway planw ...... .. .... to carry on lbe business of mechanical engineers and general 
1.:ontractors ........... ". 

The company entered into a contract with Mis. Riche, a (inn of railway conlractors to 
finance the construction of a railway line in Belgium. 

On subsequent repudiation of this contract by the company oo the ground of its being 
ultra vices, Riche brought a case for damages on the ground of breach of contract, as 
according to him the words ''general cootn1ctors" in lhe objects clause gave power to 
the company to enter into such a contract and, therefore, it was within the powers of 
the company. 
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More so because the contract was ratified by a majority of shareholders. The House of 
Lords held that the contracL was ultra vires the company and, therefore, null and void. 
The term "general contractor'' was interpreted to indicate as the making generally of 
such contracts as is connected with the business of mechanical engineers. 

The Court held that if every shareholder of the company had been in the room and had 
said, "That is a contract which we desire to make, which we authorise the directors to 
make", still it would be ultra vircs. The shareholders cannot ratify such a contract, as 
the contract was ultra vircs the objects clause, wh.icb by Ac1 of Parliament, they were 
prohibited from doing. 

However, later on, the House of Lords held in other cases that the doctrine of ultra 
vires should be applied reasonably and unl<::ss ii is expressly prohibited, a company 
may do an act which is necessary for or incidental to the attainment of its objects. 
Section L3(l)(d) oftheCompaoie-s Ac1. l956 [Corresponds to Soction4(l)(c) oftbe 
Companies Act, 2013) provides that the objects for which che company is proposed to 
be incorporated and any matter con.si<lercd necessary in furth.erancc thereof be slated 
in the memorandum. 

However, even when the matters considered nceessa.ty in furtherance of the objects 
are not stated, they would be allowed by the principle of reasonable construclion of 
the memorandum. 

Case let 

Justice Shah (afterwards CJ.) in the case A. Lakshmanaswami Mudaliar v. L.J.C., A.l.R. 
1963 S.C. I 185. upheld 1he doctrine ofulrra vires. in 1/11/i ,·Mc, ihe directon· o.f 1he company 
were authorised "to make payments tov.'f1rds any charitable or any benevolenr object or for 
any general public or useful object''. Tn accordance Hi lh. shareholders ' resolution the 
directon; paid ~ 2 lacs to a trust formed for the purpose of promoting 1echnical and 
bu~iness knowledge. The company's business having been tak<w over by L.I.C.. it had no 
business lefi o_f its own. 

The Supreme Court held that the payment was ullrn vires lhc company. Directors 
could not spend company's money on any charitable or general objects. 

They could spend for the promotion of only such charilahle objects as would be useful 
for the a ttainment of the company's own objects. lt is pertinent to add that the powers 
vested in the Board of Directors, e.g., power to borrow money. is not an object of the 
company. The p owers must be exercised to promote the company's objects. 

Charity is allowed only to the extent to which it is necessary in the reasonable 
management of the affairs of the company. Justice Shah held: "There m ust be 
proximate connection between the gift and the company's business interest''. 

Thus "gifts to foster (esearch rclevanc to the company's activities" and "payments to 
widows of ex-employees on the foot ing that such payments encourage persons to enter 
the employment of the company" have been upheld as valid and intra vires. A bank or 
any other person lending to a company, for purposes ultra vires tbc memorandum, 
cannot recover [National Provincial Bank v. Introductions Ltd., (1969) l All. E.R. 
887]. 

further, in the case of Bell Houses Ltd. v. City Wall Properties Limited (I 966) 36 
Com Cases 779, the objects clause included a power to "carry on any other trade or 
business whatsoever which can, in the opinion of the Board of dircclors, be 
advantageously carried on by the company". The Court has held the same to be in 
order. 



3.6 LIABILITY CLAUSE [SECTION 13(2)) 

This clause states the nature of liability of the members. fn case of a company with 
limited liability, it must state that liability of members is limited, whether it be by 
shares or by guarantee. This mc~ns that in case of a company limited by shares, a 
member can be called upon at any time to pay to the company tbe amount unpaid on 
the shares held by him. In case of companies limited by guarantee, this clause will 
state the amount which every member undertakes to contribute to the assets of lhe 
company in the event of its winding up. 

In the case of an unlimitt:<l company, this clause needs not he given in the 
memorandum. 1n fact, the absence of this clause in the memorandum means that tbe 
liability of its members is unlimited. 

As per Section 45, under certain circumstances the liability of members of a limited 
company becomes unlimited. 

3.7 THE CAPITAL CLAUSE [SECTION 13(4)(C)] 

This clause states the amount of share capital with which the company is registered 
and the mode of its di vision inlo shares of fixed value, i.e., the number of shares into 
which the capital is divided and the amount of each share. Th.e shares into which the 
capital is divided must be of fixed value, which is commonly known as the nominal 
value of the shacc. The capital is variously described as "nominal", "authorised" or 
"registered". 

The amount of nominal capital is determined having regard to the present as well as 
future requirements of th.c company with reference to its objects. The usual way to 
state the capital in the memorandum is: "The capjtal of the company is <10,00,000 
divided into 1,00,000 equity shares of <IO each". This amount lays down the 
maximum limit beyond which the company cannot issue shares without altering the 
memorandum as provided by Section 61 of the Companies Act, 2013. 

If there are both equity and preference shares, then the division of the capital is to be 
shown under these two heads. A company is not authorised to issue capital beyond its 
authorised/nominal/regis1ered capital. J fit recci ves applications for shares beyond the 
shares covered by the authorised capital, the amount received on excess number of 
shares should be returned. 

Out of \he issued capital, the total amount actually subscribed or agreed to be 
subscribed is known as subscribed capital, and this subscribed capitaJ again may be 
wholly paid or partly paid, in which latter case the balance would be payable on future 
calls when made. 

The amount actually paid by the shareholders is called the paid-up capital. According 
to Section 60 of the Act, if the amount of the authorised capital (nominal capital), of 
the company is stated in any notice, advertisement, official publication, business letter, 
bill head or letter paper, it shall also contain a statement in an equally prominent 
position and in equally conspicuous terms the amount of capital which has been 
subscribed and the amount paid-up. 

3.8 THE ASSOCIATION CLAUSE [SECTION 13(4)(C)J 

At the end of the memorandum of every company there is ao association or 
subscription clause or a declan:1tion of association which reads something like this: 

''We, the several persons whose names and addresses and occupations are subscribed, 
are desirous of being formed into a company in pursuance of this memorandum of 
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association and we respectively agree to take the number of shares in the capital of the 
company set opposite our respective names". 

Then follow lhc names, addresses, descriptions, occupations of the subscribers and the 
number of shares each subscriber has taken and his signature attested by a witness. 

3.9 SIGNING OF MEMORANDUl\if 

Rule 13 Companies (lncorporafi01t} Rules, 2014 

The Memorandum and A.11icles of Association of the company shall be signed in the 
fo!\owing manner, namely: 

I. The memorandum and articles of association of the company shall be signed by 
each subscriber to the memorandum, who shall add his name, address, description 
and occupation, if any, in the presence of atlcast one witness who sha11 attest the 
signature and shall likewise sign and add his name, address, description and 
occupation, if any and the · witness shall state that " l wilness to 
subscribcr/subscriber(s), who has/have subscribed and signed in my presence 
(date and place to be given); further l have verified his or their Identity Details 
(ID) for their identification and satisfied myse lf of his/her/ their identification 
particular<; as filled in". 

2. Where a subscriber Lo the memorandum is illiterate, he shall affix his thumb 
impression or mark which shall be described as such by the person, writing for 
him, who shall place the na me of the subscriber agai nst or below the mark and 
authenticate it by his own signature and he shaU a lso write against the name of the 
subscriber, the number of shares taken by him. 

3. Such person shall also read a nd cxplaui the contents of the memorandum and 
articles of associatioo to the subscriber and make an endorsement to that effect on 
tbe memorandum and a rticle~ of association. 

4. \\'here the subscriber to the memorandum is a body corporate, the memorandum 
and a11iclcs of assoc iation shall be s igned by director, officer or employee of the 
body corporate duly authorized on this behalf by a resolution of the Board of 
Directors of the body corporate and where the subscriber is a Limited Liability 
Partnership, it shall be signed by a partner of the Limited Liability Partnership, 
duly authorized by a resolution approved by all the partners of the Limited 
Liabjlity Partnership: Provided that in either case, the person so authorized shall 
not, at the same time, be a subscriber to the memorandum and artic les of 
Association. 

5. Where subscriber lo the memorandum is a foreign national residing outside lndia­

(a) In a country io any part of the Commonwealth. his signatures and address on 
the memorandum and a11iclcs of association and proof of identity shall be 
notarized by a Notary (Public) in that part of the Commonwealth. 

(b) In a country which is a party to the Hague Apostille Convention, l96 L, his 
signatures and address on the memorandum and a11ides of association and 
proof of identity shall be notariz~d before the Notary (Public) of the country 
of his origin and be duly apostilled in accordance with the said Hague 
Convention. 

(c) ln a country outside the Commonwealth and which is not a party to the Hague 
Apost ille Convention, 1961 , his s ignatures and address on the memorandum 
and articles of association and proof of identity, shall be notarized before the 
Notary (Public) of such country and rhe certificate of the Notary (Pubhc) shall 



be authenticated by a Diplomatic or Consular omcer empowered in this 
behalf under section 3 of lhe Diplomatic and Consular Officers [(Oath.'l and 
Fees) Act, 1948 (40 of l948)J or, where there is no such officer by any of the 
officia Is m~ntioncd in section 6 of the Commissioners of Oaths Act, 1889 (52 
c1nd 53 Vic.C. 10), or io any Act amending the same. 

(d) Visited in 1ndia and intended to incorporate a company, in such case the 
incorporation shall he allowed if, he/she is haviog a va lid Business Visa. 
Ex1>lanation- For lhe purposes of this clause, it is hereby clarified lhat, in 
case or Person is of lndian Origin or Overseas Citizen oflodLa, requirement of 
business Visa shall not be applicable. 

Subscription Induced by Misrepresentation 

A subscriber to the memorandum cannot, aftet the issue of the certificate of 
incorporation, repudiate his subscription on the ground that he was induced to sign by 
misrepresentation [Re M<.:Lal Constituents Ltd., Lord Lurgan's case - Re, ( 1902) I Ch 
707). 

3.10 ALTERATION OF MEMORANDUM OF 
ASSOClATJON 

Section 16 provides that the company cannot alter th.e conditions cont.iined in 
memorandum except in rhe cases aod in the mode and to the extent express provision 
has been .made in the Act. These provjsions arc ex.plained herein below: 

Al. TF.RATIO OF 1EMORANDUM OF ASSOCIATION 

N.1me Chango 
Clause 

Changc In 
Reolslmelf olflm 

Change In Ob~c, 

Change in Liability 

Chan11e In Cspltal 

I 
l 
~ 
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Change of Name. Section 21 provides that the name of a company may be changed at 
any time by passing a special resolution at a general meeting of the company and with 
the written approval of the Central GovernmenL However, no approval of the Central 
Government is necessary if the change of the name involves only the addition or 
de letion of the word ' private' ( i.e., when public company is converted into a p1ivate 
company or vice versa). 

If through inadvertence or otherwise, a company has been registered with a name 
which is identical with or ioo closely resembles with the name of an existing 
company, the company may change its name by passing an ordinary resolution and by 
obtaining the approval of the Central Government in writing (Section 22). 

Tbe change of name must be communicated to the Registrar of Companies within 30 
days of the change. The Registrar shall then enter the new name on the register ju the 
place of the old name and shaH issue a fresh certificate of incorporation with 
necessary alterations (Section 23(1 )]. The change of name becomes effective on 1he 
issue of fresh certificate of incorporation. The Registrar will a lso make the necessary 
alteration in the memorandum of association of the company [Section 23(2)). 

However, change of name shall not affect any rights or obligations of the company or 
render defective any legal proceeding which migbt have been continued or 
commenced by or against !h<.: company by jts former name may be continued by or 
against the company by ils new name (Section 23(3 )). 

With.in 30 days of the passing of the special resolution., a printed or a type wTitten 
copy of the resolution should be sent to the Registrar of Companies. 

Change of registered ojjice. The procedure depends on whether the change is within 
the jurisdiction of same registrar of companies (Section 146) or whether the shifting is 
to the jurisdiction of another registrar of companies in the same state (Section l 46 an<l 
Section 17 A). Th.is may inciude: 

(a) Change of registered office _!,-om one premises to ano1her premises in the same 
ci~v. town or village. The company may do so anytime. A resolution passed hy the 
Board of Directors shall be s1.1fficient. However, notice of the change should, 
within 30 days after the date of the change, be g iven to the Registrar who shall 
record the same (Section 146). 

(b} Change of registered office from one town or city or village to another rown or 
city or village in the same Stale (Section 146). Jn this case, the procedure is: 

(i) a special resolution is required to be passed al a general meeting of the 
shareholders; 

(ii) a copy of it is lo be lllcd with the Registrar within 30 days; 

(iii) within 30 days of the removal of the registered office, notice of the new 
location has Lo be given to the Registrar who shall record the same. 

(c) Shi/iing of the registered ojjice from one pluce lo another -within thf! same stale 

(Section 17 A). The shifting of the registered office by a company from the 
jurisdiction of one registrar of companies to the jurisdiction of another registrar of 
companies within the same state shall (in addition to requirements under Section 
146) also require confirmation by the Regional Director. For this purpose, an 
application is to be made in the prescribed form and the confrrmation shall be 
communicated within four weeks. Such confirmation is required to be field within 
two months with the registrar of companies who shall register and certify the same 
within one month. Such certificate shall be conclusive evidence of the compliance 
of all requirements under the Act. 

( d) Change of registered office from one state to another s tate. 



Stctjon 17 provides for the shift of the registered office from one State to another and 
such shift involves alteration of memorandum. The change of registered office from 
one locality to another i.n the same city or from one city to another i11 the same state 
docs not involve alteration of memorandum. 

The sbifl of the registered office from one stale to another can be done by a specia l 
resolut ion which is required to be confirmed by the Central Govcrrunent. 

The Ceotral Governmeot, before confirming the resolution. will satisfy itself that 
sufficient notice has been given to every creditor and all other persons whose interests 
arc likely lo be affected by the alteration, inc luding the Regist.rar of Companies and 
the Government of the state in which the registered office is situated. 

Also. lhe Central Government will give an opportunity to members and creditors of 
the company, the Registrar and other perso ns interested in the company to be heard. 
The Central Gove::rnment may confirm the resolution on such terms and conditions as 
ii thinks fit. 

It was made clear in Zua ri Agro C hemicals Ltd. v. F. S. Wadia and Others (1974) 44 
Comp. Cas. 465 that the Company Law Board (now Central government) will not 
:-ubstitute its own wisdom or judgement for the collec1ive wisdom or judgement of the 
company expressed in special resolution. But the bonafides of the company's 
application for change can be screened. 

Loss of revenues o[ state. wh ether relevant consideration. ln Orient Paper Mills Ltd. v. 
State. AlR ( 1957) Ori. 232 it was observed that a Stale whose ioteresL-. arc affected by 
the change has a locus stand i to oppose shift of registered office of a compa ny. 

Accordingly, the Orissa H igh courl declined to continn chang~ of regis1ered office 
from Orissa 10 West Bengal, in1er alia, on the ground that in a federal constitution 
t:vcry State bas tbe right lo pTotcct its revenue and, therefore, the interest of the State 
must be taken into account. 

Out in Minerva Mills Ltd. v. Govt. of Maharashtra ( I 975) 45 Comp. Cas I (Bom.). 
Justice Ray of the Bombay High Court held that the Company Law .Uoard (now 
Central government) can.not refuse confmnation on the ground thal tht: change would 
cause loss of revenue to a Stalt: or would have adverse t:ffocts on the genera l 
economics of the State. 

The question of loss of revenue to one State would ha ve to be co11sidercd in the 
prospectus of total revenues for the Republic of lndia and no pacoch1al corlSiderntions 
should be allowed to turn the scale in regards to change of registered office from one 
Stale to another within India. 

Simtlar vie w was expressed in R..ank Film Distributors of India Ltd. v. Registrar of 
Companies, West Bengal [AJR (1 969) Cal. 32]. i.e., that State has no starutocy right 
under Section 17 to oppose the shift.ing of the registered office Crom one Stale to 
another. 

A printed or a typewritten copy of the special resolution borh under Section 146 and 
Section 17 should be sent to the Registrar within 30 clays of its pas!iing. 

A certified cop y of chc Central Government order of the Central Government should 
be filed within three months thereof with the Registrar of each State - the old and the 
new Slate. If it is not filed within the prescribed time, then the alteration shal1, a t the 
expiry of such period, becomes void and inoperative. 

A notice of the new location of the registered o ffice must be given to the Registrar of 
the State to which the office has been shifted, w ithin thirty days .1ftcr the change of the 
office (Section. 146).A company is in a position to shift its registered office from one 
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State to another for certain pu(l)oses only. These arc discussed in the fo l lowing 
paragraph (under 'Alteration of objects' - the grounds being common). 

Alteration of objects clause. Section 17 empowers a company by a special resolution 
to alter the objects or to change the place of its registered office from one State to 
another if the alteration is sought on any of the following grounds. 

1. To carry on its business more economically and more efficiently. ln Dalmia 
Cement (Bharat) Ltd., In re ( 1964) 34 Comp. Cas. 729 (Mad.), the Court observed 
that whether a company can carry on its business n1ore economically or more 
efficiently is a matter of judgement for the directors. 

lf the directors consider that under the existing circu mstances, it will be 
convenient and advantageous to combine the new objects with the existing objects 
anti if it appears that such a conclusion may be fairly arrived at, the Court (now 
Centra l government) will not go behind it and hold an enquiry as to whctber the 
opinion of the directors is well founded or is jw,iified. 

The true legal position, observed the Delhi High Court, is that the business must 
remain substantially the same and the additions, alteratio ns and changes should 
only be steps-in-aid to improve the efficiency of the company [Delhi Bharat Grain 
Merchants Assn. Ltd., ln re (1974) 44 comp. Cas. 2 14 (Delhi)]. 

Jn Re, Scientific Poultry Breeders Association ( 1933) 3 Comp. Cas. 89 (CA), a 
company's memorandum prohibited payment of remuneration to the me mbers of 
its governing body. It wanted for efficient ID<1nagerncnt, amendment m the 
memorandum to enable it to pay remuneration to its governing body members 
wh ich was allowed. 

2. To attain its m(lin purpose by new or improved means. For the companies 
registered after 10th October, 1965, there is no difficulty in ascertaining the main 
purpose because the Memorandum would state it. But for the companies 
registered earlier, one has to look not only to the memorandum but also to what 
has aetua lly been done. 

3. Tu enlarge or change the local area of its operation ln lndia Mechanical GoJd 
Extracting Company, In Re (1891) 3 Ch. 538, the company's business was 
confined to the 'Empire ofindia'. l t wa nted to enlarge its operations by dropping 
these words. lt was allowed to do so on the condition that I.he word ' lndjan' was 
also dropped from its name. 

4. To carry on some business which under existing circumstances may he 
co1tvenie11tly or adwuitageously combined with the business of the company. Jn 
fact, most of the amendments sought in objects clause are based on this ground. 
This clause enables a company to diversify. The working of th.c clause makes its 
scope very wide in as much as any activity which may either conveniently or 
advantageously be combined with the existing business may be allowed. 

5. To restrict or abandon a11y of the objects specified in the memorandum. 'Even 
for deleting any portion of the o~ject cla use, the procedure lai<l down in Section 
17 has to be followed. 

6. To sell or dispose oft/re whole or any part of the undertakbig. Where a company 
wishes to adopt a cut-back or retrenchment strategy, i.e., where it feels that it has 
either grown too big or diversified in various directions that managing becomes 
difficult or uneconomical, it may alter its objects to sell or dispose of any of its 
undertakings. 



7. To amalgamate witli any other company or hody of persrms. A printed or a 
typewritten copy of the special rcsolutioo is required lo be filed with the Registrar 
wid1in thirty <lays of the passing thereof 

Also a pctttion is to be filed with the Central Government for confirmation of the 
special resolution. The Central Government, being satisfied that the notice of the 
resolution was given to all persons whose intcrestc; are likely Lo be affected by the 
alteration, including lhe Registrnr and the Slate Government and having heard 
them, may confirm the alteration either wholly or in pan.. 

A certified copy of the order of the Central Government together with a printed 
copy of the al<cred memorandum must be filed within three months of the date of 
the order, with the Registrar. The Registrar will register the documents anti issue, 
within one month a certificate which will be conclusive evidence that everything 
required has been done (Section l8). If the n".quire:::d documents are not fiJed with in 
the prescribed time, lhe alteration and 1hc order of the Central Government 
confirming the alteration, shall, a l the expiry or such period, become void and 
inoperative (Section 19). 

Alteratio,i of liability clause (Section 38). The liahility of a member of a company 
cannot be increased unless the member agrees in writing. The consent of the member 
may, however, be given either before or after the alteration. Increase in liability may 
be by way of suhscribi.ng for more shares than the number held by him al the date on 
which the alteration is made or in any other manner. 

In case where the company is a dub or any other similar association and the a lteration 
in the memorandum requires th.e member to pay recurring or periodical subscription or 
charges at a higher rate, a lthough he does nol agree in wr(ting to be bound hy the 
alteration, it shall be binding on him. 

Jn case of unlimited liability company, the liability may be made limi1ed. The 
alteration will, however. not affecl any debts, liabil.ilies, obligations or contn1cts 
entered into by or wilh the company before the conversion. 

Alteratio11 of capital clause. Se.clion 94 provides that, if the articlc.c; authorise, a 
company limited by share capital may, by an ordinary resolution passed in general 
meeting, alter the conditionf. of its memorandum in regard to capital so as: 

l. to increase its aulhorised share capital by such amount as it thinks expedient by 
issuing fresh shares; 

2. to consolidate and divide all or any of its share capital into shares of larger amount 
than its existing sbares; 

3. to convert c1II or any of its fu lly paid-up shares into stock and rccmtvert the stock 
into fully paid-up sh.ares of any denomination; 

4. to sub-divide iLc; sh.axes, or any of them, ioto shares of smaller amount than fixed 
by the memorandum, but the proportion paid and unpaid on each share must 
remain the same; 

5. to cancel tJ1e shares which at the dale of the passing of the resolution in that 
behalf, ha ve not been taken or agreed to be taken by any person. 
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Check Your Pro ress 

FiU in the blanks. 

1. The _ _ ______ is a document which sets out the constitution of 
a company and is therefore the foundation on which the structure of the 
company is built. 

2. Tn case of _ _ _ _ ___ , the words shall be mentioned in brackets 
below the name of suc h company, w herever its name is printed, affixed or 
engraved 

3. Every company must have _ _ ___ _ _ _ which. establishes its 
domicile and it is also the address at vvhich company's statutory books 
must normally be kept. 

4. A company cannol do anything beyond 1>r outside its _ ___ __ and 
any act done beyond them will be ul1ra vires and void and cannot be 
ratified even by the assent of the whole body of shareholders. 

5. _ ___ ___ state~ the nature of liability of the members. In case o f a 

company with~ - - - - - --' it must state that liability of members 
is limited, whether it be by shares or by gu arantee. 

3.11 LET US SUM UP 

• The memorandum of association contains the name, situation of registered office, 
objects, capital and liability clauses. 

• Section 4(6) of the Companies Act, 2013 provides that the memorandum of 
association should be in any one of the Forms specified in Tables A, B , C , Dor E 
of Schedule I to the Act, as may be applicable in the case of the company or in 
Forms as near thereto as c1rcumstances admit. 

• The Department of Company Affairs has issued guidelines for deciding 
availability of names. 

• In case of too similar names, the resemblance between the l\VO names must be 
such as to be calculated to deceive. A name sha11 be said to be calculated to 
deceive where it suggests son1e connection or association with the existing 
company. 

• Every company musl have registered office which establishes its domicile and it is 
also the address at which company's statutory books must normally be kept and to 
which notices and a ll other communications can be sent. 

• Under section 4( l )(c) of the Companies Act, 20 13, a ll companies mus t state in 
their memorandum the objects for which the company is prop osed to be 
incorporated and any mailer considered necessary in furtherance thereof. 

• ln the case ofa company whate\'er is not staled in the memorandum as the objects 
or powers is prohibited by the doctrine of ultra vires. A s a result, an act which is 
ultra vircs is void, and does not bind the company. 

• .ln case of a company with limited liability, it mus t state that liabiJjty of members 
is limited, whether it be by share:; or b y guarantee. 

• The shares into which the capital is divided must be of fixed value, which is 
commonly known as the nominal value of the share. The capital is variously 
desc1ibcd as " nominal", "authorised" or " registered". 



3.12 LESSON END ACTIVITY 

A company w-as incorpon1ted with the purpose of manufacturing chemicals. Laler lhe 
company proposed to alter th.e objects clause in its Memorandum of Associalion in 
order to be able 10 invest in the encouragement of scientific cducaLion. ls the alteration 
legally perroissibh:? Explain in detail. 

3.13 KEYWORDS 

Memoraudum of Association: The Memorandum of Association is a document which 
sets out the constitution of a company and is therefore the foundation on which the 
structure of the company is built. 

R egistered Office Clause: Th.is clause states the name of the State in which the 
registered office of the company will be situated. 

L iability dause: This means that in case of a company limiled by shares, a member 
can be called upoll at any time to pay to the company the amouu1 unpaid on the shares 
held by him. 

Capital clause: This c lause states th.c amount of share capital with which the company 
is registered and the mode of its division into shares of fixed valut, i.e., the number of 
shares into which the capital is dividt::d and the amount of each share. 

Ultra Vires: The Company's ~ctivities are confined strictly co the objects mentioned 
in its memorandum and if they are beyond tbcse objects, then such acts are known as 
' ultra vires· . 

Doctrine of Cnnstructive Notice: This doctrine enunciates that any person dealing 
with the company is presumed to have read its memorandum and articles. 

3.14 QUESTIONS FOR DISCUSSION 

1. Define memonrndum of association. What docs it contain? 

2. How are alt!!rations made in a memorandum of association'? 

3. Whal are the compulsory clause!> of memorandum'! 

4. Discuss the provision of law wilh regani to name clause of memorandum. Also 
give example. 

5. Why it is necessary to have registered office? State the legal requirement. 

6. Discuss about I.he publication of name. 

Check Your Progress: Model Answer 

l. Memorandum of Association 

2. One Person Company 

3. Registered office 

4. Objects 

5. Liabil ity clause, limited liability 
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4.0 AIMS AND OBJECTIVES 

After studying this lesson, you sbou l<l be able to: 

• Discuss the nature of articles, articles subordinate to mcmorandwn and article~ in 
relation to memorandum 

• .Explain the registration of articles 

• Discuss the entrenchment provisions 

• State the statutory requirements of articles 

• Tdentify the provision in articles as regard~ to expulsion of a member 

• Explain. lhe alteration of articles 

• Know the lim.italions on power to allcr articles 

• Identify lhe effect of memorandum and articles/binc.J ing force of memorandum and 
articles 

• Uucidatc the doctrine o f indoor management 

• Identify the distinction between meU1orandum and a11icles 

• Discuss the prospectus and steps which arc necessary before the issue of 
pro~pectus 

4.1 INTRODUCTION 

The arliclcs of associa tion of a company and il<; bye-laws are regulations which 
govern the m,magement of 1ts internal affairs and the conduct of its business. They 
define the duties, rigl1Ls, powers and authority of the shareholders and the d irectors in 
lhcir respective capacities and of the company and the mode and form in which the 
business of the company is to be carried out. 

The Articles of Association of a company have a contractual force between company 
and its members as also between the members inter se in relation to their rights as 
such members . Th.ey a re subordinate to and arc controlled by m emorandum. Articles 
cannot supersede the objects as set out in the Memorandum of Associalion. 



Tile memorandum, as we have seen earlier, lays down the scope and powers of the 
company, whereas the articles govern the ways in which the objects of the company 
are to be carried out. Also the alteration of memorandum involves elaborate 
procedure, whereas the articles can be framed and altered by the members by passing 
special resolution. 

The memorandum is the area beyond which the actions of the company cannot go 
inside that area the shareholders may make such regulations for their own govcrnarn.:e 
as they th.ink fit. However, the articles must nor be inconsistent with the 
memorandum. Also, as in the case of memorandum, the articles of the company mus1 
not contain anything which is against or repugnant to the provisions of the Companies 
Act (Section 9). 

4.2 NATU RE OF ARTICLES 
According to Section 2(5) of the Cornparues Act, 2013, 'articles' means the articles of 
association of a company as originally framed or as altered from time 10 time or 
applied in pursuance of any previous coinpany law or of this Act. 

ll also includes the regulations contained in Table A in Schedule I of the Act, in so far 
as they apply to the company. ln terms of Section 5( I), the articles of a company shall 
contain the regulations for management of the company. The articles of association of 
a company are its bye-laws or niles and regulations that govern the management. of irs 
iolemal affairs and the conduct of ,ts business. 

The articles play a very important role in the c1ffairs of a company. Tt deals wi1h the 
righ1s of the members of the company inter se. They are subordinate to anJ are 
controlle<l by the memorandum of association. The general func11ons of lhe articles 
have beeo aptly summed up by Lord Cairns, L.C. in Ashbury Railway Carriage and 
lron Co. Ltd. v. Riche, (1875) L.R. 7 H.L 653 c1s follows: 

"The articles play a parl thar is subsidiary to the memorandum of association. They 
accept the memorandum of association as 1he charter of incorporation of the 
cotnpany, nnd so accepting it, rhe articles proceed to de.fr.ne the dwies, rights and 
powers of the governing body as between themselves and the company af large, and 
the mode andjorm in which business of the company is to be carried 011, and the mode 
andfurm in which changes in the internal regularions of the compnny may Jrom time 
10 lime be made ... The memorandum, is as it were ... the area beyond which the acrion 
of the c:ompany c;annot go; inside that area shareholders may make such regulations 
for the governance of the company us they thmk fir ... 

Thus, the memorandum lays down the scope and powers of 1he company and the 
articles govt:rn tb~ ways in which the objects of the company arc to be carried out and 
can be framed and altered by lhe members. But they must keep within the limits 
marked out by tht memorandum and the Companies Act. 

The c1rticles regulate the intern.al management of the affairs of the con1pany by way of 
defining the powers of its officers and establishing a contract between the company 
and the members and between the members inter sc. 

This contract govern~ the ordinary rights and obligations incidental to membership m 
the company (Naresh Chandra Sanyal v. The Colcutlo Stock Exchonge As:,;ociarion 
ltd .. AIR 1971 SC 422, /1971) 41 Com Cases 51]. 

But the Articles of Association of a company are not ' law' and do not have the force 
of law. ln Kinetic Engineering Lt<l. v. Sad.hana Gadia, (1992) 74 Com Cases 82 : 
( 1992) l Comp U 62 (CLB), the CLB held that if any provision of the anicles or the 
memorandum is contrary to any provisions of any law, it will be wvaJid in toto. 
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4.2.l Articles Subordinate to Memorandum 

T he articles of a company are subordinate to and subject to the memorandum of 
association and a,1y clause in the Articles going beyond the memorandum will be ultra 
vires. But the articles are only internal regulations, over which the members of the 
company have full control an<l may alter them according to what they think fit. 

Only care has to be taken to sec that regu lations provided for in the articles do not 
exceed the powers of the company as laid down by its memorandum [Ashbury v. 
Watson, (1885) 30 Ch. D 376 (CA)]. 

Artic les that go beyond the company' s sphere of act ion are inoperative, aud anything 
done under the authority of such articl e is void and incapable of ratification. But 
neither tbc articles nor the memorandum can authorise the company to do anything so 
as to contnivenc any of the provis ions of the Act. [See Re Peveril Gold Mines, (1989) 
I Ch 122 (CA) ] 

4.2.2 Articles in Relation to Memorandum 

The memorandum of a company was not clear as to the classes of sl1arcs to be issued 
by a company but the a11icles made clear the doubt by giving the power 10 tbc 
company to issue shares of different classes. 

The relationship between the two documents was further emphasised in Guinness v. 

Land Corporation of Treland, (l 882) 22 Ch D 349, w here it was observed: " The 
memorandum contains the fundamental condir.ion.s upon which alone the company is 
ullm-ved to be incorporated. They are condilions in troduced for the henefir of the 
creditors, and the outside public, as well as of the shareholders. The articles of 
association are the internal regulations of the company. How can it be said that hi all 
cases the fundamental condif.ions of the charter of' in.corporation and the internal 
regulations of the company are 10 be construed together ... In any case it is, as it seems 
to me, certain which for anything which the Act of Parliament says shall be in /he 
memorandum you must look m the memorandum alone. ff the legislature has said one 
inslrnment is to be dominant you cannot turn to another instr11-men1 and read if in 
order to modify the provisions of the dominant instrumenl''. 

Where the memorandu m clearly establishes the rights of shareholders, a reference in 
the memorandum to the articles and an a mbiguity said to arise from the construction 
of the articles should not be used lo depart from the clear meaning of the 
memorandum so as to diminish those rights [Scottish Na tional T111s1 Co. ltd 1928 SC 
499 (Scot); Kinetic Eng ineering /,td. v. Sadhana Gadia, (1 992) I Comp LJ 62 (CLB)}. 

4.3 REGISTRA TTON OF ARTICLES 

Every type of company whether publ1c or private and whether limited by shares or 
limited by guarantee having a share capital or not having a share capital or an 
unlimited I iabilit y company must register their articles of association. 

Section 26 sta tes that a public company limjted by shares may register articles of 
association s igned by the subscribers to the memorandum. ff. however, it does not 
register its own articles, then the articles given iJl Table A of Schedule l automatically 
becomes applicable. 

Section 7(1) provides that at the time of incorporation of a company there shall be 
filed wilh the Registrar within whose jurisdiction the registered office of a company is 
proposed to be s ituated., the memora ndum and articles of the company duly signed by 
all the subscribers to the memorandum in the prescribed manner. 



further, even if it docs register articles of its own, Table A will still apply 
automatically unless ii has been cxcruded or modified. There are actually three 
possible alternatives in which such company may adopl articl~: (i) it may adopt 
Table A in full or, (ii) it may wholly ex.elude Table A and set oul its own regulations 
io full, or (iii) it may set out jts own articles an<l adopt part of Table A. 

The alternatives (ii) and (iii) are ofteu employed; and panial adoption of Table A has 
particular advantage for small companies, because of economy in printing and also 
because any provision of Table A is legally beyond any doubt. 

As regards to a company limited by guarantee and ui1linuted liability company and, a 
private company liruited by shares, Section 26 provides for compulsory registration of 
articles prescribing regulations for the company. However, they may adopt any of the 
appropriate regulations of Table:: A. 

Tn any case, the articles of a company must be: 

(i) printed, 

(ii) divided into paragraphs, numbered consecutively, 

(iii) signed by subscribers lo the memorandum in the presence of atleast one witness 
who sha ll attest the:: 3signatures. 

Also, articles are to he stamped with rt!quis ite stamp and filed along with the 
memorandum (Section 3). 

Section 5(8) provides tha1 in case of any company, which is rcgister~d after the 
commencement of Compaoit:S Act, 2013, in so for as the registered articles of such 
company do nol exclude or modify the regulations contained in the model articles 
applicahle to S\Jch company, rhose regularions shall, so far as applicable, be the 
regtJlations of that company in the same manner and to the extent as if 1hey were 
contained in the duly registered articles of tbe compaoy. 

Therefore, in terms of Section 5 of the Companies Act, 2013 a public company limited 
by shares may al its option register its Articles of Association signed by the same 
subscribers as to the memorandum, or alternatively it may adopt all or any of the 
regulations contained in Table F of First Schedule of the Acl. 

However nothing in Section 5 shal l apply lo the articles of a company registered under 
any previous company law unle!-.s amended under thi!-i Act [Sec1ion 5(9)]. 

4.4 ENTRENCHMENT PROVISIONS 

The articles may contain provisions for entrenchment to the effect that specified 
provisions of the anicles may be altered only if conditions or procedures that arc more 
restrictive than those applicable m the casi:: of a special resolution are met or complied 
with. [Section 5 (3) ) 

The Companies Act, 2013 recognizes an interesting coocep1 of entrenchment. 
Essentially, the ent.renchment provisions allow for certain clauses in the articles to be 
amended upon satisfaction of certain conditions or restrictions (such as obtaining a 
l 00% consenc) greater than those prescribed under the Act. 

This provision acts as a protection to the minority shareholders aod is of specific 
interest to the investment community. This shall empower the enforcemenl of any pre­
agrce<l rights and provide greater certainty to investors, especially in joint ventures. 

The provisions for entl'cnchrocnt referred to in Section 5(3) sball be made either on 
forcnatioll of a company, or by an amendment in the articles agreed to, by all the 
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members of the company in the case of a private company and by a special resolution 
in the case of a public company. [Section 5 (4)] 

Where the articles contain provisions for entrenchment, whether made on formation or 
by amendment, the company shall give notice to the Registrar of such provisiorn in 
such form and manner as may be prescribed. [Secrion 5 (5j] 

4.5 STATUTORY REQUIREMENTS 

The a1iicles must be printed, divided into paragraphs, numbered consecutively, 
stamped adequately, signed by each subsc,ibcr to the memorandum and duly 
witnessed and filed along with the memorandum. The articles must not contain 
anything illegal or ultra vires the memorandum, nor should it be contrary to the 
provisions of the Companies Act, 20 I 3. 

4.5.I Subject Matter of Articles 

The articles set out the rules and regulations framed by the company for its own 
working. The articles of a company usually deal with the following matters: 

(i) the business of the company: 

(ii) the amount of capital issued and the classes of shares into which the capital is 
divided; the increase and reduction of share capita 1; 

(Lii) the rights of each cla~s of shareholders and the procedure for variation of their 
rights; 

(iv) the execution or adoption ofa preliminary agreemenl, if any; 

(v) the allotment of shares; calls and forfeiture of shares for non-payment of cal ls; 

(vi) transfer and transmission of shares; 

(vii) company' s lien on shares; 

(vi ii) exercise of borrowing powers including issue of debentures; 

(ix) general meetings, notices, quorum, proxy, poll, voting, resolution, minutes; 

(x) number, appointment and powers of directors; 

(xi) dividends - jnterim and final - and general reserve5; 

(xii) accounts and audit; 

(xiii) keeping of books - botl1 statutory and others. 

Utmost caution must be exercised in the preparalion of the articles of association of a 
company. At the same time, certain provisions of the Act arc applicable to the 
company "notwithstanding anything to the contrary in the articles". Therefore, the 
articles must contain provisions in respect of all matters which arc required to be 

4.5.2 Inspection and Copies of the Articles 

A company shall, on being so required by a member, send to him within seven <lays of 
the requirement, on payment of one rupee, a copy of the articles. lf a company makes 
default, the company and every officer of the company, who is in default, shall be 
punishable with fine upto ~50 Lacs (Section 39). 



4.6 PROVISfON IN ARTICLES AS REGARDS TO 
EXPULSION OF A MEMBER 

Section 5(2) provides tha.t the articles shall a lso contain such mat!ers, as may be 
prescribed. The provision to Section 5(2) provides that nothing in that sub-section 
shall be deemed 10 prevent a company from including any additional matters in it~ 
Articles, as may he considered necessn1y for its management. 

S<.:etion 5(8) provides that in case of any company, which is registered after the 
commencement of tbe Companies Acl, 2013, in so far as the registetcd articles of such 
company do not exclude or modify the regulations contained in the model articles 
applicable to such company, those regulations shall, so fa r as applicable, bt: the 
regulations of that company in the same manner and to the extenl as 1f they were 
contained in the duly registered articles of the company. 

Sect ion 6 of the Companies Act, 2013 provides that: 

(a) The provisions of thjs Act shall have effect notwithstanding anything to the 
contrary contained in the memorandum or articles of a company, or in. any 
agreement execull!d by it, or in any resotution passe<l by tbe company in general 
meeting or by its Board of Directors, whether the same be registered, exect1ted or 
passed, as the case may be, before or after the commencement of this Act; an<l 

(b) Any provis ion contained tn the memorandum, articles, agreement or resolution 
sh.nil, to the extent to which 11 is repugnant to the provisions of lhis Act, become or 
be void, as the case may be. 

ln lhe light of above provisions, if there is a provision in the Articles empowering the 
Directors of the company to expel any member of the company under any of the given 
condition.ci, tbcn such a provision shall be totally inconsistent wi1h the provisions of 
Section 6 of the Act. 1t is opposed to the fundamental principles of the company's 
jurisprudence a.nd is ultra Vtres of the company. [(Circular No. 32 of 1975) dated 
0 I . I I . l 9 7 5) ] 

But the Stock exchanges, registered undt:r the provisions of the Companies Act, can 
carry such a provision i.n its Articles. The regulation of stock exchanges is mainly 
govemcd by Securities Contracts Regulation Act, 1956 (SCRA) and ScBI, Act, J 992 
which arc Special Acts. 

Hence, the Articles of Stock Exchange may provide for additional matters as per SCR 
Ac1, which may nol be possible for inclusion in the Articles of a company, as per the 
provisions of the Companies Act [Madras Stock Exclwnge Ltd. v. S.S.R.. Rajkumar 
(2003) 116 Com Cases 214 (Mad.)]. 

4.7 ALTERATION OF ARTICLES 

A company has a statutory right to alter its articles of association. Section 31 provides 
that subject to the provisions of the Act and to the conditions contained in its 
memorandum. a company may, by special resolution alter or add to its artic les. A 
printed or type written copy of every special resolution altering the articles must be 
filed with the Registrar within 30 days of the passing of the special resolution. 

Fir.st proviso lo Section 14( l ) lays down that where a company being a private 
company alters its articles in such a manner that they no longer include the restrictions 
and limitations which are required to be included in the arlicles of a priv..itc company 
under this Act, the company shall, as from the date of such alteration, cease to be a 
privatt: company. 
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Second proviso to Section 14( l ) stipulates that any alteration having the effect of 
conversion of a public company into a private company shall not take effect except 
with the approval of the T r ibunal which shall make such order as it mny deem fi t. 

The right to a lter just by passing special resolution is so important that a company 
cannot in any manner deprive itself of the power Lo alter its articles. Also, tbe power to 
reduce or increase the number of members in the case of a company limited by 
guarantee without share capital, from time to t ime, as given in the articles can be done 
by a special resolution ofthc general body of members. 

Every a lteration of the articles under th is section and a copy of the order of the 
Tribunal approving the alteration as per Section J4(l) shall be filed with the Registrar, 
together with a printed copy of lhe a ltered articles, within a period of fifteen days in 
such manner as may h e prescribed, ,..,,ho shall register the same. [Section J 4 (2)] 

Any alte ration of the articles registered un<ler Section 14(2) shall, subject to the 
provisions of this Act. be valid as if it were originally in lhc articles. (Section 14(3 )) 
The right to altt:r the articles is so impo1tant that a company cannot in any manner, 
either by express provisions in the articles or by independent contract, deprive itself of 
the powers to alter its artic les (Walker v. london Tramway Co. (1879) 12 Ch. D. 705]. 

However, inspitc of the power lo a lter its article~, a company CcUl exercise this power 
subject to certain limitations. 

4.8 LIMITATIONS ON POWER TO ALTER ARTICLES 

These are: 

(i) The alteration must not exceed the powers given by the memorandum or conflict 
with th~ other provisions of the memora ndum. 

(ii) T he alteration must not be inconsistent with any provision of the Companies Act 
or any other statute. For example, no compa ny can purchase its own shares 
(Section 77) a nd if the articles of a company are altered so as to have the power 
to purchase its own shares, lbco such power will be void. 

(iii) The altered articles must not include anything which is i!lcg<1l, or opposed to 
public policy or unlawful. 

(iv) The alteration must be bona tide for tbe benefit of the company as a whole. The 
alteration will not., however, be bad merely because it inflicts hardship on an 
individual shareholder. 

Examples: (a) A company had a lien on all shares "not fully paid"for calls due 
to the company. There was only one shareholder A, who owned fully paid-up 
shares. !le also held partly-paid shares in the company. A died. The company 
a ltered ils articles striking ow lhe words "nor fully paid up" and thus guve ilse!f 
a lien on all shares - whether fu.llv paid up or not. The legal representative of A 
challenged rhe alteration on the ground that the alteration had retro:,,per.tive 
effect. 

H eld: The alteration was good, as it was done bona fide for the benefit of the 
company as a who le, even though the a lteration had a retrospective effect [Allen 
v. Gold Reefs of West Afri ca Ltd. (1900) J Ch. 656]. 

(b) By an allcration in rhe articles, a company was empowered to expropriate 
shares heh! by any member who was in business in competition with the 
company. At the Lime of alteration. there was only one memb er doing business 
in competition with the company. He challenged the alteration. 



Held: The alteration was valid, although only one member was at chat time 
within the ambit of alteration, as the alteration was bona fide and for the benefi1 
of the company [Sidebottom v. Kershaw Leese & Co. ( 1920) Ch. l 54 (C.A)]. 

(v) The a lteration must not constitute a fraud on the minority by the majority. If the 
alteration is not for the benefit of the company as a whole, but for majority of 
the shareholders, then the alteration would be bad. In other words, an alteration 
to the aniclcs must not discriminate betweCll the majoricy shareholders and the 
minority shareholders so as to give the former an advantage of wbicb the latter 
have been deprived. 

Example: In Brown v. British Abrasive WhecJ Co. (1919) I Ch. 290, the 
majority whi<:h held 9R percent of the shares passed a specia l resolution that 
upon 1he request of holders of 9/1 O'h of the issues s hares, a shareholder shall be 
bound 10 sell and transfer his shares to the nominee of such holders al a fair 
value. The alteration was held to be invalid since it amounted to an oppress io□ 
of minority. 

(vi) There cannot be alteratioo of 1he articles so as to compel the existing members to 
take or subscribe for more shares or in any way to <:ontribu1e to tbe share capital, 
unless they give their consent in writing (Section 38). 

(vii) An alterauon of articles 10 effect a wnversion of a public company ioto a private 
company ca1mot be ma.lie without the approval of the Central Government 
(Section 31 ). 

(viii) A company can.not justify breach of contract with third parties or avoid a 
contractual liability by altering articles. 

(ix) The amco<led regulation in the Articles of Association cannot opera<t: 
retrospectively, but only from the dale of amendment [Pyare Lal Sharma v. 
Managing Director, J & K Industries Ltd.]. 

Subject to the foregoing condi<ions, the Articles in a company can be altered and no 
clause can be included in the Articles that it is not alterable. Persons who become 
membei:s of a company have no right to assume that the Articles will aJways remain in 
a particular form. 

Of course a section or a class of s hareholders cannot be unfairly or oppressively 
treated. Thus, th.ough the requisite majority of members couJd pass a special resolution 
to alter the Articles and if the alteration has the effect of making a fraud on the 
minority, lhe minority shareholders not being less than the number specified in 
Section 397 and 398 could move the Court for redressing their grievances. 

The Cowts have entertained such applications from shareholders even where they are 
smaller in number. As already mentioned, a company is not prevented from altering its 
Ar1icles on 1'he ground that such an alteration would be breach of a contr-dcl but an 
action for damage:; may lie again:,1 the company. [Southern Foundries v. Shir/aw, 
fl 940} AC 701). 

The discussion on the above matter will not be complete without referring lo the rule 
in Foss v. Harbottle (1843) 2 Hare 461 where the court held that no individual 
sharebolder nor a minority of shareholders in a company .can take it upon himself or 
tbemsdves to remedy an alleged wrong involved in the actions of directors if the:: said 
wrongful act is something which the majmity can regularise and approve of. 
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BINDING FORCE OF MEMORANDUM AND ARTICLES 

Section 36 provides that tbe memorandum and ar ticles. when registered, bind 1he 
company and its members to the same extent as if they had been signed and scaled by 
each member and contained covenants on the part of each member to observe a nd be 
bound by all the provisions of the memorandum and articles. 

Thus, the company is hound to the members; the members are bound to the company; 
and the members are bound to the other members by whatever is contained in t.hese 
documents. But neither a company nor its members are bound to outsiders. The5c 
relationships are d iscussed herein below: 

.'tvlembers bound to cnmpany. Each member must observe the provisious of the 
a1ticles and memorandum. For instance, a company has a righ1 of lien o n members' 
shares, or to forfeit the shares on non-payment of calls. Every member is bound by 
whatever i.s contained in the memorandum and articles. 

Example: The articles of a company contained a clause thal on the bankruptcy of a 
member, his shares should b e sold to other person and a t a price fixed by the 
Direc1ors. 'B', a shareholder was adjudicated bankrupt. His trustee in bankruptcy 
claimed that he was not bound by these provisions and should be a t liberty to sdl the 
shares at the !rue value. Held, that the trustee was bou nd by the articles, as shares were 
purchased by · B' in terms of the articles. [Borland Trustees v. Steel bros Co. ltd. 
(J901J 1 Ch. 279]. 

Each tnembcr is not only bound by the covenants of memorandum and articles as 
orig inally framed but as altered form time to tirne in accordance with the provisions of 
the Companies Act. The articles of associations are the regulations of the company 
binding on the company and on its shareholders. Further, the :-.hareholdcrs ca1mot 
among themselves enter into <1n agreement which is contrary lo or jnconsistcnt with 
the artic les of association of the company. 

Company hound to members. Sim.ilarly, a company is bound to members hy wbatcver 
is contained in its memorandum and articles of association. The company is bound not 
only to the "members as a body" but also to the individual members as to their 
individual rights. The members can restrain a compan y from spending money on ultra 
vires lransactions. An individual member can make the company fu lfill its obligations 
lo him, such as to send the notice for the meetings, to allow him to cast his vote in the 
meetings. 

Memher.'> bound to member. T he articles bind the members inter se, i.e. , one to 
another so far as rights and duties arising from the articles are concerned. 

lt is well sett led that the a1iicles of association will have a contractual force between 
the company and its members as also between the members inter se in relation to their 
rights as such members. 

Example: The articles of a company provided that whenever any member wished lo 
transfer h i!> shares, he was under an obligation to inform the directors of hjs intention 
a nd the directors were under an obligation to take the said shares equally hctween 
them at a fair value. 

The directors rcfosed to take the shares of a particular member on the ground that the 
Articles did not impose an enforceable liability upon them. Held: The directors were 
under an obligation to purchase the shares, as members of the company, in terms of 
the prov isions of the Articles. There was a personal liability of members inter se 
[Rayfield v. Hand (1960) Ch.I]. 



Whether company or members hound lo outsiders ? No, the memorandum or articles 
do not confer any contractual rights to outsiders against the company or its members, 
even though the name of the outsiders is mentioned in the articles. 

Example. The articles of a company provided that Eley should be solicitor for life to 
the company and should not be removed from office except for misconduct. Later on 
he also became a member of the company. But after employing him as a solicitor for a 
number of years, the company discontinued his services. 

He, being a member, sued the company for damages for breach of the contract 
contained in the articles of association. Held: His suit was dismissed on the ground 
that, he, as a solicitor, was no party to tbe articles. He must prove a contract 
independent of the articles. There was no infringement of his right as a member. The 
breach of contract was there but in his capacity as a non-member £Eley v. Positive 
Government Security Life Assurance Co., (1876) 1 Ex. D . 88}. 

Whether directors are bnunrl by whatever is contained in the articles? Yes, the 
directors of tb.e company derive their powers from the articles and be subject to 
limitations, if any, placed on their powers hy the articles. Jf they contravene any 
provisions of articles, two parties may be affected: (1) lhe compa11y itself, and (2) the 
outsiders. 

In case of conlravcn11on of the provisions of the aJticles, the directOJs render 
themselves liable to an action at the inslance of the members. However, members may 
ratify the ac1 of the director, if they so desire. But if as a result of the breach of duty 
any loss has resulted to the company, the directors arc liable to refuod to !he company 
any damage so suffered. 

Further, where the directors contravene the provisions of the articles, it may affect 
outsiders' interest also. 

4.9.1 Constructive Notice of Articles and Memorandum 

Section 610 provides that the memorandum and articles. when registered, become 
public documents and then they can be inspected by anyone on payment of a nominal 
fee. 

Therefore, any person who contemplates entering into a contract with the company 
has the means of ascertaining and is thus presumed to know lhe powers of the 
company and the extent to which they have been delegated to the directors. 

In other words. every person dealing with the company is presumed to have read these 
documents and understood them in their true perspective. This is known as ·Doctrine 
of Constructive Notice'. Even if the party dealing wi th the company docs not bave 
actual notice of tbe contents, it is presumed that he has "cons1ructivc notice::'' of them. 

Examples: (i) One of the articles of a company provides thac a bill of exchange ro be 
effective must be signed by two directors. A bill of exchange is signed only by one of 
th.e directors. The payee cannot claim under the hill. 

(ii) Tn Kolfa Venkoraswamy v. Ram Murthy AlR (1934) Mod. 579, the articles provided 
that all deeds and documents of the company shall be signed by the managing director, 
secreLary and working director. A mortgage deed was accepted witll secretary and 
working director's signature only. Held: the deed was invalid. 

(iii) Similarly, if a person enters imo a contract which is beyond the powers of 1he 
company, he cannot acquire any right under the contract against the company. 
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T he doctrine of constructive notice throws a burden on people entering into contracts 
with the company that lhey a.re presumed to have read the documents, though in fact, 
they might not have read them. 

On the other hand, the doctrine of indoor management allows all those w ho dea l •.vi.th 
the company to assume that the provisions of ihc articles have been observed by the 
officers of the company. 

Jn other words, they are not bound to enquire into the regularity of internal 
proceedings. An outsider is not expected to see that the company carries out its 
internal regulations. 

Example: The directors of a company were authorised by the a rticles to borrow on 
bond such sums of money as should from time to time, by a resolution of the company 
in general meeting, be authorised to be borrowed. The directors gave a bond to T 
without the authority of any such resolut ion. The question arose whether the company 
was liable on the bond. 

Held: T he company was liable on the bond, as T was en1i1Jcd to assume that the 
resolution of the company in general met:l ing had been passed [The Royal British 
Bank v. Turquand (1856) 6 E & B .127]. 

Exceptions - The doctrine of indoor management is subject Lo the following 
exceptions: 

l. Knowledge of irregularity. T he rule doc.:s not protect any person w ho has actual or 
construelivc notice of the want of authority of the person acting on behalf of the 
company. 

Example: The articles of a company empowered the directors to borrow upto 
£ J ,000. They could exceed U1e limit of£ 1,000 with the consent of the company 
in general meeting. Without such coosem, they borrowed £3,500 from themselves 
and took debentures. The company refused to pay the amount. 

Held: Their debentures were goocl to the extent of£ l.000 only as they had notice 
of the internal irregularity [Howard v. Patent i vory Co .. (38 Ch. D. 156)]. 

2. No knowledge of articles. The rule cannot he invoked in favour of a person who 
did not consult the memorandum and articles and thus did not rely on them. 

Example: T was a director in the investment company. He, purporting to act on 
behalf of the company, entered into a contract with 1hc Rama Corporation and 
wok a cheque from the latter. The articles of the company did provide thal the 
Directors could delegate their powers to one of them. But R<ima Corporation 
never read the articles. Later, it was found that t.hc directors of the company did 
not delegate their powers to T. Plaintiffs relied on the rule of Indoor Management. 

Held: They could not, because they did not know the existence of the power to 
delegate [Rama Cmporation v. Proved Tin and General Investment Co. (l952)All 
ER 554). 

3. Void or illegal transaction. The rule does not apply to transactions which are void 
or illegal ab initio, e.g., forgery. 

Example: The secrewry of a company forged signature of I wo of the di.rectors 
required under the articles on a share certificate and issued the certificate without 
autl1mity. T he applicants claimed to be entitled to be registered as members of the 
company. 



Held: Tl1e certificate was a nullity and the holder of tbe share certificate could not 
take advantage of the doctrine of indoor management [Ruben v. Great Fingal 
Consolidated (1906) A.C 439]. 

4.10.1 Exceptions co the Doctrine- of lndoor Management 

Tbc above noted ' doctrine of indoor management' is, however, subject to certain 
exceprions. 

In other words, relief on the ground of • indoor management ' car10ot be claimed by an 
outsider dealing with the company in the following circumstances: 

J. Where the outsider had kriowledge of irregularity: The rule docs not protect any 
person who has nctual or even an implied notice of the Jack of authority of the 
person acting on beha lf of the company. 

Thus, a person knowing fully well that the dircdors do not have the authority to 
make the transaction bu1 still enters into it, cannol seek protection under the rule 
of indoor management. 

1n Howard v. Patent Jvory Co. (38 Ch. D 156), the articles of a company 
empowered the di.rectors to borrow upto one thousand pounds only. Tbey could, 
however, exceed !he li1ui1 of one thousand pounds with the consent of the 
company in general meeting. 

Without such consent having been obtained, they borrowed 3,500 pounds from 
one of (he directors who look debentures. The company refused to pay the 
amount. 

Held: The dehenturcs were good to tbe ex.tent of one thousand pounds onJy 
because the director had notice or was deemed Lo have the notice of the intcmal 
irregularity. 

2. No knowledge n.f memorandum and articles: Again, the rule cannot be invoked 
in favour of a person who does not consults the memorandum and articles and 
thus did not rely on them. 1n Rama Corporation v. Proved Tin & General 
lnvestment Co. (1952) JAIL ER 554, Twas a di.rector in. the company. 

He, purporting l.o act on behalf of the company, entered into a contract with the 
Rama Corporation and took a cheque from the lntter. 

The articles of lhe company did provide that the di.rectors could delegate their 
powers to one o[ them. l3ut Rama Corporation people had never read the articles. 
Later, it was found that the directors of the wmpany <lid not delegate their powers 
10T. 

The Plain1iff relied on the n1le of indoor management. Held, they could not 
because they cvci1 did not know that power could be delegated. 

3. Forgery: The rule of indoor management does not extend co transactions 
• involvjng forgery or to transactions which arc otherw1sc void or illegal ab initio. 

lo the case of forgery it is not lhat there is absence of free consent but LJ1ere is no 
consent at all. The person whose signatures have been forged is not even aware of 
tbc transaction and the question of his consent being free or otherwise does not 
arise. 

Consequently, it is not that the title of the person js defective but there is no 1itle at 
aU. Therefore, howsoever clever the forgery might have been, the personates 
acquire no rights at all. 

Article~ of Assoc,arion 
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Thus, where the secretary of a company forged signatures of two of the directors 
required under the articles on a share certificate and issued certificate without 
authority, the applicants were refused regis tra tion as members of the company. 

The certificate was held to be nullity and the holder of the ce11ificate was not 
allowed to take advantage of the doctrine of indoor management [Ro11ben v. Great 
Fingal Consolidated (J906j AC 439). 

Forgery, in tJ1c case of a company, can take different fomJs, lt may, besides 
forgery of the signatures of the authorised officials, include the execution of a 
document towards the personal discharge of an official's liability instead of the 
liability of the company. 

Thus, a bill of exchange s igned by the manager of a company with his own 
signature under words stating that be signed on behalf of the company, was held 
to be forgery when the bill was drawn in favour of a payee to whom the manager 
was personally indebted [Kredithank Cassel v. S,henkers Ltd. (1927) 1 K..B 826]. 

The bill jn this case was held to be forged because it purported to be a different 
document from what it was in fact; it purported to be issued on behalf of the 
company in pay ment of its debt wbcn in facl it was issued in payment of the 
manager's own debt. 

4. .l\/eglige1tce: The 'doctrine of indoor management', in no way, rewards those who 
behave negligently. Thus, where an officer of a company does somctlting which 
shall not ordinarily be within his powers, the person dealing with him must make 
proper enquiries and satis fy himself as to the officer's authority. 

If he fails to make an enquiry, he is cstopped rrom relying on the Rule. In the case 
of U nderwood v. Benkof Liverpool (1924) l KB 775, a person who was a sole 
director and principal shareholder o f a company deposited into his own account 
cheques drawn in [a vour of the company. 

Held, that, the bank should have made inquiries as Lo the power of the director. 
The bank was put upon an enquiry and was accordingly not entitled to rely upon 
the ostensible authority of di.rector. 

Similarly, in the case of Anand !3chari Lal v. Dinshaw & Co. (Bankers) Lld. AIR 
1942 Ou<lh 4 17, an ac.;countant or a company transferred some property of a 
company in favour of Anand J3chari. 

On an action brought by him for breach of comract, the Court held the transfer lo 

be void. It was observed that the power of rransfcLTing immovable property of the 
company could not be considered within the apparent authority of an accountant. 

Aga in, the doctrine of indoor management does not apply where the question is in 
regard to the very existence of an agency. 

In Varkey Souriar v. Keralceya Banking Co. Ltd. (1957) 27 Com Cases 591 
(Ker.), the Kerala High Court held that the ' doctrine of indoor management ' 
cannot apply where the question is not one as to scope of the power exercised by 
an apparent agent of a company but is with regard to the very existence of the 
agency. 

This Doctrine is a lso not applicable where a pre-condition is required to be 
fulfilled before the company itself can exercise a particular power. 

In other words, the act done is not merely ultra vircs the directors/officers but ultra 
vi res the company itself - Pacific Coast Coal Mines v. Arbuthnot ( I 9 l 7) AC 
607. 



1n the end, it is worthwhile to mention that Section 6 of the Companies Act, 201 3 
gives overriding force and effect to the provisions of the Act, notwithstanding 
anything to the contrary contained in the memorandum or articles of a company or 
in any agreement executed by it or for that matter in any resolution of the 
co1npany in general meeting or of its board of directors. 

A provision contained in the memorandum, articles, agreement or resolution to the 
extent to which it is repugnant to the provisions of the Act, w ill be regarded as 
void. 

A corporntion, organization or other entity set up to provide a legal shield for the 
person actually control ling the operation. 

4.10.2 Doctrine of Alter Ego 

Tt is used by the courts to ignore the status of shareholders, officers and directors of a 
company in reference (O their liability in their respective capacity so that tht:y inay be 
held personally liabJc for their actions when they have acted fraudu lently or unjustly. 
Jn Lennard's Carrying Co. Ltd. v. Asiatic Petroleum Co. Ltd. ( ] 915] AC 705, 
Viscount Haldane propounded the "alter ego" theory and distinguished it from 
vicarious liability. The House of Lords stated that the default of the managing director 
wbo is the ·'directing mind and will" of the company, would be attributed to him and 
he be held for the wrong doing of the compan.y. 

4.10.3 Alterations of Memorandum or Articles to be Noted In Every Copy 

Every altcralion made in the memorand,1m or articles of a company shall be noted in 
every copy of the memorandum or articles, as the case may be. [Section 15(1 )] 

If a company makes 1:1ny default in complying with the provisions of Section l 5(1 ), the 
company and every officer who is in default shall be liable to a penalty of one 
thousand rupees for every copy of the memorandum or articles issued without such 
alteration. [Section 15(2)) 

4.11 DISTINCTION BETWEEN MEMORANDUM AND 
ARTICLES 

The main poinL'- of distinction between the memorandum and articles are given below: 

I. Memorandu m of association is the charter of the company and defines the 
fundamental conditions and objects for which the company is granted 
incorporation. Articles of association are the iules and regulations framed to 
govern this internal management of the company. 

2. Clauses of the memorandum cannot be easily altered. They can only be a ltcred in 
accordam:e with the mode prcscribc<l by the Act. ln some of the cases, alteration 
requires the permission of the Central Government or the Court. Jn the case of 
articles of association, members have a right to alter the articles by a special 
i;-csolution. Generally there is no m~ed to obtain the pcnnission of the Court or the 
Central <,ovcrnment for alteration of the articles. 

3. Memorandum of association cannot include any clause contrary to the provisions 
of the Companies Act. The articles of association are subsidiary both to the 
Companies Act and the memorandum of association. 

4. The memora ndum generally defines the relation between the company and the 
outsiders, while the a·11iclcs regulate the rdationship between the company and its 
members and between the members inter se. 
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5. Acts done by a company heyond the scope of the memorandum are absolutely 
void and ultra vires and cannot be ratified even by unanimous vote of a ll the 
shareholders. But the acts or the directors beyond the articles cao be ratified by the 
shareholders. 

4.12 PROSPECTUS 

After the receipt of Certificate of lncorporation from the Registrar of comp,mies, the 
promoters of a public company invite the public and financial institutions to subscribe 
to the capital of the company. 

Th is notice, advertisement or other document inviting offers for lhe subscription to tl1e 
share capila l of the company is called prospectus. Only public companies can issue a 
prospectus. Prospectus is a valuable document issued by the company to raise the 
capital. 

Prospectus has been defined as "any document described of issued as prospectus and 
includes any notice, circular, advertisement or other eommunicatjon, inviting offers 
from the publ ish for the subscription or purchase of any shares." 

4.12.1 Steps which arc Necessary before the J ssue of Prospectus 

A private company is prohibited from inviting public to subscribe to its sha(c capital 
and it arranges its share capita l privately. The shares are subscribed by a small number 
of persons ,-vho are known to the promoters or are related to them by family 
connections. 

A public company may also decide not to invit<;; public to subscribe to its share capital 
and arrange its capital privately as in the case of a private company . Under such 
circumstances, the public company is required to submit a statement in lieu of 
prospectus with the Registrar of Companies a tJcast three days before the allotment of 
shares is made. 

However, a public company limited by shares, generally issues shares to the public for 
which it have to issue a prospectw,. Jn that case it has to follow the procedure below. 

After the certificate of incorporation is obtained, the affairs of the company are taken 
over by the first directors appointed in accon.lance with the provisions of law. They 
w ill el eel one of their members as the chairman of the Board or Directors, ir oonc is 
11ame<l in the articles of association. The Board attends to the following mattei:s: 

(i) Appointment of various expert agencies such as bankers, auditors, secretary, etc. 

(ii) Entering into underwriting contract, brokerage contracts. 

(iii) Making arrangements for the listing of shares on stock exchanges. 

( iv) DraHing a prospectus for the purpose of issue to the public. 

The appointment of a banker is necessary as it has to receive the share application 
along with application moneys. The a ppointment of first auditor is in the hands of 
Board of Directors and it b~comes necessary, as we shall see later, to make the 
appoint meat before the issue of prospectus. The appo intment of company secretary is 
obligatory in case of companies, having the prescribed paid-up share capital 
(presently, ~50 lakhs or more). In other companies also, the appointment of a 
company secretary is desirable. 

4.12.2 Time of F loatation 

The Boacd of Directors will then decide about the t ime of issue of prospectus. 1t is 
adviscible to consider the condition of the capic.a1 market, the jnvestors' mood, fiscal 



and monetary policies of the Government and the state of business condjtions before 
issuing a prospectus. 

4.12.3 Definition of a Prospectus 

A prospectus. as per Sectioo 2(36}, means any document described or issued as 
prospectus and includes any notice, circuJar, advertisement or other document inviting 
deposits from the pubjjc or inviting offers from the public for the subscription or 
purchase of any shares in or debentures of a body corporate. Thus, a prospeetu~ is nor 
n1crely an advertisement; it may be a circular or even a notice. A document shall be 
called a prospectus jf it satisfies two things: 

l . 11 invites subscriptions to share or debentures or invites deposits. 

2. The rtforesaid invitation is made to the public. 

What constitutes a11 n.ffer lo the public? Section 67 lays down two-way critccia as to 
what shall constitute an invitation to the public. These are: 

1. An invitation to the pubJic shall include an invitation lo any section of the public, 
whciher seleclcd as members or debenture hold<.·r.s of the company concerned or 
as clients of the person issuing the prospectus or in any other manner. However, a 
document by the way of invitation to existing members or debenture hold<.'t-S to 
subscribe lo shares or debenture by way of right is not a prospecrus [Sct:tion 
56(5)). 

2. An invitation shall not be an invitation to the public if it cannot be cakul:ltcd to 
result, dtree1!y or indirectly, in I.he shares or debentures becoming av11i lablc for 
subscription or purchase by persons other than those receiving the invitation. 
Thus, it will nol be an invitation to publ ic where B, a friend of A who receives the 
invitation, also desires to .subscribe, but his offer shall be refused because he was 
not invited to rnak.e the same. On the other hand, it will become an invitation to 
public where his (B's} offer shall also be accepted. 

The offering of shares of kith and kin of a director is not an invitation to the public to 
buy shares (Rattan Singh v. Moga Transpor l Co. Ltd. ( l 959). 20 comp. ca~. 165). 
Further. tbe learned judge in this case held that in all cases the <leteonination of the 
question of an offer being made to the public depends upon the facts and language of 
the notice and the particular circumstance of each case. 

Tn Nash v. Lynde (J 929, A. C. 1585) Justice Viscount Summer observed: "The 'public' 
is n(course a general word. No particular numbers are prescribed. Anything.fi·um fl-1'0 

lO ;f!fmiry may serve,· perhaps even one. if he is intended lo be thefir.1·1 nj'a .teries of 
suhscrihers. but makes fun her proceeding needless by himself subscribing the whole. 
The poin1 is tha1 the ojjer is such as to be open to anyone who bn·ngs his money and 
applies in due form. whether the prospecws was addressed 10 him on behalf" of rhe 
company or nor·•. 

lf a company (other than non-banking finance company and Public Financial 
Institution) makes an offer to 50 or more pe(sons, it will be treated as a puhlic issue. ln 
other words, private placement hy a company shall come undec the purview of a 
'public jssue'. 

4. t2.4 Small Depositors (Section 58AA) 

To protect smaJJ depositors, Sections 58AA and 581\AA provide: 

(i) A small depositor is one who has deposited, in a financial year a sum not 
ex<.:eeding t 20000 in a company and includes his successors, nominees and legal 
repre~en1fllives. However, the term does not include lhosc small tlepositors (a) 
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( ii) 

who renewed their deposits voluntarily; or (b) whose repayment is not made due 
to death or stay order of a competent court or authority. 

Any company accepting deposits shall have to inform the Tribunal, on monthly 
basis, the names and addresses of each small deposilor about its <lefaulL in 
repayment of deposit or payment of interest thereon. A period of 60 days is 
prescribed for intimation of any default to the Central Government which shall, 
after giving the depositor an opportunity o f being heard, pass an appropriate order 
within 30 days from the date of receipt of such intimation from the defaulting 
company. 

(iii) Such a defaulting company is prohibited to accept further depos its from small 
dcpos itors at any hme until the defaulis are made good. 

(iv) The total numbers of small depositors and the amount due to them in respect of 
which default is made the fact of whatever of interest accrued on deposits shall be 
stated in all future ad vertisements and application forms inviting deposjts from 
the public. 

Fu1ther every applicatjon form for accepting deposits shall contain a st.atemenl 
that the applicant has been apprised or every past default of the company in 
repayment of deposits and for payment of jnterest thereon to the small depositors. 

(v) Every direc tor of such a defaulting company shall b<:: prohibited to be i\ppointed 
as a director of any pubJic company for 5 years from the date of the ddaull . 

(vi) No such defaulting company shall directly or indirectly make any loan to any 
body corporate, give guarantee or provide secur ity or acquire security of any 
body corporate till such default continues. 

(vii)£ very non-compliance is punishable with imprisonment upto 3 years and also 
Cine not less than ~500 for everyday. 

(viii) An aggrieved depositor is abo entitled to make an application to Tribunal for 
rcdressal of his grievance against the company. 

Default in acceptance or refund of depo.\·its to be cognit,llhle (Section 58AAA). Every 
offence c0nnccted witn or aris ing out of acceptance of deposits under Section 58A or 
Section 5SAA is a cognizable offence under the Code of Criminal Procedure, l 973. 

Dating of prospectus (Section 55). Section 55 states that every prospectus must be 
dated and that date is deemed to be the date of publication of the prosp ectus. 

Powers of SEBI. Section 55A prov ides that the p rovisions contained in sections 55 to 
58. 59 10 81, I 08-1 10, 11 2-1 13, 11 6-122, 206, 206A and 207, so far as they relate to 
issue and transfer of securities and non-payment of dividend shall be administered by 
Sc81 in the following cases: (a) in case of listed companies; (b) in c<1sc of those public 
companies which intend to get thefr securities listed on any recognised stock exchange 
in India. In any other, case, the Central Government shall be the administering 
authority. 

4.12.5 Contents of a Prospectus 

Section 56 lays down that the matters and reports stated in Schedule lT to the Act must 
be included in a prospectus. The format of a prospectu s is divided into three parts. In 
the first part brief particulars are to be given about matters mentioned below: 

1. Generul information. Under this head information is given abou1 (i) Name and 
address of registered office of the company. (ii) Name/(s) o f s tock exchange/(s) 
where ap p lication for listing is made. (i ii) Dcclara1ion about refund of the issue if 
minimum subscription or'90 percent is not received within 90 days from closure 
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of the issue. (iv) Declaration about the issue of allotment letters/refunds within a 
period of 10 weeks and interest in case of any delay in refund, at the prescribed 
rate, under Section 73. ( v) Dale of opening of the issue. (vi) Date of closing of tbe 
issue. (vii) Name and address of auditors and lead managers. (viii) Whether rating 
from CRISIL or any rating agency has been obtained for the proposed 
debentures/preference shares issue. 1f no rating has been obtained, this should be 
answered as 'No'. (:ix) Names and address of the underwriters and the amount 
underwritten by them. 

2. Capital structure of the company. (i) Authorised, issued, subscribed and paid-up 
capital. (ii) Size of the present issue, giving separately reservation for preferential 
allotment to promoters and others. 

3. Terms of tlu: present issue. (i) Terms of payment. (ii) How to apply. (iii) Any 
special tax benefits. 

4. Particulars of the issue. (i) Objt.-cts. (ii) Project cost. (iii) Means of Financing 
(including contribution of promoters). 

5. Cnmpauy management and project (i) History nnd main objects and present 
business oft he company. (ii) Promoters and their backgrouitd. (iii) Location of the 
project. (iv) CollaboraLions, if any. ( v) Nature.: of the product. ( vi) Export 
possibilities. (vii) Future prospects. (viii) Stock market data for sruire/debenlures 
of the company including high and low price in each of the last three years aud 
monthly high and low during the last six months, if applicable. 

6. Certain prescribed particulars in regard to the company aod other listed companies 
uo<ler lbc same management which made any capital issue during the last 3 years. 

7. Out..;tanding litigations relaling to fioanci..i 1 ,natters or crimina I proceedings 
against the company or directors under Schedule Xlll. 

8. Management perception of risk factors (e.g., sensitivity to foreign exchange rate 
fluctuations, difficulty in availability of rnw materials or in marketing of products, 
cost/time over-run, etc.) 

Part n of Schedule 11 requires the company to gjve detailed inf'ormation. This part is 
further sub-divi<le<l into lhree parts viz., General lnfonnation, Financial lnformntion 
and Statutory and Other lnformalion. 

General lnformatjon shall include information on matters like: 

(i) Consent of directors, auditors, solidtors, managers to the issue, Registrars to t.be 
issue. bankers of the company. bankers to the issue and experts. 

(ii ) Change, if any, in direclors and auditors during the last 3 years and reasons here 
for. 

(iii) Procedure and time schedule for allotment and issue of certifica tes. 

(iv) Names and address of company .secretary, legal advisor, lead managers, co-
managers, auditors, bankers LO the issue. 

(v) Authority for the issue and deta ils o[resolutioo passe<.l therefor. 

Financial i11,Jormation includes: ( i) reports of the auditors of tbc company wilh 
respect to its profits and losses and assets and liabil ities, and the dividends paid during 
the fi ve financial yea rs immediately preceding the issue of prospectus; (ii) report by 
the accountants (who should he named) on the profits or losses for the preceding 5 
financial years and on the assets and liabilities on a date which must not be more than 
J 20 days before the date of the issue of the prospectus. 
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Statutory and other information includes information about: (i) Minimum 
subscrjplion. (ii) Expenses of the issue. (lii) Undcrwdling commission and brokerage. 
( iv) Previous public or rights issue; if any, giving particulars about date of allotment, 
refunds, premium/discount, etc. (v) Issue of shares otherwise than for cash. 

(vi) Commission or brokerage on previous issue. (vii) Particulars about purchase of 
prope1iy, if any. (viii) Revaluation of assets, if an)'. (ix) Material contracts and time 
and place where such documents may be inspected. (x) Debentures and redeemable 
preference shares or other ins truments issued but remaining outstanding on th.e date of 
the prosp ectus and lenns of their issue. 

Part ill of the Schedule gives explanations of certain tem1s and expressions used under 
Part J and Part IJ of the Schedule. 

4.12.6 SEBI Guidelines Relating to Disclosure on Prospectus 

Every prospectus submitted to Stock Exchange L3mml of India (SEBI) for vetting 
shall, in addition to the requtrcments of schedule lI lo the Act, contain/specify certain 
p a t1iculars as are announced from lime to time. 

4.12. 7 Abridged Form of Prospectus 

Section 56(3) requires that no one shall issue any form of application for shares in or 
debentures of a company unless th~ same is accompanied by a memorandum (kn.own 
as 'Abridged Prospectus') containing such salient features o[ prospectus as may be 
rrescribcd. Thus, instead of appending full prospectus, an ' abridged prospcch1s' need 
only be appended to the application form. 

ln order to provide for great~ disclosure of information to prospective investors so as 
to enable them lo take an informed decision regarding investment in shares and 
debentures, Form 2-A has been prescribed as a format of abridged prospectus. It is 
n.nther required. that the abridged prospectus and the share application form should 
bear the same printed number and the two should be separated by a perforated line. 
Accordingly, lhe investor may detach the application for;,1 before submitting the same 
to the company or the designated bankers. 

When 'abridged prospectus' not 1tecessary. ln the following circumstances, an 
'abridged prospectus' containing the pre~cribcd particulars as per Form 2A need not 
accompany the application forms: (i) ln the case of a bona fide invitation to a person 
to ent.cr into an underwriting agreement with respect to lhe shares or debentures. 
(ii) When shares or debentures arc n ot offered to the public. (iii) Where offer is ma<le 
only to existing me mbers/debenture holders of the company by way o f rights, whether 
with or without the 1igbt of renuociatiort (iv) l n the case of issue of shares or 
debentures which are in all respects similar to those pn::viously issued and dealt in and 
quoted on a recognised stock exchange. 

Penalty: Non-compliance of the aforesaid provisions by any person shall attract 
punishment in terms of fine which may extend 10 ~5,000 . 

.8csides, the omission from a prospectus of a matter required to be included by Section 
56 may give rise to an action for damage at the instance of a subscriber for share or 
dcbenLures who has suffered loss thereby. It shou ld be noted that the Act does nol say 
lhal directors shaJI be liable, but this seems to be implied from Section 56 (4). 

4.12.8 Draft Prospectus to be made Public 

SEBJ requires making public 1he draft prospectus filed with it. The lead Merchant 
Bankers sha!J simultaneously file copies of the draft document with the stock 
ex.changes where the issue is proposed to be listed. Lead Mcrchan1 Bankers shall a lso 



make copies ava ilable l o U1c public. Lead Managers/stock exchanges can charge an 
appropriate sum from the person requesting such a copy(ies). 

4.12.9 The Expert's Consent to the Issue of Prospectus 

A prospecrus may contain a statement purpmting Lo be made by ao expert. The tenn 
'expert' mcludcs an engineer. a valuer, an accountant and any other person whose 
profession gives authority to a sh:1temen1 .made by him. Tbe reports from an expert 
musl not be included in a prospectus unJcss: ( i) such expert is unconnected with the 
formation or management of the company (Section 57); (ii) he gave his consent 
(Section 58); ( iii) he 1s competent to make the report, valuation or statement; (iv) a 
statement lhat he has given and not withdrawn his consent thereto appears in the 
prospectus (Section 58). 

If the report of 1he expert is publisl1ed in contravention of tile above mentioned 
provisions, every person who is knowingly a party to the issue of the prospectus shall 
be punishable with fine up 10 f S0,000 (Section 59). 

4.12.10 Registration of the Prospectus (Section 60) 

A copy of lhe prospectus duly signed by every director or proposed director must be 
delivered ro the Regislrar before its publication. Further, every copy of the prospectus 
on its face musl Slate lhat a copy has been delivered for registration. The copy must 
have attacbc<l 10 it the following documents namely: 

(i) the consent of the ex.perl to file the prospectus; 

(ii) a copy of every contract required to be specified in the prospecrus or a 
memorandum giving foll particulars of a contract nOl reduced to writing; 

(iii) a copy of every contract appointing or fixing tl1e remuneration of a managing 
director or manager; 

(iv) the consent in writing of a person, if any, named in the pro::;pectus as the auditor, 
legal adviser, attorney, soucitor, banker 10 the company to act in that capacity: 

(v) consent of <lirectoxs under Section 266; 

(vi) a copy or the undcrwriling agreement, if any; and 

(vii) when the persons making the reports relating to profits and losses, assets and 
liabilities, etc., in respect of a business proposed to be acquired have made 
adjustmcn1s to them. a signed statement by them stating the adjustments and the 
reasons for the same. 

4.12.11 Prospectus by Jmplication 

Section 64 has been designed to check the by-passing of tbc provisions of Section 56 
as given above by ,naking an offer of sale of shares or debentures through tbc medium 
of Issue Houses. 

The proce:;s involve., allotment of shares co an Jssue House who, in tum, will is~"Uc 
advertiSCll1t!IH offering shares for sale. Since the advertisement is not issued by the 
company, it docs not amount to a pro~-pectUs and thereby liability of non-compliance 
of Section 56 provisions cannot be invoked. 

To check this malady, Section 64 provides that all documents contai.ning offer of 
shares or debentures for sale shall be included within lhe definition of the term 
'prospectus' and shall be deemed as prospectus by implication of law. 

IOI 
Articles of As.~ociauon 

and l'ro.~pectus 



102 
Indian Companies Act 

All enactments and rules of law as to the contents of prospectuses and as to the 
liability in respect of statements and omissions from prospectuses sha ll apply in 
respect of such documents. 

fu1ther, Section 64 provides that unless the contrary is proved, an allotment of, or an 
agreement to allot, shares or debentures shalJ be deemed to have been made with a 
view to the shares or debentures being offered for saJc to the public, if it is shown: 

(a) that the offer of lhe shares or debentures for sale to the public was made withjn 
6 months after the allotment or agreement to a llot; or (b) that at the date when the 
offer was made, the whole consideration to be received by the company in respect of 
the shares or debentures had not been received by it. 

In case a document is deemed as prospectus, then it must contain the following 
information in addition lo the information required to be stated in prospectus u nder 
Section 56: (a) the net amount of consideration received or to be received by the 
company in respect of the shares or debentures to which the offer relates; and (b) the 
place and Lime at which the contract under which the said shares or debentures have 
been or are to be allotted may be inspected. 

For purposes of registration of a prospectus under Section 60, the persons making the 
offer of sale to the public arc to be deemed as directo(s of the company. 

Where rhe person making the offer is n company or a firm, the documents ( i.e., 
deemed prospectus) must be signed by at least two directors or one-half of the partners 
as the case may be. 

Circumstances under which a document containing an offer for sale of shares or 
dehemures be not deemed to be a prospectus. A document containing an offer for sale 
of sh.ares or debentures is a prospectus or not depends upon whether it extends an 
invitation to the public to subscribe or not. 

The prima fac.ie test of ·public offer' or 'public invitation' is wbether the terms of the 
offer or invitation are such that. despjtc its limited circulation, it is open lo any person 
who so chooses to bring his money and apply for shares in response to the invitation. 

If the offer or invitation is so open. then j1 constitutes a 'public offer '. If, on the other 
hand, an offer or invitalion can be accepted only by the person to whom it is made and 
none other, then it will not he deemed to be an offer or invitation to the public. 

The word 'public' includes any section of the public (Section 67). 11 may, thus, 
include all registered medical practit ioners in Delhi, all advocates of High Court of 
Delhi, all Englishmen living in 1ndia. 

However, in the following cases, the document inviting subscription to shares or 
debentures of a company shall not be deemed as invitation to the pub]jc a nd hence 
shal I not be a prospectus: 

l . A circular inviting existing shareholders or debenture holders of the company. 
Although Section 6 7( I) provides that such an offer shall be an offer to the public 
yet in view of the provisions of Section 67 (3) and (4) and that of Section 56 (5), 
considered view of the authors on the subject is that it docs not amount to a public 
offer. The c ircular contarning offer of rights shares is, therefore, not a prospectus. 

2, The offering of shares to the kith and kin of a dire..:tor is not an invitation to the 
public to buy shares [Rattan Sigh v. Moga Transport Co. Ltd. (1959)). Such an 
offer, therefore, shall not be deemed as prospectus. 

3. Where an invitation is made by !he management of a company to selected persons 
for subscription or purchase by the persons receiving the offer or invitation, the 
shares or debentures and such invitation or offer is not calculated diroctly or 



indirectly to be avajled of by other persons, such invitation or offer shall not be 
deemed as prospectus [Section 67(3)}. However, this is u1 appl icable in a case 
where tbe offer or invitation to subscribe for shares or debentures is 1lli.1de to fifty 
persons or more. 

ln Nash v. Lyne (l 929), a document marked 'strictly confidential' containing 
particulars of a proposed issue of shares was sent by the managing din:c1or to a 
co-director anti through him passed on privately to a sma 11 circle of fr iends of the 
director. The House of Lords held that it was not a prospeclus, as there had been 
no issue to the public. 

4. Where a new company, by a circular, offered to buy a ll the shares o( two existing 
compnnies and issued its own shares in exchange of those shares, it does not 
amount to an offer lo the public as it neither involves an offer for the purchase of 
shares for money, nor an invitation for subscription of shares. 

Is the issue of prospcr.:tus compulsory? / When p rospectus is not n~quired to be issued? 
No, is1,ue of prospt:etus by a company is nOl compulsory in lhc fo llowing ca1,es : 

(i} A private company is not required to issue a prospecrus. 

(i1) Even a publi1,: company need not issue a prospeclus if the promoters or directors 
feel lhat lhey can mobilise resources through personal relationship and contacts. 
lo such cases. the company is required to file a statement called '!.tatemc,11 in lieu 
of prospectus' with the Registrar of Companies. 

(iii) A company may issue any forms of application for shares or debentures 
accompanied hy a memorandum containing the prescribed salient featu res of 
prospectus (instead of prospectus). However, in sucb a case, a copy of the 
prospcelus must be made available to any person on reques( [Section 56 (3)). 

(iv) Where the application form is issued in conncct1on with a bona fid<! invitation to 
a person 10 enter into an underwriting agreement with respect to the shares or 
dcbenmrcs [Section 56 (3)]. 

(v) Where the application forin is issued in relation to shares or <lebenrurcs no1 
offered l o the public [Section 56 (3)]. 

(vi) Where th.c shares or debentures are offered to cx.i::;ting holders of sh.arcs or 
debentures (i.e., rights issue) with or without the right of renunciatioo jn Cavour of 
other persons [Section 56 (5)]. 

(vj i) Where invitation ro the public for subscription to the shares or debentures of a 
company is made in the form of an advertisement, ordinarily called as 
"prospectus announcement" [Section 66] . 

4. J 2.12 Shelf P rospectus and Information Memorandum 
(Sections 60A and 60B) 

Section 60A makes provisions for a self-prospectus in certain situation. A 'shelf­
prospecrus ' means a prospectus issued by any financial institution or bank for one or 
more is:.ues of the securities oc class of securities specified in tlrnt prospectus. 

Any public financial institution, public sector bank or scheduled bank whose main 
object is financing shall fi le a shelf prospectus with the regis1rar. ln such a situation 
such a company need not file a prospectus afresh a t every stage of offer of sectU'ities 
by ii within a period of validity not exceeding one year. 

Bue a company fi ling a sheJf prospectus is required to fi le an information 
memorandum (as given in Section 60B below) on all material facts relating to new 
charg~~ created, changes in the financial position as have occurred between the first 
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offer of securities, previous offer of securities within such period as may be prescribed 
by the Central Government, prior to making of a second or subsequent offer of 
seeurilies under the shelf prospectus. 

An in.formation memorandum shall he issued to the public along wilh ~helfprospectus 
filed at the s tage of the first offer of securities and such prospectus sha ll be valid for a 
period of one year from the dale of opening of the first issue of securities that 
prospectus. 

Where an update of information memorandum is filed every time an offer of securities 
is made, such memorandum together with lbe shelf prospeclus shall constitute the 
prospectus. 

4.12.13 Information Memorandum 

Section 60B provides as foll ows as regards information memorandum: 

{i) A public company making an issue of securities may circu late information 
memorandum to the public prior to filing of a prospectus. 

( ii) A company inviting subscription by an information memorandum is bound to 
file a prospectus prior lo _the opening of the subscription lists and the offer as a 
red herring prospectus, atleas t three days before the opening of the offer. 

(iii) The ·red-herring' prospectus means a prospectus which does no! have complete 
pa1ticulars on the price of the securities offered and the quantum of securities 
offered. 

(iv) The information memorandum and red-herring prospectus shall carry same 
obligations as are applicable in the case of a prospectus. 

(v) An.y variation between the informat ion memorandum and the re<l-hcning 
prospectus shall be highlighted as variations by the issuing company. 

(vi) Every variation as made and highlighted under ( iv) is 10 be individually 
intimated to the persons invited lo subscribe to the issue of securities. 

(vii) In the event of the issuing company or the underwriters to the issue hav~ invited 
or rec~ived advance subscription by way of cash or post-dated cheques or stock­
invcst , the company or such underwriters or bankers lo the issue shall not encash 
such subscription moneys or post-daled cheques or stock invest before lhe date 
of opening of the issue, without having individually intimated the prospective 
sub!_;cribcrs of the variation and without having offered an oppo11unity to such 
prospective subscribers to withdraw their application and cancel their post-dated 
cheques or stock-invest or return of subscription paid. 

(vi ii) The applicant or proposed subscriber can exercise his right to withdraw from the 
applicatjon on any int imation of variation within seven days from the date of 
such intimation and shall indicate such withdrawal in writing lo lhc company 
and lbe un<lerw,iters. 

(ix) Any application for subscription which is acted upon by Lhc company or 
underwriters or bankers lo the issue without having given enough information of 
any variations, or the particulars of withdraw:ing the offer or oppo1tuuity for 
cancelling the post-dated cheques or stock-invest or stop payments for such 
payments shall be void. F ui:lhcr, the applicants shall be entitled to receive a 
refund or return of its post-dated cheques or stock-invest or subscription moneys 
on cancellation of its application, as if the said application has never been made 
and tJJe applicants arc entitled to receive back their original application and 
interest a t 15% from tbe date of cncashmcnt ti1l payment of realisatioo. 



(x) Upon the closing of the offer of securities, a fioal prospectus stating therein the 
total capital ra ised. whctber by way of debt or share capital and the c losing price 
of the securities and any other details as were not complete in the red-herring 
prospectus shall be filed in a case of listed public company with SEBI and 
Registrar and in any otl1cr case with the Registrar only. 

4.1 2.14 Statement in Lieu of Prospectus (Section 70) 

lf a public company mak~ a private arrangement for raising its capital then it must 
file a sraremcut in lieu of prospectus with the Registrar atleast three days before any 
allotment of shares or debentures can be made. 

SchcdtLle J 11 contains a model form of a Statement in Lieu of Prospectus in pursuance 
of Section 70; Schedule TV contains a model for,n of a S1.a1e111e1\t in Lieu of 
Prospectus when a private company is converted into a public GOmpany in pursuance 
of Section 44. 

Jf allotment of shares or debenture is made without filing the Swtcment in lieu of 
prospectus, the allottee may avoid it within two months after the statutory meeting, or 
where no such meeting is to be held, with.in two months of the allotment. 
Contravention al.so renders the company and every director liable to a tine uplo 
iJ0,000. 

4.12.15 Liability for Untrue Statements in the Prospectus (Sections 62-63) 

The prospective shareholders are entitled to all 1.rue disclosures io the prospectus. The 
persons issuing the prospectus are bound to state everything accurately and not omit 
material facts . 

Wbat is an untrue statement? According to Section 65 (I): (a) A statement included in 
a prospectus shall be deemed to be untrue, if the statement is misleading in the form 
and context in which it is included; and {b) wbere l.he omission from a prospectus of 
any matter is c:alculated to mislead, the prospectus sllaU be deemed in respect of such 
omission, to be a prospectus in which an untrue slatemcnt is included. The express ion 
' included' wilh reference to a prospcdus means, included in the prospectus itself or 
contained in any repot1 or memorandum appearing on tbe face thereof or by reference 
incorporated therein or issuc<l therewith. 

Example: A company issued a prospectus. All the statements includ~d lherein were 
literally true. One of the statements disclosed the ra tes of di vidends paid for a number 
of years. But dividends had been paid not oul of trading profit:- but out of realised 
capital profits. This material fact was not disclosed. Held, tba1 the prnspcctus was 
false in material particulars and Lord Kylsant, the managing director and chairman, 
who knew thal it was false, was held guilty of fraud (Rex v. Kylsant, (1932) 1 K. D. 
442]. 

A person wbo has applied for shares in the company and who has been al\oucd shares 
bas certain remedies against the company and the persons issuing the prospectus. But 
a buyer of shares in the open market or a subscriber to the memornndum has no such 
1ight. ff, however, a prospectus is issued with the objee1 of including pecsons lo buy 
shares 1n the open market, any person who buys shares eveo io the open n1<1rket on the 
basis of lhe s1atcm.enls made in it bas a right of action if the statements are untrue or 
there is material omission from the prospectus. 

A false statement <>c omission of material facts gives tise to civil as well as criminal 
liability. 
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4.12.16 Civil Liability (Section 62) 

Where a prospectus is issued inviting persons to subscribe for shares in, or debentures 
of a company, the following persons shall be liable to pay compensation to every 
subscriber for loss or damage he may have ~ustained by reason of any untrue 
statement included in the prospectus on the faith of which he had applied for the 
shares or dehentu(CS: 

(i) every person who is a director of the company at the time of the issue of the 
prospectus; 

(ii) every person who has authorised himself to be naincd an<l is named in the 
prospectus as a director, or as one havi ng agreed to become a director, either 
immediately, or after an interval of Lime; 

(iii)evcry promoter of tl1e company; and 

(iv) every person (including an expert) who bas authorised the issue of lhe prospectus. 
But an expert is liable only in respect of his own untrue statements. 

Tbus, an allottcc of shares, who had applied for shares on the faith of prospectus 
containing untrue statements has remedies avaih1ble agai.n.':il tht: different persons, i.e., 
the company, directors, promoters and experts. 

Remedies Against the Company. Any person who, relying on misstalements in or 
omission of material facts from a prospectus, takes sbarcs from the company may: 
( I ) re.-.<:in<.I the contract to take the shares; (2) claim damages. The effect of the 
rescission of the contract would be that the shareholder would give up the shares and 
get back his money with intere.!>1. He must, however, lak.e action to rescind to contract: 
(a) within a reasonable time, (b) before proceedings to wind up the company have 
commenced; and (c) before he does anything (after he comes to know of the 
misstatements 1n the prospectus), which is inconsistem witlt 1hc right to repudiate, e.g., 
to accept divi<len<ls. The allonee can claim relief only if he can show that the 
misstatement or omission was: (i) one of fact and not of law, nor an expression of 
opinion, (ii) material; and (i ii) acted upon by him. 

The second right of the allottec against the company is to sue for damages for deceit. 
In order to succeed, the allottee must, in addi1ion 10 the three facts mentioned above 
(in connection with the rescission of contract), prove: (j) that those acting on behalf of 
the company acted fraudulently; (ii) that those purporting to act on behalf of the 
company were authoris<::d to act in ilS behalf; and (iil) that he suffered a loss or 
damages. 

It is important to remember that the allottce cannot both retain the shares and get 
damages from the company. fn actual prnclicc, SLlit for damage, aga inst the company 
is rarely ftlcd. The usual claim against the company is for rescission of the contract of 
allotment. Damages arc generally claimed from lhc dircclors, promoters and other 
persons who had authorised the issue of the prospectus personally, or from experts 
who had signed reports referred to in. the prospectus. 

Remedies against directors nr promoters. A shareholder who had been induced to 
take shares may claim from the directors or promoters or from anyone else responsible 
for untrue statement occurring in the prospectus: (i) damages for fraudulent 
misrepresentation; (ii) compensalion under Section 62; (iii) damages for non­
compliance with the requirements of Section 56 regarding contents of the prospectus. 

Damages for fraudulent misrepresentation . An allottee of shares may bring an action 
for deceit, i.e. , fraudulent misrepresentation. There must be an intention to defraud and 
that is to be proved by him. The directors, etc., will not be liable for the tort of deceit 
if they honestly believed the statements to be true. The facts in Derry v. Peck were as 
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follows: The c.l.jrecto(s of a Tra mway Company issued a prospectus stating tbal they 
had the righi to run tram-cars with steam power instead of with horses as before. ln 
fact, the Act incorporating the company provided tbat such power m1gbt be used with 
the sanction of the Board of Trade. But thcBoacd of Trade refused to give pe.rmissioo 
and the company hacl to be wouod up. P, a shareholder sued lhe directors for damages 
for fraud. The House of Lords held that the directors were not liable in fraud because 
they honestly believed what they sc:1id in the prospectus to be true. 

Compemwtion for untrue statement (Section 62). Another remedy available to an 
allottee of shares for misstatement-; in a prospectus 1s to file a suit for compensation 
under Section 62. A claim can be made, whether the statements ace fraudulent or 
innocent. Section 65 provides that a starcmcnt is deemed to be untrue if it is 
rnis leauing in the form and context in which it is issued. lt is not necessary for the 
allottec to prove any fraud or knowledge on the part of the directors that the statement 
was untnic. 

If a director pays damages under Section 62, he is entitled to recover contributio1Js 
from his co-directoi:s, if they, too, arc guilty of misstatement, m.isrcprcsentation, 
untrue statement; and on lhe death of the co-directors, from their estates. 

Defences uvailable to avoid civil liability /Section 62(2)/. Section 62 names pcr:ioos 
wbo are liable to pay compensation but certain defences are available l o them. ln a 
claim for compensation., the director may prove in defence that: 

(a) he withdrew bis consent lo act as director before the issue of the prospectus and it 
was issued without l1is authonty or consent; or 

(b) the issue was made without h.is knowledge or consent and on becoming aw·dre of 
tht! issue he gave reasonable public notice of that fact; or 

(c) he withdrew bis consent at:ler lhe issue of tbc prospectus but before allotment and 
public notice was given; or 

(d) he had ceasooable ground lo believe that tht: statements were true and believed 
tbem 10 be u-ue; or 

( e) the statement was correct and fair , )aimmary or copy of an e.">(pcrt 's report; or 

(f) the statement was made by an official document. 

Aoother remedy ava ilable to an allottec of shares is to file a suit for damage in case 
the prospeccus docs not include the matters required to be included in accordance with 
the provisions of the Act. 

Remedies against expert. The allottee to the shares who has been induced to tak.e 
shares oo the faith of an untrue statement of an experl in the prospectus is entitled to 
claim from lhe expt.:ct: (i) damages, (ii) compensation under Section 62. 

An expert is liable in damages in respect of his own untrue Slatement, wrong report or 
valuation made by him and contained in the pro:,pectus and the same principles apply 
as in the case of a fraudulent or an innocent statement made by the dl!"ectors. Ao 
expert is also Liable to pay compensation uoder Section 62. However, be shall not be 
liable if be proves: (i) that having given his consent, he withdrew it in writing before 
delivery of a copy of the pl'0!-,1)Cctus foe registration; or (ii) that after delivery of 
prospectus for registration and before allotment, be became aware of lhe untrue 
statement, with<lrcw his consenl in writing and gave rca~ooahle public notice of lhe 
withdrawal and bis reasons: or (iii) that he was competent 10 make the Slatcmen.L aod 
believed on reasonable grounds tbat it was true. 

Liability uuder Section 56. AJ.1 omission from a prospectus of a matter required to be 
stated under Section 56 (i.e., as per Sch. U) may give rise 10 an action for damages at 
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the instance of a subscriber for sh.ares, who has suffered Jo::;s thereby, even if the 
omission does not make the prospectus false or misleading. But, the plaintiff must 
prove that he has sustained damage by reason of the omission of a matter required to 
be stated in the prospectus. A director or other person sued under Section 56 may 
escape liability ifhe proves; (a) that he had no knowledge of the matter not disclosed; 
or (b) that the contravention arose out of an honest mistake of fact; or (c) in the 
opinion of the court, non compliance or contravention was not material or that the 
person sued ought reasonably to be excused, having regard to all the circumstances of 
the case. 

4.12.17 Criminal Liability for Misstatement in Prospectus (Section 63) 

Where a prospectus contains an untrue statement, every person authorising its issue is 
punishable: (i) with imprisonment for a term upto two years or (ii) with fine upto 

'{S0,000, or (iii) with both imprisonment and fine. However, an expert is not 
criminally hab]e in respect of misstatements in the prospectus. 

Liability under Section 68. Section 68 provides that any person who, either 
knowingly or recklessly makes any statement, promise or forecast which is false, 
deceptive or misleading, or by any dishonest concealment of material fact~, induces or 
attempts to induce another person to enter into or to ofTcr to enter into any agreement 
for, or with a view of acquinng, disposing ot: subscribing for, underwriting shares or 
debentures shall be punishable with imprisonment for a term which may extend to 5 

years or with fine which may extend to ti lak11 or with both. 

4.12.18 Golden Rule for Framing of Prospcctu s 

The 'Golden Rule' for framing of a prospectus was laid down by Justice Kindcrsley in 
New Brunswick & Canada Rly. & Land Co. v. Muggeridge (1860). Briefly, the rule 
1s: 

Those who issue a prospectus hold out to the public great advantages which will 
accrue lo the persons who will take shares in the proposed undertaking. Public is 
invited to take shares on the faith of the representation contained in the prospectus. 

The public is at the mercy of company promoters. Everything must, therefore, be 
stated with strict and scrupulous accuracy. Nothing should be stated as fact which is 
not so and no fact should be omitted, the existence of which might in ,my degree affect 
the nature or quality of the principles and advantages which the prospectus holds out 
as inducement to take shares. In a word, the true nature of the company's venture 
should be disclosed. 

In Rex v. Kylsanl (1932), the prospectus statc:d that dividends of 5 to 8 percent had 
been regularly paid over a long period. Tht:: truth was that the company had been 
incurring substantial losses during the seven years preceding the date of the prospectus 
and dividends had been paid out of the realised capita I profit. 

Held: the prospectus was false and misleading. The statement though true in itself was 

renden:.xJ false in the context in which il was stated. 

A half truth, for instance, represented as a whole truth may tantamount to a false 
statement (Lord Halsbury in Aarons Reefs v. Twisa). 

Thus, the persons issuing the prospectus must not include in the prospectus all the 
relevant particulars specified in Parts 1 & /l of Schedule JI of the Act, which are 
required to be stated compulsorily but should also voluntarily disclose any other 
information within their knowledge with might in any way affect the decision of the 
prospective investor to invest in the company. 



4.12.19 Allotment of Shares in Fictitious Names Prohibited (Section 68A) 

Following acts are punishable wjth imprisonment for a temi extending to five yc.ars: 
(i) making an applica1ion to a company for acquiring or subscribing for, any shares 
I.herein under a fictitious name; or (ii) making a company to allot or register any 
tran.<;fer of shares therein to any otbcr person in a fictitious name. 

Also this Sect ion should be prominently repwduced both in the prospectus as well as 
in apphcaLion forms for shares. 

Joitial offer of securities to be in dematerialised form in certain cases (Section 688). 
Every listed company, making initial public offer of any security for a sum of spaces 
ten crorcs or more, shall issue the same ooly in dematerialized form by complying 
with the requisite provistons of the Depositories Act, 1996 and regulations made 
thereunder. 

4.12.20 Announcement Regarding Proposed Issue of Capital 

It is very common for companies to get ao announcement regarding proposed issue of 
shares/debentures inserted in the leading newspapers. lt is not required by company 
law to do so. But it is done in order to invite tbe attcntioo of the public to the proposed 
issue. On the top of the insertion it is given th.at. ''lt is only an announcement and not a 
prospectus", i1, order lo avoid provisions under Section S6 for publishing an 
incomplete prospectus. 

4.l 2.21 Public Deposits 

The invitation and acceptance of public deposits by companies were brought wit.bin 
1hc junsiliction of Companies Act u1 1974. Rules have been framed prescnbing the 
lirn.its uplo which, the manner in which and the conditions subject to which deposits 
may be invited or accepted by a company either from the public or from its members. 
Section 58-A and Companies (Acceptance of Deposits) Rules made thereunder 
contaill'> the rcstridions and limitations subject to which deposits may be invited and 
accepted by companies. The provisions of the Scctfon and the summary of the 
important r;ule!. madt: thereunder are as follows: 

1. Meaning of deposit. Explanation to Section 58-A defines the expression ' deposit' 
to mean any clcpo~it of money with and includes any amount boo-owed by a 
company but sh,dl no1 im:fude such categories or amount as may be prescribed in 
consultation with the Reserve Bank of lndia. 

Further rule 2(b) provides that ' deposit' me.ins any deposit of money with and 
includes any amount borrowed by a company. flowcver, lhe expressio11 'deposit' 
does not include: 

(i) any amoum received from the Ceotral Government or a Suite Govenuncn1 or 
any amount received from any other source and whose rcpaymcn\ is 
gm1ramce<l by the Central Government or St.ate Government or any amount 
rcceivt:d from a local authority or a foreign Government or any other foreign 
cit i,:en, authori1y or person; 

(ii) :.1.ny amount received as a loan from any banking company including a co-
operative bank; 

(iii) any amoun1 received from any of notified tinancial institutions; 

(iv) any amount received by a company from any other compan.y; 

(v) any a1noun1 received from an employee of a company by way of seeurily 
deposit; 
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(vi) any amount received by way of security or as an advance from any 
purchasing agent, selling agent or other agents in course of or for the 
purposes of the business of the company or any advance received against 
orders for the supply of goods or properties or for the rendering of any 
services; 

(vii) any amount received by way of subscriptions to any shares, stock, bonds or 
debentures and any amount received by way of calls in advance on shares, in 
accordance with the Articles of the company so Jong as such amount is not 
repayable to the members under the Artic les; 

(viii) a ny amount received in trust or any amount in transit; 

(ix) any amount received from a director of the company or any amount received 
from a relative or a director or member of a private company; 

(x) any amount raised by issue of the bonds or debentures secured by the 
mortgage of any immovable property of the company or with an option to 
eonve11 them into shares in the company. (However, in the case of such 
bonds or debentures secured by the mortgage of any immovable property, the 
amount of such bonds or debentures must not exceed the market value of 
such immovable property): 

(xi) any amount brought in by Lhe promoters by way of unsecured loans in 
pursuance of stipulations of financial im;titutions subject to t1Je fulfillment of 
the following conditions: namely: (a) the loaos are brought in pursuance of 
the stipulation imposed by the financia l institutions in fulfillment of the 
obligatioo of the promoters to contribute such finance; (b) the loans are 
ptovidcd by the promoters themselves and/or by their relatives and not from 
their friends and business associates; and (c) the exemption shall be available 
only till the loans of financial institutions are repaid and not thereafter. 

2. No company shall invite or accep1 any deposit except after the publication of an 
advertisement specifying therein the financial condition, management structure 
and other specified particulars of the company. The "renewal of deposits" are 
.included in the "acceptance of deposits" [Jagjivan l-liralal Doshi and Others v. 
RegiJlrar of Companies (1989) 65 Comp. Cas. 553]. 

3. Every deposit by a company, unless renewed in accordance with the rules made 
under Section 58A, shall be repaid in accordance with the terms and conditions of 
such deposit. 

4. The form of applicalion shal l contain a declaration by the depositor that the 
money is not being deposited out of funds acquired by him by boo-owing or 
accepting deposi1s from any other person. 

5. A company cannot accept or renew deposits payable on demand. 

6. Also, a company cannot accept deposits repayable before 6 months. However, 
depos its for less than 6 months may be accepted provided such deposits do not 
exceed 10% of the paid-up capital and free reserves. 

Howeve(, in no case shall a company accept deposits repayable before 3 months. 

7 . Ceiling on depm·its: A company shall not accept deposit over and above the 
following limits: (a) 10 percent of the paid up capital and free reserves, in case of 
deposits in the form of ,my deposit against a n unsecured debenture, deposit from a 
shareholder (not being a deposit accepted by a private company from its 
shareholders) or any deposit guaranteed by the Din.x:tors of the company; (b) any 
other deposit exceeding 25 percent of the aggregate of the paid-up share capita l 
and free reserves of the company. 



8. No Government company shall accept any deposits in excess of 35 percent of its 
paid-up capital and free reserves. 

9. Interest 011 deposits: A Company cannot pay rate of interest exceeding the 
maximum rate of interest prescribed by the Reserve Bank of lndia, which is, at 
present, 11 percent compounded on monthly basis. 

I 0. Penalties for c:011rravention: Any deposit received in con1ravention of the 
provisions of the Act/Rules must be paitl back within 30 days from the dare of 
accepta nce of such deposit. The period of 30 days may be cxti.!n<lcd by the CcntraJ 
Government by another period but not exceeding 30 days. 

In case of defallll, Lhc company shall be subjected to fine which shall noL be Jess 
than twice the amount not repaid and ½ of the fine shall be paid Lo tbe depositor. 
{n addition, every officer of the company, who is io default, shaJl be punishable 
with imprjsonment for a term which may cxteod upto 5 years [Section 58A (5)]. 

Penal~v for accepta11ce of deposit: Where the contravention relates to acceptance 
of deposil, the company may be subjecLed to fine which shall not be [es!> rhan thl! 
amount of deposit so accepted. 

Penalty for i11vitatio11 of any deposit: Where contravention rclaLcs to lhe 
invitation of any deposit, the company shaU be punishable wirh fine which may 
extend tot IO lakh but shall 0 0 1 be less than ~50,000. 

ln both the.se cases of acceptance or invi1ation of deposit tn contravention, every 
officer of the company who is in default shall be punishable with imprisonment 
for a term which may extend upto 5 years and shall also be liable to fine [H.H. 
Manhanda Vanna & H.H. Bhupendra Narain Singh v. Regis1rar of Companies 
(1988) Comp. Cas. 125]. 

l l. R egister nf deposits: According to Rule 7 every company accepting deposils shall 
keep at iL-; registered office one or more registers ia wbjch there shall be entered 
separa tely in the ~se of each depositor the following particulars, namely: 
(a) name and address of the depositor; (b) date and amount of each deposit; 
(c) durati011 of the deposit and the date on wbich each deposit is repayable; 
{d) rate or i11tercst; (e) date or dates on which repayment of interest wil l be made; 
(f) any other particulars relating to the deposit. 

The register of deposit shall be kept for a minimum pcnod <>f 8 years from the 
financial year in which the latest entry is made in the register. 

12. Where a company has failed to repay any deposit or part lhercof i.n accordance 
with. the terms and conditions of such deposit, the Company Law Board may, if it 
is satisfied, either on its own motion or on tbe application of the depositor, thaL it 
is necessary 10 do so to safeguard the interests of the company, the dcposi1ors or 
tl1e public, by or<lcr direct the company to make repaymenL of such deposit or part 
thereof' forthwith or within such time and subject to such conditions as may be 
speci fied in the Order - Sub-section (9). 

However in the following circumstances. appliC<1tion under Section 58 A (9) of 
the Act will NOT lie: (vide Dept. of Company Affairs Notificated dt. 8.3.1 990): 

(j) Deposit made for booking/purchase of scooter, car, etc. 

(i i) Deposits accepted by financial companies like hm~-purchasc, finance 
company, a housing finance company, an investment company, a loao/ 
mutunl benefit financial company, an equipment leasing company, n chit 
fund company or a company, which receives deposits under any scheme or 
arrangement by way of contribution/subscription or by sale of units/ 
certificates. 
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(iii) Deposits accepted by a sick industrial company covered by tbc Sick 
Industrial Companies (Special Provisions) Act, 1985, in respect of which 
Board for lndusLrial & Financial Reconstruction, has specifically, by order, 
suspended the operation of any contract, agreement, settlement, etc. under 
Section 22(3) of the said Act. 

( iv) Deposits accepted by relief undertakings which arc notified as such under the 
State Laws. 

Further, it may be clarified that the depositors can, besides the relief under the 
Companie-s Act, take action against the defaulting companies under the normal 
civil law of tbe country. 

13. Penal interest 011 overdue Deposits. Rule 8A provides that a penal rate of interest 
of 18 pe(cent shall be paid for the overdue period in case of public deposits 
matured and claimed but rcmafrung unpaid. 

Tn the case of deposits made by a small investor, the penal rate of interest shall be 
24 percent compoundable on annual basis. 

14. Maintenance of liquid assets. Every company shall before the 30'h day or April of 
each year, deposit or invest, as the case may be, a sum which shall not be less than 
15 percent (w.e.f. J st April, l992) of the amount of its deposits maturing during 
the year ending on the 3 1st of March next following in any one or more of the 
securities prescribed in this regard. The amount so invested or deposited shall only 
be used in (cpaymcnl of the deposits outstanding and repayable within next 31st 

March. At no t ime ~uch investment or deposit shall fall below l 0% of the deposits 
repayable within next 3 1" March. 

Jt may be noted that all deposits of non-banking and non-financial companies are 
regulated under Section 58A and the Rules m.ade thereunder. 

15. Facility of nomination, etc. A depositor under Section 58 A is a II owed to make a 
nomination. The provisions of Sections 109 A and l 09 8 shall apply to such a 
nomi(lation also. 

16. S mall Depositors - Special Provisions (Sections 58AA and 58AAA). The 
Companies (Amendment) Act, 2000 added two new Sections, viz. , Sections 58AA 
and 58AAA, for the protection of smaH depositors. 'A small depos itor' means a 
depositor who has invested in a financial year a sum not exceeding Rupees twenty 
thousand in a company and includes his successors, nominees and legal 
representatives. 

If any default is made by a company in repayment of any public deposit accepted 
from small deposjtor or part thereof or any jntcrcst thereupon, Soction 58AA 
makes it obligatory on the part of a company to provide an intimation on monthly 
basis to the Company Law Board within 60 days from date of default. Such 
int imation shall include particulars in respect of the names and addresses of each 
small depositor, the principal sum of deposits due to them and interest accrued 
thereupon. 

The Company Law Board shall, on recci.pl of the intimation, exercise on its own 
motion, powers conferred upon it by Sub-section (9) of Section 58A and pass an 
appropriate order with in a period of 30 days from the date of receipt of intimation 
from the company. 

The Company Law Board may pass the above order after giving the smaJJ 
depositors an opportunity of being heard. However, it shall not be necessary for a 
small depositor to be present at the hearing of the proceedings. 



Prohihitiott on companies lo accept further deposits: A company shall not at any 
time, accept fur1her deposits from 'small depositors' unless each small depositor, 
whose deposil has matured, had been pa.jd the amount of the deposi1 and the 
interest accrued thereupon. This prohibition will, however, not apply in the 
following cases: 

(i) where such deposit has been renewed voluntarily by the small depositor; or 

(ii) where repayment of the deposit has become impracticable due to the death of 
the small investor or a competent court or authority has stayed its repaymcnl. 

Advertisement and application form: Where a company has defaulted in 
repayment of deposit or part thereof or any interest thereon to a small depositor, it 
shall state in every fulure advertisement and application form for inviting deposits 
from the public, the total number of small depositors and amount due to tn.em in 
respect of which such default has been made. 

Waiver of interest due to depositors: Where any int~rest accrued on deposits of 
the small depositors has been waived, the fact of such waiver shall be mentioned 
by the company in every advertisement and application form inviting deposits 
issue<l after such waiver. 

Loan fnr working capital to he used for repaymeut of deposits: lf a company has 
accepted deposits from small deposi tors and subsequent to this obtains funds hy 
way of loan for working capital from any bank, it shall first utilize such funds for 
the repayment of any deposit or any part thereof or any interest ther~pon to tbe 
small depositor before applying such funds for any other purpose. 

Applicatio11 fnrm to conlain statement: Every applio.ition form issued by a 
company to a small depositor for acct..-pting deposits from him shall contain a 
statement to the effect lllat the applicant has been apprised of: 

(i) every past default by the company in repayment of deposit or interest thereon; 
and 

(ii) the waiver ofi11tercst as above and the reasons therefor. 

It may be noted that the prohibition to accept new dcposil from small depositors 
unde.r Sub-Stletion (4) applies where there is a subsisting Jefoult. As aga inst this, 
Sub-section (8) dealing with issue of application form to small depositors relates 
to past dcfault(s) which presumably are no longer subsistmg. 

Default in acceptance or refund of deposit shall be cognizable. Section 58AAA 
makes the default in acceplance or refund of deposit to a smaH investor to be a 
cognizable offence under tbe Code of Criminal Procedure, 1973. However, no 
court shall take cognizance of tb.e offence, in this regard, unless the complaint is 
made by the Central Government or any officer authorized by it in this behalf. 

17. Exemptions. The provisions of Section 58A do not apply to: (I) A banking 
company [Section 58A (7)]. (2) Companies other than banking companies as the 
Central Government may after consultation with the Reserve Bank of India, 
specify in lhis behalf. 

Exemption of small scale units: In pl.lrsuance of i1s powers, the Central 
Government has, after consultation with the Reserve Bank of India, granted 
exemption from the applicability of the provisions of Section 58A to the 
companies which are small scale units as per the parameters notified from time to 
time. 

According to the notification GSR No. 73 (E), dated 2-2-1996, the ex.emption 
from the provisions of Section 58A of the Aci shall be available to small scale 
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industrial units only if they fulfill all the following conditions, namely: (a) the 
paid-up capital of the company does not exceed rupees 25 lakbs; (b) the company 
accepts deposits from not more than 100 persons; (c) there is no invitation to 
public deposits; and (d) the amount of deposits accepted by the company docs not 
exceed rupees 20 lakhs or the amount of its paid-up capital, whichever is less. 
f iuancial companies as the central government may, after consultation with the 
Reserve Bank ofJndia, specify in this behalf. 

However, the cen1ral government cannot exempt the financial companies from the 
provisions relating to advertisemt:nt contained in Section 58A(2)(b). The Central 
Government, in exercise of its aforesaid powers, exempted all c lasses of financjal 
companies from all the provisions of Section 58A except the provision:,; relating to 
advertisement - vide Notification No. SD 523 (E), dated 18-9- J 975. 

Power of the Central Government to grant total or partial exemption 
{Section 58A (8)/: The Centra l Government has been empowered to grnnt partial 
or total exemption from the provisions of Section 58A for a specified period to a 
company (or a class of companies) after consulta1ion with the Reserve Bank of 
India. The Central Government is also empowered 10 grant extension of time to 
any company (or a class of companies) aficr consultation with the Reserve Bank 
in complying with these provisions. 

Issue of commercial paper exempted: The Department of Company Affairs has 
vide notification dated 29-12-J 989 exempted the class of companies which fulfill 
the criteria und~r the Non-Banking Companies (Acceptance of Deposits through 
Commercial Paper) Directions, 1989 from the provbions of Sec1ion 58A with 
respect to deposits received by non-banking companies by the issue of 
commercial paper as per the aforementioned Directions. The following conditions 
are required to be satisfied: 

(i) the companies comply with the tt:rms a1ld conditions stipulated from time to 
time by the Reserve Ban.k of fodia relating to the issue of such commercial 
paper; and 

(ii) the companies in their annual account di~close lhc maximum amount raised at 
any time during the financial year and the amount outstanding as at the end of 
the financial year. 

18. Advertiseme1it for inviting deposits (Rule 4). Every cornpany intending to invite 
deposits or allowing or causing any person to invite deposits on its behalf is 
required to issue an advertisement for the purpose in a leadin,g English newspaper 
and in one vernacular newspaper circulating in the Stace in which the registered 
office of the company is situated. Each advertisement should contain the 
particulars as prescribed in Rule 4. The advertisement must be issued on tbe 
authority and in 1l1e name of the Board of Direc(ors of the company. 1t must also 
state the date on which the tex1 was approved by the Board of Directors. lt must 
contain reference to the conditions subject to which the deposits shall be accepted 
by the company. 

According to Section 58B, an advertisement inviting a prospectus and 
consequently all the provisions of tbe Act, applicable to the prospectus, arc 
applicable to the advertisement inviting dcposiL'>. 

Signing of Advertisement: The advertisement shoul<l be signed by a majority of 
directors in the Board of tbe company, as constituted at the time the Board 
approved the advertisement, or their duly authorised agents, in writing and a copy 
of the same should be delivered to the Registrar of companies for registration. 
Even a letter of authority is sufficient for this purpose an<l power of attorney is not 



necessary (Circular No. 23/75 (l)/14/75-CL (IV)] dated 25-9- 1975 issued by the 
Department of Company Affairs]. 

Period of validity of advertisement and delivery of the text to the registrar: The 
advertisement shall remain valid for a period of 6 months from the date of the 
closure of the financial year in which it is issued or until the date the ba lance sheet 
is laid before the company in general meeting or where the Annual General 
Meeting is not held, the latest date on which the meeting should have held, 
whichever is earlier. A fresh advertisement has to be made in each succeeding 
financial year for inviting deposits thereafter. 

Statement in lieu of advertisement (Rule 4A): Where a company intends to 
accept deposits without inviting or allowing or causing any other person on its 
behalf, to invite such deposits, it need not issue lhc advcrtjscmcnt. Jt is, however, 
required to fi le with the Registrar a statement in lieu thereof containing all the 
particulars rcquked to be included in the advertisement under the Rules and 
signed (io. lhe samt: manner as the advertisement for deposits is 10 be signed) 
before accepting any deposit. 

The statement in lieu of advertisement shall be valid until the exp iry of 6 months 
from the date of closure of the financial year in which it is so delivered or until the 
date oo which the balance sheet is laid before the company in the annual general 
meeting, or, where the annual general meeting for any year bas no1 been held, the 
latest day on whk h that meeting should have been held in accordan<;e with the 
provisions of the Act, whichever is earlier. 

. J 9. Acceptance of deposits in jnint names /Rule 8(2)/. Where depositors so desire, 
deposits may be accepted in joint names not ex.cccding three, with, or without any 
one of the clause namely "either or survivor". 

20. Return of deposits (Rule JO). Every company is required to file with the Registrar 
on or before 30th .lune every year, a return of deposits in the prescribed form 
furnishing information contained therein as on 3 l " of March of that year duly 
certified by the audi tors of the company. A copy of the return js rcqu.ired to be 
simultaneously furnished to the Reserve Bank of India. 

Issue of shares to existing shareholders. The capilal is also raised by issue of 
rights shares 10 the existing shareholders (Section 81 ). In this case the shares are 
allotted to the ex isting equity shareholders in proportion to their original 
shareholding, e.g., one share agaiosl every two shares held by a member. 

Public issue of shares. Public issue of shares means lhc selling or markeLing of 
shares for suhscription by the public by issue of prospectus. 

For raising capital from the puhlic hy the issue of shares or debentures, a public 
company has to comply with lhc provisions of the Companies Act, the Securities 
Contracts (Regulations) Act inducting the Rules made thereunder and the 
Guidelines and 111stnictions issued by the concerned Government authorities, the 
Sto<;k Exchange and SEBI, etc. 

Management of pHblic issue involves <;oordination of activities an<l cooperation of 
a number of agencies such as managers to the issue, underwriters, brokers, 
registrars to the issue, solicitors/legal advisors, printers, publicity and advertising 
agents, financia l institutions, auditors and other Government/Statutory agencies 
such as Registrar of Companies. Reserve Bank of India, Stock Exchange, SEBI, 
e1c. 
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[l is advisable to keep in mi11d the guidelines issued by SEBI with regard to issue 
of shares termed as "Guidelines for Disclosure and lnvestor Protection'' before 
issuing snares lo the public. 

Share appUcation form to seek permanent account number. ln respect of 
applications for value of tS0,000 or more, the applicant or in case of applications 
in joint names, each of the applicant, shall mention his/ber Permanent Account 
Number (PAN)/GlR number and income-tax circle, ward, distri<,"t or the fact of 
non-allotmcnl of P AN/GlR numbet, as the case may be and applications not 
complying with the provisions are liable to be rejected. 

Check Your Pro0 ress 

Fill in the blanks. 

I. The ___ _____ is a document that contains the purpose of the 
company as well as the duties and. responsibilities of its members defined 
a11d recorded clearly. 1t is an import.ant document which needs to be filed 
with the Registrar of Comparncs. 

2. As regard a company ______ and ________ ,and, a 
private company limited by Section 26 provides for 
compulsory registration of articles prescribing regulations for the 
company. 

3. The ________ sha ll be made either on formation of a 
company, or by an amendment in the articles agreed to by all the members 
of the company. 

4. Neither a con1pany nor its members arc bound to _ ______ , 

S. In case of default, the company shall be subjected to fine which shall not 
be less than ________ 1hc amount not repaid and _____ _ 
of the fine shall be paid to the depositor. 

4.13 LET US SUM UP 
• The Articles of Association of a compaoy have a contractual force between 

company and it~ members as also between the members inter se in relation to their 
rights as such mcmbcrl;. 

• The articles regulate the internal management of tile affairs of the company by 
way of defining lhc powers of its officers and establishing a contract betwecI1 the 
company anJ 1he members and between the n,Jembers inter se. 

• The articles of a company are subordinate to and subject to the memorandum of 
association and any clause in the Articles going beyond the memorandum will be 
uHra vires. 

• The articles must be pnntcd, divided into paragraphs, numbered consecutively, 
stamped adequately, signed by each subscriber to the memorandum and duly 
witnessed and filed along with the memorandum. 

• The provision to Section 5(2) provides that nothing in that Sub-section shall be 
deemed to prevent a company from il1cluding any additional matters in its 
Articles, as may be considered necessai:y for its management. 



• The company is bound to the members; the members are bound to the company; 
and the members are bound to the other members by whatever is contained in 
these documents. 

• The law allows all those who deal with the company to assume that U1c provisions 
of the articles have been observed by the company. This is known as the 'doctrine 
of i udoor management.' 

• An outsider is not expected to sec that the company carries out its internal 
regulation:.. 

• After the receipt of Certificate of Incorporation from the Registrar of companies, 
the promoters of a public company invite the public and financial institutions to 
subscribe to the capital of the company. 

• A public company limited by shares, generally issue!> shares to the public for 
which it have to issue a prospectus. 

4.14 LESSON END ACTIVITY 

A limited company is formed with its articles stating that one Mr. Srivastava shall be 
the solicitor for the company and that he shall not be removed except on the grounds 
of misconduct. Can the company remove Mr. Srivastava from the position even 
though he is not guilty of n1isconduct? 

4.15 KEYWORDS 

Articles of Association: The Articles of A<;sociation is a document that contains the 
purpose of the company as well as the duties and responsibilities of its members 
defined and recorded clearly. 

Public Offer/Public lllvitation: A public offering is the sale of equity shares or 
other financial instruments by an organization to the public in order to raise funds for 
business expansion and investment. 

initial Public Offering (JPO): An initial public offering (IPO) is the first time that the 
stock of a pnvate company is offered to the public. 

Shelf Prospectus: Shelf prospectus is a type of public offering where certain issuers 
are allowed to offer and sell securities to the public without a separate prospectus for 
ench act of offering and without the issue of fu11her prospectus. 

Doctrine of indoor management: This doctrine enunciates that any person dealing 
with the company is entitled to assume that he provisions of the article have been 
observed by the company. 

Prospectus: It means any document described or issued as prospectus and includes 
any notice, circular, advertisement or other document inviting deposits from the public 
or inviting oiTcrs from the public for the subscription or purchase of any shares in or 
debcnhtres of a body corporate. 

4.16 QUESTIONS FOR DISCUSSION 

I. Define articles of association. Can articles of association be altered? 

2. State the relation of a memorandum of assm;iation with the articles of association. 

3. Explain the doctrine of ultra vircs in the mntcxt of joint stock companies. 
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4. Explain the interrelationship of doctrine of constructive notice with the doctrine of 
indoor management. State the exceptions, if any, to the doctrine of indoor 
management. 

S. What is a prospectus? Who are liable for misstatemen ts in a prospectus? Expl<1in 
the extent of civil and criminal liability for such misstatements. 

6. Write a short note on statement in lieu of prospectus. 

7. State the restrictions and limitations on inviting and accepting deposits by 
companies. 

8. What is a misstatement in a prospectus? And, what are I.he defonces available to a 
director for any rnisstatement in a prospectus? 

Check Your Progress: Model Answer 

1. A.11icles of Association 

2 Limited by guarantee, unlimited liabi lity company, shares 

3. Provisions for enLrcncbment 

4 . Ou1siders 

5. T wicc, 1/z 

4.17 SUGGESTED READINGS 

S.S (h1!shao, Business La.1;1,~ Third Edition, 2006, Excel Books, New Delh:i 

S.S Gulshan, Mercantile law. Third Edition, 2006, Excel Books, New Delhi 

G. V1jayaragavan Iyengar. In troduction to Banking, 2007, Excel Books, New Delhi, 
India 

K.C. Garg, R.C., Chawla, Vijay Gupta, Company Law, Kalyani Publishers, Ludhiana 

Company Law Journal, Company law Journal (India) Pvt. Ltd., New Delhi 



UNIT III 



- - - - -



LESSON 

5 
SHARES 

CONTENTS 
5.0 Aims and Objectives 

5.J Jntroduc11on 

5.2 Meaning of n Share 

5.2. 1 Share vs. Share Certificate 

5.2.2 Shan: vs. Stock 

5.2.3 Types o/'Shares 

5.3 Prefen:nce Share: Mt?an ing as1d TyPes 

5.3.1 Parricipating and Non-pan icipating 

5.3.2 Cumula1ive and Non-cumulative 

5.3.3 Redeemable Preforence Sliare-

5.3.4 lm:deemable Preference Shares 

5.3.5 VOiing Righ1s of Preference Shareholders 

5.4 Equily Share 

5.4. I Cumulative Convertible Preference Shares (CCPS) 

5.4.2 Deferred or FOWldet's Shares 

5.4.3 Non-voting Shares 

5.4.4 Sweat Equity Shares 

5.4.5 Employee Stock Option Scheme/Employee Stock Purchase Plan 

5.4.6 Tssue of Shares a l Par, at Premium and at Discount 

5.4.7 Bonus Shares 

5.4.8 Rights Sh::ires 

5.4. 9 Conversion of Loans or Debentures into Shares 

5.5 Meaning of Share Capital 

5.5.1 Alteration of Share Capital 

5.5.2 Reduction of Capital 

5.5.3 Reduction of Share Capi1al without !he Sanction o f the Coun 

5.5.4 Purchase of its own Shares by a Company (Section 77) 

5.5.5 Raising of Capital/Tssuc of Shares 

5.6 Transfer and Transmission of Shares 

5.6.1 Procedure ofTrattsfer 

5.6.2 Transfer o f Shares under Depository System 

5,6.3 Transmission of Shares 

5.6.4 Dis1inction between Transfer and Transmission 

C1J11td ... 



122 
Indian Comp,imes Acr 

5.6.5 Certification ofTransfer (Splitting of Shares) (Secuon 1 l 2) 

5.6.6 Right ofTransforees Pending Registration of Transfer (Section 206A) 

5.6.7 Statutory Restrictions on Transfer of Shares (Sections !08A- IOSI) 

5.7 Shareholders vs. Member~ of the Company 

5. 7.1 Member and Shareholder 

5.7.2 Modes of Acquiring Membership 

5.7.3 Who may become a Member? 

5.7.4 Joint Membership 

5.7.5 Termination of Membership 

5.7.6 Rights ofa Member 

5.7.7 Expulsion ofa Member 

5.7.8 Liability of Members 

5. 7. 9 Regu,ter of Members 

5.8 Let Us Sum Up 

5.9 Lesson End Activity 

5. IO Keywords 

5. 1 l Questions for Discussion 

5. 12 Suggested Rea<ljngs 

5.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Discuss the meaning of a share, share vs. share certificate vs. stock and its types 

• Elucidate in detail the meaning and types of preference share and equity share 

• Explajn the meaning of share capital, alteration of share capital, reduction of 
capital, an<l reduction of share capita I without the sanction of the court 

• Describe the lrnnsfer and transmission of shares 

• State the procedure of transfer, transfer of shares under deposllory system and 
transmission of shares 

• Jdcntify the distinction between transfer and transmission 

• Recognise and state the shareholders vs. members of the company and modes of 
acquiring memhership 

5.1 lNTRODUCTION 

Sources of capital broadly include equ ity capital and preference capital. There are 
various ways to raise capital which include preferential a llotment, employee s tock 
option, issue of rights shares, issue of shares with differential voting rights. It involves 
various approvals, disclosures. filings, maintenance of records, etc. which arc. 
prescribed under Chapter IV of the Companies Act 2013. 

Besides Companies (Share Capital and Debentures) Rules, 2014 prescribes various 
aspects such as disclosures in the directors' report, matters to be stated in the 
explanalory statement to the resolution, prescr ibed fonns as to ma intenancc of records, 
filings with registrar and so on. 



After reading th.is lesson you will be able to understand the regulatory aspects and the 
broader procedural aspects involved in different types of issue of capital covering the 
Companies Act, 2013 and Companies (Share Capital and Debentures) Rules, 2014. 

5.2 MEANING OF A SHARE 

Section 2(46) deCines a share " as a share in the share capital of a company and 
includes stock except where a distinction between stock and share is expressed or 
implied". This definition does not bring out the meaning of a share in its t('l.le 
perspect ive. A share signifies the foJlowing: 

(i) The interest of a shareholder in the company; the right to rece ive dividend, attend 
meetings, vote at tbe meeting and share in the surplus assets of the company, if 
any, in the event of the company, being wound up [Bacha F. Guzdar v. 
Commissioner of Income Tax, Bombay, L. R. 617 (S. C.)]; 

(ii) The liability of the shareholder in the company to pay calls on shares until fully 
paid up; 

(iii) The righl of the shareholder to transfer the shares subject Lo the articles of 
associatioo (For this purpose Section 82 classifies shares as movable property 
transferable in the manner provided in the articles); 

(iv) Binding covenants on the part of the company as well as the shareholder, as given 
in the Articles of the company. 

Thus, a share of a company in the hands of a shareho)der signifies a bundle o f rights 
and obUgations [Viswanath v. Easl India Distilleries ( t 957) 27 Comp. Cas. 175]. But a 
share is not a negotiable instrument [C.I.T. v. Associated ln.dustrial Dev. Co. ()969) 2 
Comp. L..I . 19). 

Section 83 requires that each share in a company having a share capital must be 
distinguished by its appropriate number. 

The Companies (Amendment) Act, 1999 amended St:ction 82 to the cff ec1 that for the 
word 'shares' , the words ' shares and debentures' shall be substituted. 

5.2.1 Share vs. Share Certificate 

A common man uses 'share· and 'share certificate' to mean the same. It is, therefore, 
impo1iant to note the exact dim.:rences between the two. Section 82, in this regard 
describ<.:$ a sh.are as a moveable property transferable in the manner provided by the 
articles of the company and Section 84, on the other hand, describes a 'share 
certificate' to mean a certificate, under the common seal of the company, specifying 
any shares held by any member. Section 84 further suggests that a share certificate 
shall be prima /'acie evidence of title of the member to such shares. Thus, where-<:1s 
'share' represents property, 'share certificate ' is aa evidence of the title of the member 
to such property. 

Each share bears a distinctive number and it is not the same as share certificate 
number, the two are different. Io fact, a share certificate may be an evidence of many 
shares, say SO, J 00 or even I lakh. Thus, whereas there will be only one number as the 
share cenificatc number for one certificate, there will be as many distinctive numbers 
in respect of shares as arc evidenced by the share certificate. 

Thus, the share certificate being prima facie evidence of title, it g ives the shareholder 
the faci lity or dealing more easily with his shares in the market. It enables I-um to sell 
his shares by showing at once marketable title. 
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Also, a share certificate serves as an csloppel as to payment against a bona fide 
purchaser of the shares from alleging that the amount stated as being paid on shares 
has not been paid. However, a person who kno\vs that statements jn a certificate are 
not true cannot claim an estoppel against the company. 

5.2.2 Share vs. Stock 

The share capital of a company is divided into a number of indivisible units of 
specified amount. Each of such unit is cal led a ' share'. Thus, if the share capital of the 
company is ~5,00,000 divided into 50.000 units of ~10 each, unit of ~ 10 shall be 
called a share of the company. 

The term 'stock' may be defined as the aggregate of fu lJy paid-up shares of a member 
merged into one fund of equal value. lt 1s a sd of shares put together in a bundle. The 
' stock' is expressed in terms of money and not as so many shares. Stock can be 
divided into fractions of any amount and such fractions may be transferred like sh.are. 
Such fractions, unlike the i,hares, bear no distinctive numbers. 

Table 5.1: Main Points of Difference 

Share Stock 

I. A shan.- has a uomi nal value. A stock has no nominal value. 

2. A share has a distinctive number which A stock bears no such number. 
di~-tingu1sh it from otller share~. 

3. Share con be issued onginal!y to the public. A company cannot make an original isi;uc of 
.~1ock. Stuck can be h:sucd by existing company 
by converting its fully paid-up shares. 

4. A share may either be fully paid-up or partly ;\ stock can never be partly paid-up it is always 
paid-up. fully paid-up. 

5. A share cannot be transferred in frnctions. 11 A stock may be transferre(.) in any fractions. 
is transferred as a whole 

6. All rhe shar~ arc of equal denomination. Srock may be of different deno1nma1ions. 

7. Shares can bl:'. issued by any c(ompany public Stock can be is.sued only by a public company 
or private. limited by ~hures. 

A company cannot make an original issue oftbe stock. A company limited by shares 
may, if authorised by its Articles by a resolution passed in the genera l meeting, 
convert all or any of its Cully paid-up shares into stock [Section 94 (l ) (c)]. 

On conversion into stock, the register of members must show the amount of stock held 
by each member instead of the number of shares. The conversion does not affect the 
r ights of the members in any way. 

5.2.3 Types of Shares 

As mentioned above, a share carries certain rights and is subject to some obligations. 
A company may issue all shares wilh same rights and obligations. However, it may 
issue d ifferent types of shares with different rights and liabilities attached to them so 
as to satisfy lhe needs of different types of investors. 

Jn such a case, the rig hts altacbe<l to the different classes of shares are called class 
rights. The class rights normally relate to voting, dividends. return of capital or share 
in the surplus assets of the company (the last two rights being available at the t ime of 
winding up) and are invariably set out in the articles of the company. 

The most common types of shares are: (1) Preference; (2) Equity or Ordinary; and (3) 
Deferred or Founders' . A public company and a private company which is a 
subsidiary of a public company may not issue shares other than equity, preference and 
cuim1lative convertible preference shares (CCPS). 



The Compaoies (A mendment) Act, 2000, substituted a new section for Sectio n 86. lt 
provides that the share capital of a company limited by shares shall be of two kinds 
onJy. namely: (a) equity share capital (i) with voting rights, or (ij) with di fferential 
rights as Lo dividend, voting or otherwise in accordance with such rules and subject to 
such conditions as may be _prescribed: (b) preference share capital. 

5.3 PREFERENCE SHARE: MEANING AND TYPES 

A preference sbarc is one which carries the foUowing two rights over holders of equity 
shares· ( i) a preferential right in respect of d ividends at a fixed a mount or at a fixed 
rate and (ii) a preferential right in regard to repayment of capital on winding up. 

The preference or priori ty of the preference shareholders is in relation to the rights of 
equity shareholders [Section 85). 

5.3.1 Participating and Non-participating 

If a preference share carries either one or both of the foUowing rights then ii is known 
as participating share: ( i) to participate further in the profits either a long with, or after 
payment of a certain rate of dividends on equity shares, (ii) to parttcipa te in the 
surplus assets at the time of wjnding up [Section 85]. Thus, if a preference share docs 
not carry either of these rights, then i1 will be known as non-participating share. II 
should be remembered thal preference shares are always presumed to be non­
participating wiless expressly descr ibed as participating. 

5.3.2 Cumulative and Non-cumulative 

Tf a preference share carr ies the right for payment of arrears in dividend from future 
profits. thcr:i such ..t share is known as cumulative preference share. Tb,,s. dividends 
not paid in any year or years accumulate and are paid out whenever profits are 
availahle. lf a preference s hare docs not carry the right to dividend in arrears, theu 
such a pre ference sha1e is known as non-cumulative or simple. Thus, if no pro fits are 
availahle in a year, the holders get nothing nor can they claim unpaid dividend in 
subsequent years. 11 should be remembered that preference shares are always 
presumed to be cumulative unless expressly described as non-cumulative. 

5.3.3 R ed ecmahle Preference Shares 

A preference sha.re whjch can he redeemed upon the resolution of the Board of 
Directors1 if the articles so provide, is known as redeemab le preference share (Section 
80). A company can issue redeemable preference shares if it co1nplie~ with the 
following requirements: 

(i) such share.'i are to be issued as redeemable preference shares; shares issued earlier 
cannot be convc11ed into redeemable preference shares: 

(ii) thcce m ust be au1honty in the articles to issue redeemable preference shares; 

(iii) the shares can be redeemed only when they are fully paid up; 

(iv) the shares may only be redeemed: (a) out of profits of I.he company which would 
otherwise be ava ilable for dividend, or (b) out of the proceeds of a new issue of 
sha res - not necessatily of redeemable preference shares made for the purpose of 
rcdcrnpt ion; 

(v) if there is a premium payable on redemption, it must have been provided out of 
profits or oul of t11e share premium account before the shares are redeemed; 
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(vi) where the share:; arc redeemed out of profits, a sum equal to the nominal amount 
of the shares redeemed is to be transferred out of profits to the "Capital 
Redemption Reserve Account". 

TJ1e redeemable preference shares can be redeemed by the company either at a fixed 
date, or after a certain period of time, or at the option of the company. But redemption 
of S\1ch shares shaJI nor be taken as reducing the nominal capital of the company. 

The Companies (Amendment) Act, L 999 amended Section 80 to the effect that for the 
words "share premium account", the words "security premium account" shall be 
substituted. 

5.3.4 lrredeemable Preference Shares 

No company limited by shares cc:tn issue any preference shares which arc irredeemable 
or are redeemable a Her the expiry of ten years from the dale of issue. 

Also, once the company has redeemed the shares, or it is about to redeem them, it may 
issue new shares upto the same nominal amount and it will be presumed that the 
preference shares were never redeemed. In such a situation the company's capital is 
not deemed to be increased and, therefore, no stamp duty is to be paid. This privilege 
is available only if the redemption t2kes place within one month after the making of 
the frcsh issue [Section 80 (4)J. 

Non-compliance with the provisions of Section 80 will render the company and every 
officer oftbe company who is in defau lt liable to a fine upto ~I 0,000. 

5.3.5 Voting Rights of Preference Shareholders 

The preference shareholders will vote only on matters directly relating to preference 
shares. Section 87 (2) mentions the following mauers which relate to preference 
shares and preference shareholders can vote on them: (i) any resolution for winding up 
of the company; (ii) any resolution for the reduction or repayment of share capital; 
(iii) any resoJution a1 any meeting, if dividend on cumulative prcferencl:! shares 
remains unpaid for at le,ast two years. Holders of non-cumulative preference shares 
shall have a nght to vote on all resolutions, if their dividends are in arrear for the two 
financial years during a period of six years ending with the fina11c ial y<::ar preceding 
the m<::di ng (Section 87(2)). 

5.4 EQUITY SHARE 
'Equity share' means a share which is not preference share (Section 85). The rate of 
dividend is not fixed. The Board of Directors recommended the rate o[ dividend which 
is then declared by the members at the Annual General Meeting. Before 
recommending dividend on equity shares, the Board ofDkcctors have to comply with 
the provisions of law as regards depreciation, transfer of a minimum amount to 
reserves. etc. 

The ho lders of equity shares have voting rights in proportion to the paid-up equity 
capital of the company [Section 87( 1)]. 

Section 86, provides that the new issues of share capital of company I imitcd by shares 
shall be of two kinds only, namely: (a) equity share capital- (i) with voting rights, or 
(ii) with differential rights as to dividend, voting or otherwise in .iccordance with such 
rules and subjec1 to such conditions, as rnay be prescribed; (b) preference share capital 
prior to the amendment to the Companies Act in 2000, public companies were not 
allowed to issue equity shares with differential rights. 

Thus, companies are now allowed to issue non-voling equity shares. However, these 
shares can be issued subject to the rules and conditions prescribed by the Department 
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of Companies Affairs. The Department of Companies Affairs has notified 'The 
Companies (Issue of Share Capital with Differential Voting Rights) Rules 2001' 
which, inter alia, provjde for the following: 

l. Share with differential voting rights. including non-voting shares, cannot exceed 
25 percent of tbe total issued share capital. 

2. The company issuing such shares must have distributable profit s in tbe three years 
prece<ling such issues. 

3. Companies wilt not be allowed to convert its equity capital with regula1 voting 
rights into shares with differentiaJ voting rights and vice versa. 

4. Jssue of such shares musl be approved by the shareholders by way of resolution in 
a general meeting: 

The notice of the general meeti ng to shareholders shall can y an explanatory 
statement detailing, inter alia, the following: (a) voting rights which shares with 
differential rights w.ill car()'; (b) scale or proportion to which the voting righLs of 
such shares will vary; (c} thaL the members holding equity shares wi1h differential 
rights will be entitled to bonus and rights sh.arcs of the same clas:s. 

5. Listed companies must oblain lhe shareholders· approval through postal ballot. 

6. Companies which have defaulted in filing annual returns during the preceding 
three yCRrs or have fa iled to repay their deposits or interest Lhcreon on due date or 
redeem debenture!- on due date or pay dividend after becoming due, will not be 
eligible to issue sh.ares with differential rights. 

7. Again, companies wluch have defaulted in addressing investors' grievam:es will 
not be allowed lo issue such shares. 

8. Issue of such shares musl be authorized. by Articles of Association o[ the 
company. 

9. The company should not have he~n convicted of any offence under SE.Bl Act, 
l 992, Secu1i1ies Contract (Regulation) Act. J 956 and FEMA 1999. 

10. Members holding equity shares with differential rights s11<1II be entitled to bonus 
and rights issue of Lhe same class. 

The holders of equity shares clirrying voting rights shall have voting rights in 
proportion to the paid-up equity capital of the company [Section 87( I)]. 

5.4.1 Cumulative Convertible Preference Shares (CCPS) 

The Government vidc its guidelines dated l 9'h August, 1985 permitted issue of 
another class of shares by public limited companies, caJle<l. cumulative convertible 
prcf ereoce shaccs. 

The Guidelines issued by tl1e Ministry of Finance in this regard are as foUows: 

Applicability. The guidelines will apply to I.he issue of CCPS by public limited 
companies wh.icb propose lo raise finance. 

2. Objects of the issue. Tbe objects of the issue of the above instruments shou ld be 
for any of the following purposes: (a) Setting-up of new projects: (b) Expansion or 
diversification of existing projects; (c) Normal capital expenditure for 
modernisation; and (d) Working capita l requirements. 

3. Qua11t11111 of issue.. The amount of CCPS cannot exceed the equily shares olTercd 
to the public for subscription. However, in case of projects assisrcd by financial 
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institutions, the quantum of issue would be approved by the financial 
institutions/banks. 

4. Terms of issue. ( i) CCPS woul<l be deemed to be equity issue for the purpose of 
calcu lation of debt equity ratio as may be applicable; ( ii) The entire issue of CCP 
would be convertible into equity shares between the end o f 3 years and 5 years as 
rnay be decided by the company and approved by the Controller of Capital lssue 
CCI (Now. SEBI); ( iii) The conversion of the CCP shares into equity would be 
deemed as being one resulting from the process of redemption of the preference 
shares out of the proceeds of a fresh issue of shares made for the purposes of 
redemption; ( iv) T he rate of preference dividend payable on CCP would be 10%; 
(v) The guidelines in n~spect of preference shares regarding ratio of I :3 as 
between preference shares and equity shares would not be applicable to this new 
.instrument; (vi) On conversion of the preference sh.ares into equity shares. the 
right to receive arrears of the dividend, if any, on the preference shares up IO the 
date of conversion sh.all devolve on the holder of the equity shares on such 
1.:onvei:sion. The ho lder of the equity shares shall be entitled to receive the arrears 
of dividend as and when the company makes profit and is able Lo declare such 
dividend~ (vii) Th e aforesaid CCP share would have voting rights as applicable to 
preference share under the Companies Act; (vii i) The conversion of aforesaid 
preference shares into equity shares would be compulsory al the end of 5 years 
and the aforesaid preference shares wou ld not be redeemable at any stage. 

5. Denomination. The face value of CCP share wi ll ordinarily be ti 00 each. 

6. Listing. CCP shares sha!I be listed on one or more stock exchange in the country. 

7. Articles of associatio11 of the cnmpa11y and resoluti.on of the general body: The 
articles of association of the company proposing to issue CCPs sho uld contain a 
provision for issue of such shares. Further, the company must submit with the 
app lication to Lhe SEBL';i certified copy ofa special resolution in this regard under 
Section 81 ( 1 A) of the Companies Act, duly passed in the general meeting of the 
company. This resolution must approve the issue of CCP sbares and provide for 
compulsory conversion of the preference shares between the 3n' to 5th year as 1hc 
case may be. 

5.4.2 Deferred or Founder's Shares 

A pure private company can issue shares of a type other than those discussed above 
(Section 90). Thus, it may issue whal are known as deferred shares. A'> deferred shares 
arc normally held by promoters and directors of the company, they are usually ca lied 
founder 's shares. They are usuaJJy of a smaller denomination, say one rupee each. 
However, they are generally given equal voting rights with equity share which may be 
of higher denomination, say f IO each. As regards to payment of dividend to ho lders uf 
such shares, the articles usually provide that these shares will carry a dividend fixed in 
relation to the profits available after dividends have been declared oo the preference 
and equ ity shares. Thus, the promoters, founders and directo(s have a very direct 
interest in the success of such a company; the greater the profits of the company the 
higher their dividends. 

Jt is to be remembered, however, that as and when the pr ivate company converts itself 
into a public company, it will have to alte r its capital structure and retain only equity 
share capital and preference share capital (including CCPs). if any. 

5.4.3 Non-voting Shares 

·Non-voting shares' as tbe term suggests arc shares which ca1ry no voting rights. 
These are contemplated as a ltogether a different class of shares which may cany 



additional dividends in lieu of the voting rights. The Compames (Amendment) Act, 
2000 provided for jssue of such type of equity shares under Section 86. 

S.4.4 Sweat Equity Shares 

The Comparues (Amendment) Act, 1999, allowed issue of sweat equity shares subject 
to fulfillment of certain conditions. A new Section 79A was inserted for th.is purpose. 
The provisions are: 

N otwithstanding anything contained in Section 79, a company may issue sweat equity 
shares of a class of shares al.ready issued if the following conditions arc satisfied: 

(a) the issue of sweat equity shares is authorised by a special resolution passed by the 
company in the general meeti ng; 

(b) the resolution specilies the number of shares, cun-ent market pr ice, consideration, 
if any and the class or classes of directors or employees to whom such equity 
shares are to be issued; 

(c) not less than one year has, at the date of the issue elapsed since the date on which 
the company was entitle<.! to commence business; 

(d) the sweat equity shams of a company whose equity shares are liste<l on a 
recognised stock exchange are issued in accordance with the regulations of SEBL 

Jn case of a company whose shares are not listed on any recognised stock exchange, 
the sweat equity shares may be issued in accordance with the guidelines as may be 
prescribed. For the purposes of this section, lhe expression 'a company' means 
company incorporated, formed and registered under this Act and includes its 
subsidiary company incorporated in a country outside lndia. 

The expression "sweat equity shares" means equity shares issued by the company to 
employees or directors at a <li~couJ1t or (or consideration other than c<1sh for providing 
know-how or making available rights in the nature of intellectual property rights or 
value additions, by whatever named called. 

However, all the limitations, restrictions and provisions relating to equity shares sha ll 
be applicable to such sweai equity shares. 

5.4.5 Employee Stock Option Scheme/Employee Stock Purchase Plan 

'Employee stock option' means the option given to the whole-time directors, officers 
or employees of a company which gives such directors, officers or employees 
the benefit or right to purchase or subscribe at a future date, the securities offered 
by a company a t a pre-determined price. SEBJ issues guidelines regarding Lhcse 
schemes/plans. 

5.4.6 Issi.le of Shares at Par, at Premium and at Discount 

A company may issue shares al par, or at premium, or at a discount. 

Issue at par. Shares are deemed to have been issued at par when subscribers are 
required to pay only the amount equiva lent to the nominal or face value of the sh.arcs 
issued. For instance, if the face vnluc of a share is <'1 0 and the buyer is rcqufred to pay 
thereon <I O only - nothing more nothing less - then he wi!l be said to be holder of a 
share issued at par. 

Issue at a premium. In the above example, if the buyer is required to pay more than 
the face value of the share, e.g., ~12.50 on a share of~IO, then the share is said to be 
issued or sold at a premium. 
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The Companies Act, 1956 tloes not stipulate any conditions or restrictions regarding 
the i!:>sue o f shares by a company at a premit1m. However, it does impose conditions 
regulating the utilisation of the amount of precruum coUccted on shares. Firstly, the 
premium cannot be treated as profit and, therefore, cannot be distributed as dividend. 
Secondly, the amount of premium received in cash and the equivalent of it received in 
kind must be kept in a separate bank account knowo as the 'Share Premium Account'. 
T hirdly, the amount of share premium is 10 be maintained with the same sanctity as 
the share capital. Fourthly, the share premium account cannot be treated as free 
reserves as it is in the nature of capital reserve. fifthly, the amount credited to the 
'Share Premium Acc;ount' can be used only for the purposes listed in Section 78(2). 

In accordance with the prov is.ions of Section 78(2), the share premium can be utilised 
only for the following purposes: (i) lo pay for unissue<l shares of the company to be 
issued to members of the company as fu lly paid bonus shares; (ii) to write off the 
preliminary expenses of the company; (iii) to write off1he expenses or the commission 
paid or discount allowed on, any issue of shates or debentures of the company; (iv) to 
provide for the payment of premium payable on the redemption of redeemable 
preference shares or of any debentures of the company. 

T he issue of shares a t a premium docs not rc4uirc the sanction of any governmental 
agency. The company is, however, n :quircd to ensure complia nce of SEBI guidelines 
in this regard. 

The Companies (Amendment) Act , 1999 amended Section 78 to the effect that for the 
word 'share' in the se<.:tion, the word 'securities' shall be ~ubstituted. 

Issue aJ u Discount. Tfthe buyer o f shares is required to pay less than tl1e face value of 
the share, e.g., ~8.50 on a share of tlO, then the share is said to be issued or sold at a 
discount. However, the issue of shares at a discount is regulated by law and Section 79 
provides for cC1tain conditions subject to wllich shares can be issued at a discount. 
These conditions arc: 

(a) The issue of shares at a discount 1s authorised by a resolution passed by the 
company in general meeting and sanctioned by the Company Law Board. 

(b) The issue must be of a c lass of shares a !ready issued. 

(c) The maximum rate of discount must not exceed 10 percent or such hi gher rate as 
the Central Government may permit in any special <:asc. 

(d) Not less than one year has, at the date of issue, ctarsed since the date on which the 
company was entitled to commence business. 

(e) The shares to be issued at a discount must be issued with in two months of the 
sanction by the Central Government or within such extended time as it may allow; 
and 

(f) Every prospectus at the date o f its issue must mention particulars of the discount 
allowed on the issue of shares, or the exact amount or the discount as has not been 
written off. In case of default, the company and every officer of ti.le company who 
is in default shall be punishable with fine which may extend to fifty rupees. 

5.4. 7 Bonus Shares 

A company may, if the articles so provide, capitalise profiL'> by issuing fully paid-up 
shares to the members thereby transfen-irig 1hc stuns capitalised from 1he profit and 
loss accow1l or Reserve Account to the Share Capita l [Section 205 (3)]. Such shares 
are knov.m as bonus shares and are issued to the existing members of the company free 
of charge. 



The issue of bonus shares is reguJated not only by the Companies Act, 1956 but also 
by the guidelines issued by SEBI in this regard. 

5.4.8 Rights Shares 

The existing members of tbc company have a right to be offered shares, when the 
company wants to increase its subscribed capital. Such shares are known as "right 
share~" but they are not issued free of charge. 

Section 81 provides that where at any time after the expiration of two years from the 
date of incorporation of the company or after one year from the dace of the first 
allotment of shares, whichever is earlier, a public company limited by shares, issues 
further sbares within the limits of the authorised capita~ its directors must fll'St oITcr 
these shares to lhe existing holders of equity shares in proportion, as oearly as 
circumstances admit, lO the car,ital paid up on their shares at the time of rhe fu rther 
issue. 

The company must give notice tu each of the eguity shareholders, giving him the 
option to buy th<:: sbarcs offered to him by the company. The sbarebolders must be 
infonncd of the number of shares he has the option lo buy. He must be given at least 
fifteen t.lays to decide whether he would exercise his option or not. If the shareholder 
does not infonn the company of his decision, he shall be deemed to have declined 1he 
offc1 

Unless 1he anjclcs of the compauy otherwise provide, I.he directors must state in the 
notice of offer the fact that the shareholder has also the right to renounce tbc offer, in 
whole or part, in favour of some other person who need not be member of the 
company. If the shareholder <.leclincs or is deemed lo bave declined or if the person in 
whose favour the rt:nuncia1ion is ma<.lc declines to buy the shares, the company's 
uirectors may dispose of those shares in such manner as they may think fit. 

Exceptions: However, the company may, by special rcsoJution in general meeting, 
decide that the directors need not offer the shares in the further issue to the existing 
equity shareholders and that Lhcy may dispose tbem off in any manner whatsoever. 
But where, it has been possible to mu sk.T ordinary majority only, the directors may not 
off l:r the shares lo lhc ex isting ~quity shareholders, if pennission is obtained from the 
Central Government. Further, Section 81 docs not apply 10 a private company, Thus, a 
priva1e company need not offer its further issue first to ex isting shareholders. 
Directors are free to offer them in the manner they deem fit. Further, Section 81 is nm 
applicable in the case of issue of shares against conversion of loans or debentures. 

SEBI bas issued guidelines regarding Rights Issues. 

Duty of h·ansferor to transf eree i11 respect of rights shares. There may be pending 
transfers at the time when a rights issue takes place. Th is raises the question whether 
the transferor of an unregistered transfer is under any obJigation towards his transferee 
to !!pply for the rights shares for Lbc benefit of the transferee. Tbe Supreme Court in R. 
Matbalone v. Bombay Life Assurance Co. Ltd. AIR 1953 SC 385 bas observed that 
after the transfer form has been executed, the transferor cannot be held to undertake 
any additional financial burden in resr,ect of the shares al the instance ofLhe transferee 
where, afler the tninsfcr of shares, but before the company had registered the transfer, 
the company offered rights shares to its members. The transferor could not be 
compelled by the transferee 10 take up on his behalf the rights shares offered to the 
transferor and all that he could require the transferor to c.Jo was to renounce tbe righls 
issue in the trans ferec 's favour. 

Allotme.111 to re11.01111cee. As per Section 8l(l )(c), unless the Articles of the company 
otherwise provide, the letter of offer of rights shall be deemed to include a right tu 
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renounce the shares offered to a member in favour of any other person; and the notice 
sent to him must contain a statement to this effect. When a shareholder renounces any 
of the rights shares offered to him, in favour of third person, it is not in the nature of 
transfer of such shares. The Board of Di.i:ectors, therefore, cannot refuse to allot the 
shares to the renouncee unless the Articles so provide - Re Simo Securities Trust Ltd. 
(1972) 42 Comp. Cns. 457. 

However, the right to renounce shares is not available to members of Section 43A 
company even to Lhe limited extent of renouncing in favour of other members. The 
Articles of a company rnay contain provisions enabling members to transfer shares to 
each other, but that is different from a renunciation of shares - Needle Indus tries' case 
(supra). 

In the case of shares registered in joint names, any of the joint holders may lodge a 
letter of renunciation. 

5.4.9 Conversion of Loans or Debentures into Shares 

There is one more situation where the ex isting equity shareholders may lose the right 
to be offered the shares. discussed above. Sub-sections (4) to (7) of Section 81 provide 
for such c1 contingency. 

A company may issue shares to its lt::nders or debentures-holders who have been given 
the option to convert their loan or debentures into shares. However, the company can 
do so only if such conversion has been approved before the issue of debentures or 
rais.ing of the loan by a special resolution and also by the Central Government. But no 
such special resolution is necessary where the lender _or the debenture-holder is either 
the Government or any institution spec ified by the Central Government in this behalf. 

Moreover, the Central Government may allow a Government holder of debentures or a 
Government lender of money to the company to ask for shares of the company in lieu 
of the loan or debenh1rc amount, even though the instrument of loan or debenture does 
not contain any option for conversion. A copy of every such order issued by the 
Central Govcnunent must be laid jn draft before each. House of Parliament while it is 
in session for a total period of thirty days. 

Section 94A empowers the Central Government to administratively increase the 
authorised capital when conversion is ordered by it aud the company does not have 
shares to issue and has not increased its share capital by ordinary resolution. 

5.5 MEANING.OF SHARE CAPITAL 

It means the capita l of a company, or the figure in terms of so many rupees clivided 
into ~hares of a fixc<l amount, or the money raised by the issue of shares by a 
company. 

As mentioned above, a public company and its subsidiary can issue only two kinds of 
shares, viz., preference and equity. Therefore, such a company can ha ve only two 
kinds of share c.:apital by issue of preference shares and equity shares, viz., preference 
share capital and equity share capital. The expression "Preference Share Capital" and 
"Equity Share Capital'' are used in the following different senses: 

Nominal, authorised or registered capital. This is the sum stated in the memorandum 
as lhe share capital of a company with which it is proposed to be registered. This is the 
maximum amount of capital which it is authorised to raise by issuing shares and upon 
which it pays stamp duty. As we shall sec lc1ter, when the original amount of the 
authorised capital is exhausted by issue of shares, it can be increased by passing an 
ordinary resolution. 

http:issui.ng


b,sued capital. It is that part of lhe authorised capital which the company has issued 
for subscription. fhe amount of issued capital is either equal to or less than the 
authorised capit;il. 

Subscribed capital. It 1s lbat portion of the issued capital which has been subscribed 
for by the purchasers of the company's shares. The amount of subscribed capital is 
either equal to or less Lhan the issued capital. 

Coiled-up cnpila/. The company may not call up full aroouCJl of the face value of the 
shares. Thus, the called-up capital represents the total amount called-up on the shares 
subscribed. The total amount of called-up capital can be either equal lo or less than the 
sobscribed capital. 

Thus, uncalled capital represents the total amount not called up on shares subscribed 
and the shareholders continue to be liable to pay the amounts as and when culled. 
However, the company ,nay reserve all or part of the uncalled capital, which can then 
be calle<l in 1hc event of the company being wound up . For this purpose, a spt::c1al 
resolution is required to be passe<l and then it is known as Reserve Capital or Reserve 
Liahility (Sec1ion 99). 

Puid-up capital. Paid-up capital is the amount of moocy paid-up on the shares 
subscribed. 

5.5.1 Alteration of S hare Capita l 

Sect ion 94 provides that, if the articles authorise, a company limited by share capital 
may, by an ordinary resolution passed in general meeting, alter the conditions of its 
memorandum in regard to capiLal so as: 

• to incr~se its authoris~ share capital b y such amount as jt Lhinkl-1 expedient by 
issuing fresh shares; 

• lo consoli<late and divide all or any of its share capital inLo shares of larger amount 
th.an its existing shares; 

• IO conven all or any of its fully paid-up shares into stock and reconvert the st0ck 
into fully paid-up shares of aoy denomination; 

• to suh-<.lividc its shares, or any of them, into shares of smaller amount lhan fixed 
hy the memorandum, but the proportion paid and unpaid on each share must 
remain the same; 

• to cancel shares which, al the date of the passing of the resolution in this behalf. 
have not bet::n Laken or agreed to be taken by any person. 

These Ii vc clauses arc now explained. 

/r,crease of authorised share capital A company, limited by shares> if lhe articles 
authorise, can increase its authorised share capital by passing an ordinary re.,;olution. 

Within 30 days of passing of the resolution, a notice of increase in the share capital 
must be filed with the Registrnr. On receipt of the notice, the Registrar sha II record the 
increase and also make any alterations whicb may be necessary in the company's 
memorandum or articles or bolb. If default is made in filing the notice, the company 
and every officer of the company who is in default shall be punishable with fine up lo 
~50 per day during whjch the default continues (Section 97). 

Co11snlidatio11 and sub-division of shares. Consolidation is lbe process of combining 
shares of smaller denomination. For instance, 10 shares of tlO each are consolidated 
into one share of ~100. Sub-division of shares is just the opposite of consolidation. 
i.e., one sh.are oftlOO is divided jnto IO shares oftlO each. Once a resolution has 
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been passed.. a copy of the resolution is required lo be sent within thirty days to the 
Registrar. 

Conversum of shares into stock and vice versa: Stock is simply a set of fully paid-up 
shares put together and is transferable in any denomination or rraction. On the other 
hand, a share is transferable as a w hole; it cannot be split into pans. 

For example, a share o.f't 10 can be transfeJred as a whole; ii cannot be transferred in 
parts. But if JO shares oftJO each fully paid are converted into stock, of~ 100, then 
the s1ockholder can transfer stock, say, worth °{J 7 also. 

Section 94 empowers a company to convert its fuUy paid-UJJ shares into stock by 
passing a resolution in general meecing, if its articles authorise such conversion. A 
notice is to be filed with the Registrar within thirty days of the passing of the 
resolution specifying the shares so converted. 

ll is to be noted that stock cannot be issued in the first instance. 11 is necessary to first 
issue shares and have them fu lly paid-up and then convert them into stock. Also, stock 
can be reconverted into fully paid-up shares by passing a resolution in general 
meeting. 

When share5 are converted into stock, the shareholders are issut:<l stock ce11ificates. In 
the Register of Members, the amount of stock is written against the name of n 
particular member in p lace of number of shares. The stockholder is as much a member 
of the company as a shareholder. 

Dimi11utio11 of share capital Sometimes, it so happens that shares are issued, but are 
not taken up by the members of the public and, therefore, not allotted. Section 94 
pwvitles that a company may, if its articles author1se, by resolution in general 
meeting, cancel shares which at the date of the passing of the resolution in that behalf 
have not been take n or agreed to be taken by any person and diminish the amount of 
the share eapitaJ by th.e amount of the shares so cancelled. This constitutes diminution 
of capital aod should be di~1inguished from reduction of cnpital \,\,hich is discussed 
herein be1ow. 

5.5.2 Reduction of Capital 

Sections I 00-1 OS provide for the reduction of share capital. A company limited by 
shares, if so authorised by its articles, may, by special resolution, which is to be 
confi rme<l by the Court reduce its share capital: 

(i} by reducing or exLinguishing the liability of members for uncalled c.1pital, e.g., 
where a share of ~10 on which ZS are pai~ is treated as a share of t s fully paid­
up. In this way the shareholder is relieved from liability on the uncalled capital; 

( ii) by paying off or returning capital which is in excess of the wants of the company, 
e.g., where there is a share of ~10 fully paid-up, reduce it to ~5 and pay back ~5 to 
the sharel1older; 

(iii)pay off paid-up capital on the understanding that it may be called up again, e.g., a 
share of ~l0 js fully paid-up, on which t 2.50 may be returned Lo the shareholder 
on the condition that when necessary, the company may call it up again. Thus, the 
difference between method (i) and this method is that the uncalled liabi lity is not 
extinguished in the latter; 

(iv) a combination of the prcct.:ding methods; 

(v) write off or cancel capital which has been lost or is not represented by available 
assets, e.g., a share of~ l 0 fully paid-up is represented by n .SO worlh of assets. lo 
such a situation, re-ality can be re-int roduced into the balance sheet position of the 
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company by writing off ~2.50 per share. This is the most common method of 
reduction of capital. Tbc assets side of the balance sheet may include useless 
assets, fictitious goodwill, preliminary expenses, discount on issue of shares and 
debentures, eLc. These assets are either cancelled or their va lucs are reduced lo the 
extent they arc useless. Correspondingly, share capital on the liability s ide is 
reduced. 

Procedure for reductio11 of capital Aflcr passing the special resolution for the 
reduclion of capital, the company has to apply to the Court by way of petition to 
confirm tbe resolution under Section IO l. The creditors are entitled to object where 
the proposed reduction of share capita l involves either: ( 1) the diminution of liability 
in respect of unpaid capital; or (2) the payment to any s},a reholder of any paid-up 
share capital, or in any other case, if the Tribunal so directs. 

To enable the creditors to object, the Court settles a J1st of such people. if any creditor 
objects, either his consent to the proposed reduction should be obtained or he should 
be paid off or his payment secured. However, the Court may dispense with the consent 
of a creditor on the company securing payment of the tkbt or claim by appropriating 
the full a1uount or that fixed by the Court. 

Section I 02 states that if the Court is satisfied that either the creditors entitled to 
object have consented lo the reduction, or that their <lehts ha ve been paid or secured, it 
may confirm the reductioo. It may also direct that, the words "and reduced" be added 
to the company's name for a s pecified period and that the (."Ompany must puhlisb the 
reasoos for the reduction and the causes which led to it. 

Section 103 provides for rcgjstration of the Court's order with the Registrar. The 
company has also to send the minutes giving details of the share capital as altered. T he 
reduction of share capital take:; effect only on rcg.istration of the Tr ibunal's order with 
the Registrar and not before. The Registrar will issue a certificate of registration which 
will be a conclus ive evidence that bolb the requirements of the Act have been 
complied with and that the s hare capita l is now as set out in the minutes. The 
registered minutes are deemed to be substituted for the corresponding capital clause in 
tht: memorandum, thereby altering the memnran<lum with in the meaning of Section 
40. The copies of the memorandum which will be issued subsequt:nlly must, therefore, 
be in accordance with the a,ticlcs. 

Section l 04 provides that alter the reduction of capital, the members cease to be liable 
for calls as regards to the amount by which the nominal amou111 of Lheir shares has 
been reduced. lf, however, any creditor entitled to object to the r&luction of s hare 
capital is not entered oo the lis1 of creditors, the n every member at rhe time of the 
registration of the L.t.B order and minutes is liable to contribute for the payment of 
that debt. 

Sec1ion 105 provides for punishment with impr isonment extending to one year or with 
fine oc both, if any officer of the company knowingly conceals the name of any 
c reditor en1 itlcd to object to the reduction or misrepresents the nature or amount of 
claim or debt or abets such concealment or misrepresentation. 

5.5.3 Reduction of Share Capital without the Sanction of the Court 

There arc some cases in which there is reduction of share capital an<.I no confirmarion 
by the Court is necessary. These are: 

(i) Forfeiture of shat·es. A company may, in pursuance of its articles, forfe it shares 
for non-payment of calls. 
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(ii) Surrender of shares. It is a shortcut to forfeiture. h may be accepted by lhe 
company under circumstances where ils forfeiture is j ustifit¾i. 1t has tile effect of 
releasing the shareholder whose sunender is accepted from liability on shares. 

(iii)Diminution of capital. This has a lready been explained. Section 94 clearly states 
that diminution of capital docs not amount to reduction of capital. 

(iv) Redemption of redeemable preference shares. This has already been explained as 
provided by Section 80. 

(v) Purchase of shares of a member by the company uflder Section 402. The 
Company Law Board may order the purchase of shares of any member of the 
company by the company, under certain circumsrnnccs. 

Reduction of capital vs. diminution of capital. Reduction of capital involves working 
off past losses against capital cancellation of the uncalled capital or repayment of 
surplus capital. It may involve reduction of issued capital, subscribed or paid up share 
capital. Diminution of capital denotes cancellation of the authorised or issued capital 
(but not subscribe<l). Diminution of capital does not constitute a reduction of capital 
within the meaning of the Companies Act. The distinction between redU<.: tio,n and 
diminution of capital is as follows: 

1. Diminution of capital is the reduction of 1he issued capita l. Reduction of capital 
involves reduction of subscribe<l or paid up capital: there is no reduction of issued 
capital. 

2. Both require authorisation by Articles but whci:eas 'diminution ' can be effected by 
an ordinary resolution (if so authorised by Artie les), reduction of capita l cannot be 
effected without passing a special resolution. 

3. 'Reduction' requires confirmation. by Coun (Section 100) but 'diminution' needs 
no confirmation by the Court (Sec tion 94). 

4 . In case of 'reduction', Court may order the company to add the wocds ' and 
reduced' after its name [Section I 02 (3) but no such order can be passed in case of 
'diminution' Section 94j. 

5. In case of 'diminution'. notice is to be given to R egistrar within 30 clays from the 
elate of cancellation whereupon the Registrar shall record the notice and make the 
necessary alteration in the Memorandum of Association and Articles of 
Association. ln case of ' reduction' more detailed procedure has been prescribed 
though there is no time limit as in case of' diminution' . 

5.5.4 Purchase of its own Shares by a Company (Section 77) 

No company limited by shares and no company limited by guara11tee and having a 
shaJe capital, shall have power to buy its own shares, unless the consequent reduction 
of share capital is effected <1nd sanctioned by the court in pursunnce of Section I 00 to 
104 or of Section 402. Further, no public company and no private company which is a 
subsidiary of a public company can directly or indirectl y (through loans or guarantee) 
provide financial assistance to any person to buy shares in the company or in its 
holding company. 

If default is made in compliance of Section 77, then the company and every officer of 
the company in default shall be punishable wi th a fine upto ~I lakh. 

There are, however, certain exceptions to Sc::<.:tion 77. They are: ( l) A company may 
redeem its redeemable preference shares issued under Section 80; or (2) A banking 
company may lend money for the purpose in the ordinary course of its business; or (3) 
A company in pursuance of scheme for the purchase of fully paid-up shares in the 
company to be held by trustees for the benefit of its employees including salaried 
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directors, may adva11ce loan for lhe purchase; or (4) A company may advance loans to 
its bona fide employees (excluding directors or managers) to enable them to purchase 
fully paid shares for amount not exceeding six months' salary or wages of each 
employee; or (5) An unlimited company can purchase its own shares; or (6) A private 
company which is not a subsidiary of a public company may advance loan or offer 
guarantee for purchase of its share:.. However, even such a company cannol pUichase 
its own shares. 

The Companie.,; (Amendment) Act, 1999 inserted three new Sections - 77A, 77AA 
and 77.13 . The companies have been allowed to buy-back their shares subject to ce11.ai.o 
safeguards. SEBI (Buy Back or Securities) Regulations, 1998 have also been issued. 
These are: 

l . Section 77 A provides that a company may purchase its own shares or other 
specified securities (also known as "buy-back") out of (i) its free reserves; or 
(ii) the securities premium account; or (iii) the proceeds of any shares or other 
spocified securiti~s. However, no buy-back of any kind of shares or other 
specified securities shall he made out of the proceeds of an earlier issue of the 
same land of shares or same .kind of olhcr specified securities. 

2. This buy-back is allowed only if the following conditions are satisfie4 (a) the 
buy-back is authorised by the articles; (b) a special resolution has been passed in 
general meeting of the company authorising the buy-back; (c) the buy-back docs 
not exceed 25% of the total paid-up capital and free reserves of tht! company; also, 
the buy-back of equity shares in any financial year shall not exceed 25% of the 
total paid-up equity capital in Lhc financial year; (d) the ratio of the debt owed by 
the company must not be more than twice the capital and ils free re.<;crves after 
such buy-back. However, the CcnlraJ Government may prescribe a higher rat.io of 
the debt for a class or classes of companies. The tem1 ' debt' here includes all 
amounts of unsecured and secured debts; (e) all the shares or other specified 
securities, for buyback must be fully paid-up; (f) the buy-back of the shares or 
other specitieu securities listed on any recognised stock exchange is in accordance 
with the regu lations rnadc by SEBI; (g) the buy-back in respect of unlisted shares 
or other specjtitd securjtit:s is in accordance wilh the guidelines pn.:scribcd. 

3. The notice of the meeting at which special resolution is proposed to be passed 
shaU be accompanied by an ¢xplanatory statement stating (a) a foll anti complete 
disclosure of all material facts; (b) the necessity for the buy-back; (c) the class of 
securily intended to be purchased under the buy-back; (d) the amount to be 
invested under the buy-back; (e) the time-limit for completion of buy-back. lo any 
case every buy-back sha 11 be completed within 12 months from the date of passing 
the special resolution. 

4. The buy-back may be (a) from the existing security-holders on a proportiona1c 
basis; or (h) from the open-market; or (c) from odd lots, (i.e., where the lot or 
securities of a public company> whose shares are Listed on a recognised stock 
exchange, is smaller than sucb marketc.1ble lot, as may be specified by the slock 
exchange~ or (d) by purchasmg the securities issued to employees of the company 
pursuant to a sche01e of stock option or sweat equity. 

5. Where a company has passed a special resolution to buy-back iLS owo shares or 
other st!curitics, it shall, before making such buy-back file with the Rcgislrar of 
Companies and the SEBl a declaration of solvency in the prescribed form. Th.is 
declaration is lO bi.: ver ified by an affidavit to the effect thc11 the Board of Directors 
of the company has made a full inq11iry into the affairs of tbe company as a result 
of which tbey have formed an opinion that it is capable of meeting its liabilities 
and will not be rendered insolvent within a pcriot! of one year of the date of 
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declaration adopted by the Board and signed by at least two directors of the 
company, one of whom shall be the managing director, if any. 

However, in case if a company whose shares are not listed on a recognised stock 
exchange, no such declaration need be fi led with SEI3l. 

Where a company buys back its own securities, it shaJI extinguish and physically 
destroy the .securities so bought back within seven days of the last day of 
completion of buy-back. 

6. Where a company completes a buy-back of ilS shares or other specified securities, 
it shall not make further issue of the same kind of sh.arcs [including allotment of 
further shares under Section 81 (J )] or other specified securities within a period of 
24 months cxc~pt by way of bonus issue or in the discharge of subsisting 
obtigations such as conversion of warrants, stock option scl1emes, sweat equity or 
conversion of preference shares or debentures into equity shares. 

7. Where a company buys-back 1hc securities, it shall maintain a register of the 
securities so bought, the consideration paid for the securities bought back, the date 
of cancellation of securities, the date of extinguishing and physical destroying of 
securities and such other particular~ as may be prescribed. 

8. A company shall. after the completion of the buy-back, fiJe with the Registrar and 
SEBT. a return containing such particulars relating to the buy-back within 30 days 
of such completion as may he prescribed. However, no such return need be fiJed 
with SEI31, in the case of a company whose shares are not listed on any r ecognised 
s tock exchange. 

9. lf a company makes a default in complying with the above provisions, the 
company or any officer of the company who is in default shall be punishable with 
imprisonment for a term which may extend up10 2 years, or with fine which may 
extend upto ~50,000 or with both. 

I 0. For the purposes of this Section - (i) 'specified securities' jncludes employees' 
stock option or other securities as may he notified by the Central Government 
from time to time, (ii) "free n::serves" shall have the meaning assigned to it in 
Section 372A. 

11. Transfer of certain sums to capital redemption reserve account (Section 77AA). 
Where a company purchases its own shares out of free reserves, then a sum equal 
10 the nominal value of the shares ::;o purchased shall be transferred to the capital 
redemption reserve account and details of such transfer shall be disclosed in the 
balance sheet. 

12. Prohibition for buy-back in certam circumstances (Section 7713). This section 
provides that no company shall directly or indirectly purchase its own shares or 
other specified securities (al through any subsidiary company including its own 
subsidiary companies, or (b) through any investment. company or grnup of 
investment compan ies, or (c) if a default, by the company, in repayment of deposit 
or interest payable thereon, redemption of debentures, or preference .shares or 
payment of dividend to any shareholder or repayment of any term loan or interest 
payable thereon to any financial institution or bank, is subsisting. 

13. further no company shall directly or indirectly purchase its own shares or other 
specified securities in case it has nol complied with provisions of Sections. 159, 
207 and 211. 



5.5.S Raising of CapitaVIssue of Shares 

Companies limited by shares have to issue shares to raise the necessary capiuil for 
their operations. Issue of shares may be made in three ways. (i) By private placement 
of s11ares; (ii) By allotting entire shares lo an issue-house, which in turn, offers the 
shares for sale to the public; and (ijj) By inviting the public to subscribe for shart:s in 
lhc company through a prospoctus. 

Private placement of sltare.'i. A private company limited by shares is prombited by lhe 
Act an<l the Articles from mvitfog the public for subscription of shares or debentures. 
It also need oot file statement in lieu of prospectus. Tts shares are issued privatd y to a 
small number of persons known to the promoters or related to them by family 
connections. 

A public company can also ra ise its capital by placing the shares privately and without 
inviting the public for subscription of its shares or debentures. In this kind or 
arrangement, an underwriter or broker finds persons, nonnally his clients who wish to 
buy Lhe shares, He acts merely as an agent and his function is simply to procure buyer 
for Lhc shares, i.e., to place Lhem. Since no public offer is made for shares, 1hcrc is no 
need to issue any prospectus. However, under Section 70, such a comp,my is required 
tu file with the Regislrar a stalemcnt in lieu of prospectus atleast 3 days b~forc making 
allo(ment of any shares or debentures. 

As per the gu1delin~ issued by SEBI in June, 1992, private placement of ~hares 
should not be ma<lc by subscription of shares from unrelated investors through any 
kind of market intermediaries. This means promoters share should not be contributed 
by subscription of those shar~ by UnJelated investors tltrough brokers, lnerchant 
bankers, etc. However, sub~edption or such shares by friends, relatives and associates 
is allowed. 

By au offer for sale. Under this arrangement, the company allors or agrees co allot 
shares or debentures at a price to a financial institution or an Jssue-house for sale lo 

the public. The lssuc-house publishes a document caJled an offer for sale, with an 
application form allachcd, offering to lhe public shares or debentures for sale at a price 
h igher than what is pa id by tt or al par. This document is deemed to be a prospectus 
[Sect ion 64( J )]. On rcceipr of applications from the public, the Issue-house renounces 
the ullotmcnt of rbe number of sba(es mentioned in the application in favour of tbc 
applicant purchaser who becomes a direct allottee of the shares. 

By inviting public tltrough prospectm: This is the most common method by which a 
company seeks to raise capital from the public. The company invites offers from 
members of rhe public 10 i-ubscribc for the shares or debentures through prospectus. 
Ao mvestor is expected lo study 1bc prospectus and if convinced about the prospects 
of the l:ompany, apply for shares. 

5.6 TRANSFER A D TRANSMISSION OF SHARES 

Transfer of shares refers to the transfer of title to shares, voluntarily, by one party to 
another. Transmission of shares means the transfer of title to shares by the operation 
of law. 

Transferability is an important feature of a share in a company registered under tht: 
Companies Act, from which emanates another feature of a company - perpetual 
succession. 

ln this section we shall discui-s the meaning of transmission of shares and procedw·e to 
execute lrnnsmission. 
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5.6.1 Procedure of Transfer 

Section I 08 requires the transfer to be in a proper ins trument of transfer .known as 
Share Transfer Form which is required to be presented to the Registrar before it is 
s igned and fill ed up by the transferor. The Registrar will stamp or otherwise endorse 
thereon the date o n whic h it is so presented to him. H owever, the transfer form is not 
necessary in case of tra nsfer of securities effected through the depos itory as per the 
Depositoric:. Act, 1996. 

A company shall not register a transfer of shares, unless a proper instrument of 
transfer duly stamped and executed by the transferor and by the transferee, has been 
delivered to the company along with the share certificate. 

A reading of Section 108 of tlie Companks Act, 1956 and Section 12 of the Indian 
St.amp Act, 1899, c learly shows that the instroment of transfer of sh.ares should bear 
the requis ite stamps and the adhesive stamps should be cancelled at the time of 
affixation of such stamps and execution of the document. 

If these requin::ments are not complied with, then the instrument, althou gh bearing a n 
adhesive stamp hut oot cancelled, cannot be said to be an instrument ' duly stamped'. 
Accord ing ly, transfer shall no( be valid. 

Section I 08 (lA)(b) requires !hat the stamps should be a ffixcd before delivery to the 
documents . 

Lodging tlw trumfer. Every instrument of transfer completed in all respects, be 
delivered lo the compa ny: 

(i} in the case of shares dea lt in or quoted on a recognised stock exchange, at any 
time before the date on which the Register o f members is closed, for the first time 
after the date endorsed by the Registrar or within 12 months from the date of such 
endorsement, whichever is later; 

(ii) in any other case, within two months from the da te of s uch endorsement. 

Section 110 provides that the application for the registration of transfer may be made 
either by the transferor or the t ransferee. Where it is made by the transferor and relates 
lo partly paid-up shares, tbe company must give notice of application by prepaid 
regis lered post to the transferee. lf the transferee does not object to the transfer within 
two weeks from lhe receipt of the notice, tl1l-'Jl his name may be entered on the 
Register of members. With regards to an application by the transferee or by the 
transferor rela ting to fully paid-up shares, no such notice is requir ed. 

Transfer nf shares heul in joint names. ln case of shares held in joint names, the 
transfer form must be signed by a!l of them, unless a specific authorisation is made in 
favour of any or some o f them. 

S ale of slwres by tax recove1y officer. Where the Tax Recovery Officer is required to 
transfer shares to a p erson who has purcb.ase<l t hem, the Tax Recovery Officer may 
execute such docu ments or make such endorsement as required. 

Transfer when complete. Transfer becomes complete a nd the transferee becomes a 
shareholder onJy wbi:!n the transfer is registered in the company's register 
[Mathrubhumi Printing & Publishing Co. L td. v. Vardhaman Publ ishers Ltd. ( 1992) 
73 Comp. Cas. 80 (Ker.)). 

5.6.2 Transfer of Shares under Depository System 

The Depositories Acl, J 996 has paved the way for an alternate moc.le of effecting 
transfer of shares. In vestors will, however, have the choice of continuing with the 
existing share certificates and adop l the existing mode of effecting their transfer. 



Upon entry into the depository system, share certificates belonging to lhc mvcstors 
will be 'dematcrialiscd' and their names entered in the books of participants as 
beneficial owners. The investors' names in the register of companies concerned will 
be replaced by the name of depository as the registered owner of the securities. The 
investors will, however, continue to enjoy the economic bcnefiLq from the shares as 
well as voting rights on the shares concerned. 

Shares in the depository mode shaH cease lo bave distinctive numbers. Issuers uf new 
securities will give jnvestors the option either Lo receive physical securities or to join 
the depository mode. While investors holding share certificates may opt co become 
beneficial owners in a depository system, those investors opting 10 exit from a 
depository will be allowed to do so and claim share certificates from the company by 
substituting their names as tbe registered owner in place of the depository. 

Ownership changes in the depository system will be made automatically on the basis 
of delivery vs. payment. There wiU be a reg1.1lar, mandatory f1ow of informal ion about 
the details of ownership in depository's record to the company concerneu. If the latter 
has any reservations aboul the admissibility of shate acquisition by any person, the 
company will be entitled to make an application to the Company Law Board for 
rectification of the ownership rccorc..ls with depository. During the pcndcmcy of 
company's a.pplication wi1h tbe Company Law Board, the transferee would be enlitled 
to all the rights and benefits of the shares excepl voting rights which will be subject 10 

the orders of the Company Law Board. 

Jm,ertion of new section, viz., SeCJion IlJA. Subject to the provisions of this section, 
viz., Section l I l A, lhc shares or debentures and any interest therein of a company, 
other than a private company shall be freely transferable. 

The Company Law Board may, on an application made by a depository, the company, 
participanl or investor or the Securities and Exchange Board of lndio within lwo 
months from the date of transfer of any shares or debentures held by a depository or 
from the c..late on which the instrument of transfer or the intimation of transmission 
was delivered lo the company, as the case may be, after such inquiry, as i1 thinks fit, 
direct the company or depository to rectify register or record if the tran!> fer of the 
shares or debentures is in contravention of any of the provisions of the Securities and 
Exchaog~ Board of lndia Act, 1992 or regulations made thereunder. However. the 
Tribumil may, at its discretion, make an interim order as to suspend the voting rights 
before making or completing such enquiry. 

The provisions of this section shall not restrict the right of a holder of shares or 
dehenturc.'S, to transfer such shares or debentures aod any person acqu iring such shares 
or debentures shall be entitled to voting rights unless the voting rights have been 
suspended by an order of the Tribunal. 

Notwilhst,mcting anything contained in this section, any further transfer. <luring the 
pen<lcncy of 1hc application with the CLB, of shares or debentures shall entitle the 
transferee to voting rights unless the vming rights in respect of such transferee have 
a.lso been suspended. 

5.6.3 Transmission of Shares 

Transmission of shares lakes place (i) when the registered shareholder dies or 
(ii) when he is adjudicated an insolvent; or (iii) if the shareholder is a company, it goes 
into liquidation. 

On the death of a shareholder, his shares vesr jn hls Jcga} representative. The legal 
representative can sell che shares without being registered, if he docs not wish to be 
registered as a member of the company. 
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But subject to the provisions of the Artic les, he js entitled to be put on the Register of 
Members, if be so desires. For this purpose, the company is bound to accept 
production of Probate or Letter of Administration or Succession Cert ificc1te as 
s11fficient evidence of his title. 

In case the legal representative elects to beco,ne a member, he must send a 1,,vriuen and 
s igned notice, called Letter of Request, lo the company notifying his decision. If he 
elects to transfer, he shall notify the election after executing a lninsfcr of the shares. 
All mks relating 10 the right of transfer and registration of transfer will apply to such 
notice and transfer. 

On the insolvency of a shareholder, his shares vest in the Official Assignee or Official 
Receiver, who can sell and transfer the shares or to get himself registered as a 
member. 

W here a sha reholding company goes into liquid<1tion, the liquidator may sell and 
transfer the shares. 

5.6.4 Distinction between Transfer and Transmission 

The fo llowing arc points of distinction between transfer and transmission of shares. 

(i) Transfer takes place by a voluntary and deliberate act of the transferor, while 
transmission is the- result of op eration of law. 

(ii) In case of transfer, the transferor and the tran sferee have lo execute an instrumcn( 
of transfer, while tl1e shares are !ransmitted on the death, insolv~ncy of a member 
and instrument of transfer is not required; only a proof of his ti lie to the shares is 
required. 

(iii)Transfer is the normal method of transferring property in the shares, whereas 
transm.ission of shares takes place only on death, insolvency of a shareholder. 

5.6.5 Certification of Transfer (Splitting of Sha res) (Section t 12) 

Where a shareholder desires to sell only some of the shares represented by a share 
certificate or to sell them to different buyers, then a problem may arise in that, the 
transferor is required to han<l over tl1c share cer t ificate to lhc buyer to be lodged a long 
with the share transfer fonn with the company and this may not be possible in such a 
situation. Therefore, to overcome this problem, a pra<:1ice has come into being 
whereby the transferor lodges the certificate and transfer form with the company with 
a request to certify the transfer. T he company obliges by en<lors i.ng a statement to the 
effect that a share certificate covering those transfer!> has been lodged witb the 
company. The certification is normally done on the transfer form itself. 

When the transfer is lodged with the company and passed, the company cancels the 
old certificate and sends a 'certification of transfer', for the shares transferred, to the 
transferee and a balance certificate/ticket, for those retained, to the transferor. The 
'certification of transfer ' and the 'balance ticket' are exchanged for share certificates 
as and whtm they arc ready. In case of shares being sold lo two or more transferees, 
the certification of transfers is exchanged for the new certificates. 

Section 112 provides that certification is merely a representation by the company to 
any person acting oo the faith of it that there have been produced to the company such 
documents, as on the face of them, show a prima facic Lille in the transfer, but in no 
way, it is a representation that the transferor has any title to the shares. 

However, where any person acts on the failh of an erTO(leous certification made by a 
company negligently, the company shall be under the same liabilily to him as if the 
certification has been made fraudulently. 



The 'Certification of transfer' to be valid should smisfy the following requirements: 
(i) the insh11ment of transfer should be certificated with the words 'Certificate lodged ' 
or words to lhe like effect; (ii) the person issuing the certification instrument must he a 
person authorised to jssue such instruments of transfer on the company's behalf; (iii) 
lhc certification must be signed by any officer or servant of the company or any other 
person, authorised to certificate transfers on company's behalf. Where a body 
corporate has been so authorised, it may be signed by any officer or servant of tbat 
body corporate. 

However, it may be noted that there is no statutory obligation cast on the company to 
certify transfers. 

5.6.6 Right of Transferees Pending Registration of Transfer 
(Section 206A) 

For transferring the owner:ship rights in shares, it is necessary that the company must 
register the transfer a nd make new entries in the regis ter of members. But, as we 
know, the transfer of shares is not registered immediately on delivering the instrument 
of transfer to the company. 

In fact, the company is given two months' time to either register the transfer or refuse 
it. But, what shall be the pos ition of the r espective parties during this period? The 
question assumes importance because tJ1e company during 1hjs period may issue bonus 
shares or make offer of rights. 

Till the company has registered the transfer, the name of the transferor continues to 
appear in the register of members. Technically, therefore, the 1ransferor continues 10 

be a lawful owner and the member of the company but the transferee is t ile beneficial 
owner. 

Jn order to protec1 the interest o[ transferees in such a situation Section 206 A provides 
that where any instrument of transfer of shares has been delivered to the company for 
registration and Lransfcr ha:; not been registered, the nght to dividend, rights shares 
and bonus shares shall be kept in abeyance. 

The dividend in relation to such shares shall be transferred lo the specia l account 
called "Unpaid Dividend Account' ' as per Section 205A unless the company i:; 
authorised by the registered holder 10 such share in writing to pay such dividend to the 
transferee specified in such instrumt:n\ of transfer. 

5.6.7 Statutory Restrictions on Transfer of Shares (Sections l0SA-108() 

Thc.se sections provide as follows: 

Restrictio1t on acquisition of ce11ai1t shores (Section 108A). Section 108A prohibits 
the holding of more than 25% of tbe paid-up share capttal of a company without the 
previous approval o f the Central Government. 

Rest.rictimt on tru11.sfer of shares (Secti011 I 081J). 

• Everybody corporate or bodies corporate under the same management which 
holds, where singly or in t.he aggregate, 10% or more of the nomtnal value of the 
subscdbed equity share c;.ipital of any other company must, before transferring 
one or more of sucb shares, give 10 the Central Government an intimation of its or 
their proposal to transfer such share. 

• Where, on receipt of the intimation or otherwise, the Central Government is 
satisfied that as a result of such transfer, a change in the composition of the Board 
of Directors of the company is likely to take p lace and that such change wouJd be 
prejudicial to the interests of the company or to the public interest, il may issue 
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any of the following orders: (a) No such share !-ihall be transferred to the proposed 
transferee. Or 

(b) Where such share is held in a company engaged in any industry specified in 
Schedule XV, suc.:h share shall be transferred to the Central Government or to such 
Corporation owned or controlled by that Government as may be specified in the 
direction. 

• lfthe Central Govenunenl docs not make any direction within s ixty days from the 
date of receipt by it of the intimat ion given, the above provisions with regard to 
the transfer of such shares shall not apply. 

Resolution on the trans.fer of shares of foreign companies. Sccl ion J 08C prohibits 
anybody corporate or bodies corporal<:: under the same management, which holds, or 
hold in the aggregate, l 0% or more of the nominal value of the equity shaJ·e capital of 
a foreign company, having an established place of business in India, to transfer any 
share in such foreign company to any citizen of Jndia or anybody corporate 
incorporated io India except with the previou~ approval of the Central Government. 
The Central Government shall however not refuse such permission unless it is of 
opinion that such transfer would be prejudicial to the public interest. 

Power of central government to direct companie!J not to give effect to the transfer 
(Section 108D). 

• Where the Centra l Government is satisfied that as a result of the transfer of any 
share or block of shares of a company, a change in the contro!ling interest of the 
company is Hkcly to take place and that such change would be prejudicial to the 
interest o f a company or to the public interest, tha t Government may direct the 
company not to give effect to the transfer of any such share or block of shares and 
- (a) where the transfer of such share or block of shares has already been 
registered, not to permit the transferee or any nominee or proxy of the transferee, 
to exercise any voting or other rights attaching to such share or block of shares; 
and (b) where the transfer of such sbare or block of shares has tlOI been registered. 
not lo permit any nominee or prox y of the cransferor to exercise any voting or 
other r ights attaching to such share or block of shares. 

• Where any direction is given by 1l1e Central Government undc::r (I), the share or 
the block of shares referred to there in shall stand retranstemx! to the person from 
whom it was acquirecl and thereupon the amount paid by the transferee for the 
acquisition of such share or block of shares shall be refunded to him by the person 
lo whom such share or block of shares stands or stand retransforred. 

• If the refund referred to in (2) is not made within the period of thirty days rrom the 
date of the. direction refened to in ( 1 ), the Central Government shall, on the 
application of the person entitled to get the refund, direct, by order, the refund of 
such amount and such order may be enforced as if it were a decree made by a civil 
court. 

• The person of v..-hom any share or block of shares stands or stand retransferrcd 
under (2) shall, on making refund under (2) or (3 ), be eligible lo exercise voting O( 

other rights attaching to such share or block of shares. 

Time wit/tin which refusal to he commu11icate,I (Sectio11 108£). Every request made 
to the Central Government for ac.:c.:ording its approval to the proposal for the 
acquisition of any share referred to in Section 108A or the transfer of any share 
referred to in Section I 08C shall be presumed to have been granted unless within a 
period of sixty days from tl1c date of receipt of such request, the Central Government 
communicates to the person by whom the request was made that the approval prayed 
for cannot be granted. 



Nothing in Se<:tio1t /OBA to 108D to apply to government companies, etc.. (Sectio11 
108F). Nothing contained in Section J08A [except Sub-section (2) t.hcreot] shall 
apply to the transfer of any share to and nothing in Section I ORB or Section l08C or 
Section I 08D shall apply lo the transfer of any share by- (a) any company in which 
not less than 51 % of the share capital is held by the Central Government; (b) any 
Corporation (not being a company) established by or under any Central Act; (c) any 
financial iostjtution. 

Applicability of the provisions of Sections L08A to I08F (Section J08G). The 
provisions of Sections. J 08A to I 08F (both inclusive) sruill apply to the acquisition or 
transfer of shares or share capital by, or to, an in<li vidual, firm, group, constituent of a 
group, body corporate or bodies corporate under the same management, who or 
which: 

(a) is, in case of acquisition of shares or share capital, the owner in relation to a 
dominam undertaking. and there would be, as a result of such acquisition. any 
increase - (i) in the production, supply, distribution or control of any goods lb.at 
are produced, supplied, <listributed or controlled in India or any substantial part 
thereof by that domina nt undertaking, or (ii) in the provision or control of any 
services that are rcndert:d in India or any substantial part thereof by that dominant 
undertaking, or 

(b) would be, as a result of such acquisition or transfer of shares or sh.arc <:.!pilal, the 
owner of a dominant uoderlaking; or 

(c) is, in case of transfer of shares or share capital, lhe owner in relation ro a dominant 
undertalung. 

Constr11ctio11 of certain expressions used i11 Sections 108A to 108G (Section 108H). 
The expressions "group", "same management", "financial institution", "dominant 
undertaking" and " owner" use<l in Sections 108A to 108G (both inch.lsivc), shall have 
the meanings respectively assigned to them in the Monopolies and Restrictive Trade 
Practices Act, 1969. 

Penalty for acquisition or transfer of shares i11 contraventinn of Sections !OBA to 
108D (Section 108-L). Section 108T provides for penalties for non-compliance of 
provisions contamw III Sect ion I 08A to I 08D. 

5.7 SHAREHOLDERS VS. MEMBERS OF THE COMPANY 

Section 4 l provides that ( l) The subscribers of the Memorandum of a company sha 11 
be deemed to have agreed to become members of the company and on its registration, 
shall be enh,:rcd as members io its register of members. (2) Every other person who 
agrees in wn11ng lo be<;Ome a member of a company and whose name is entered in its 
register of members, sha ll he a member of the company. On this basis, two pre­
requisites for a person to become a mcmb~r of a company arc: (i) the agreement in 
writing to iake sbares of the company; and (ii) the registration of his name m its 
register of members. 

Besides, a person may also become a member of a company through the depository 
system. Every person hol<lmg equity share capital of a company and whose name is 
entered as beneficial owner in the records of the deposjtory shal l be deemed to be a 
member of the concerned company (vide Depository Act, 1996). 

Thus, a person can agree to take shares of a company either as the subscriber al the 
initial sragc of its formation or in any of tbe following manner: (a) by subscribing to 
its further or new shares; (b) on transfer of its shares from an existing member; (c) on 
acquisition or purchase of its shares (for example, take-over bid, renuncjation of rights 
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shares by an existing member); and (d) on acquisition of its shares by devolution (for 
example, transmission of shares to legal heirs of a deceased member, on insolvency, 
upon merger/amalgamation through court's order); (e) on conversion of convertible 
debentures or loans pursuant to the terms of issue of such debenture or loan agreement 
respectively. 

The fundamental difference between the subscribes who agree to take shares at the 
time of formation of the company and persons who agree to take shares later is that 
the former become members immedjately on incorporation of the company, that is, 
they automatically become mt:mbcrs. The latter, though having agreed to take shares, 
become members only after their names arc registered in the register of members of 
the company. 

5.7.l Member and Shareholder 

In the case of a company, limited by shares, the persons whose names are put on the 
register of members, are the members of the company. They may also be called 
shareholders of the company as they have been allotted shares and are holding them in 
their own right. lo such a s ituation, the terms ' member' and 'shareholder' are 
interchangeably used to mean the same person. 

In Srikanta Data v . Venkatcshwara Real Estate Enterprises (P) Ltd. ( 1990) 68 Comp. 
Cas. 2)6 (Kar), it was held that unless the context otherwise requires, the word 
'member' under Section 2(27) means a '!>hareholder' excepting a person who is a 
bearer of a share warrant of 1.hc company. 

But in the case of an unlimited company or a company limited by guarantee, a 
member may not be a sharchol<ler , for such a company may not have a share capital. 
However, sometimes a distinction is ma intained between a member and a shareholder 
in the case of a company having a share capital. 

In other words, as regards the same set of shares one person may be a member and 
another he the sha(ebolder of the company. This distinction arises in the following 
s iti1ations: 

1. X is a member of a company limited by shares. His name is placed on the register 
of members as he is holding shares in his own rig ht and, therefore whether wc call 
him a member or a shareholder, it is immaterial. In such a situation, 1hc terms 
'member' and 'slrnreholder' may be used interchangeably. Now, in the following 
three situation he will cease lo be a shareholder, though he continues to be the 
member of the company: 

(a) On sale. X sells the shares to Y. He fi lls in a share transfer form and hands it 
over to Y. He also gives the share certificate representing the shares to Y. In 
return for sale of shares, he receives consideration from Y. X is no longer a 
shareholder as he has sold the shares and property in the sru.tres h.as passed to 
Y. But the name of X continut:S to be on the Register of members till the 
transfer of shares is registered by the company in favour of Y. 

(b) On death. X dic.s and his property, including shares, is inherited by Y, his 
legal represe.ntat1ve. X is no longer the sharehoJder. He is not in existence to 
hold the shares. Y is holding the shares in h.is own right and, therefore, can 
rightly be called the s hareholder. But X continues to be the member as his 
name still appears on the register of members. However, as soon as Y gets his 
own name rcgislered in the regislcr of members, then X will cease to be a 
member. 

(c) On becoming inso/ven1. X becomes insolvent and his property, including 
shares, vests in the Official Receiver or Official A'lsignce. The Official 



Receiver or Assignee is holding the shares in his own right. Therefore, X is no 
longer the shareholder, though he continues to be the member of the company. 

2. A person who is holding a share warrant is a shareholder but he is nol a member 
of the company as his name is struck off the register of members (Section I 15). 

3. A person who subscribes to the memorandum of association irrunedia1ely becomes 
the member, even though no shares arc allotted to him. Til I shares are a llolled to 
the subscdber, be is a member bul not the shareholder of the company. 

4 . In the case of a company 'limited by guarantee having no share capital or an 
unlimited company havjng no share capital, there will be onJy ' mtmbers' but not 
's ha rehol tlers '. 

5.7.2 M odes of Acquiring Membership 

A person may become a member or a shareholder of a company by any of the 
fo llowing ways: 

I. By subscribing to the memoramlum of association .. The subscribers of the 
memorandum of a company arc deemed to have agreed to become members of the 
company only by re.ison of their having signed the memorandum. A subscriber to 
the memorandum becomes a member, the moment the company is registered and 
it is not necessary that their names must have been entered in the regis1er of 
members. 

funher, by subscribing the memorandum everyone of the subscribers is deemed 10 

have contracted to become a shareholder in respect of the shares he subscribed for 

2. By agreement 1111d registration. Section 41 (2) provides that apart from the 
subscribers of the memorandum, 'every other person who agrees in "vr,ting lo 
become a member and whose name is entered in its register of members shall be a 
member of the company'. !t follows that ex.cept in the case of the subscribers to 
the memorandum. a person does not become member of Luc company, until his 
n,1 me is <lu!y recor<led in the register of members. 

Registration of the name of a person as a member of a company may arise: 

(a) Upon upplicatior, 011d allotme11t. 

(b) By transfer. The member may acquire shares from an existing member by 
sale, gift or some other transaction. 

(c) By tra11.,·111issio11. Herc a person becomes a shareholder by transmission of 
shares 10 him through death, lunacy or insolvency. 

(d) By estoppel. This arises when a person holds himself out as a memher or 
knowingly allows his name to remain on the register when he has actually 
paned with bis shares. In the event of winding up, he will be liable, like orher 
genuine members, as a contributory. However, he may escape liability by 
applying for removal of his name under Section 155. 

(e) By agreeing to purchase quolificu.tion shares. A person who signs and 
delivers to the Registrar a written undertaking to take from the company and 
pay for qualification shares is in the same position as if he had subscribed to 
the memorandum for a similar number. As such, he is also dcerneJ to have 
become a rm;mbcr automatically on incorporation of the company. 
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5.7.3 Who may become a Member? 

Subject lo the provisions of law, the Memorandum and the A1iiclcs, any person sui 
Juris can become a member of a company. The position of certain person in this 
regard is given below: 

(a) Mi1t0r. The position of a minor as a member of a company is follows as: 

(i) As a minor is wholly incompetent to enter into a contract [Mohiri Ribi v. 
Dbarmodas Ghose, (1903) 30 Cal. 539 (P.C)J, an agreement by a minor to 
take sbares is void anc.l hence, he cannot be a member of a company. 

(ii) Tf shares arc allotted to a minor in response to his application antl his name 
entered on the Register of members, in ignorance of the fact of minority, the 
company can rt::pudiate the allotment and remove his name from the Register 
on canting to know of the minority of the member. The company inust repay 
a ll money received from him in respect of the allotted shares. 

(i ii ) The minor can a lso repudiate the allotment during his minority and he shall 
be returned Lhe amount he paid towards the allotment of shares. 

(iv) Tf the name of the minor continues on the register of members and neither 
party repudiates the allotment, the minor does not incur any liability on the 
shares during minority and he cannot be held a contributory at the lime of 
winding up [Fazalbhoy Jaffar v. The Credit Bank of India ( 1914) 39 l3om. 
331]. 

(v) If an application for shares is made by a father as guardian of his minor child 
and t he company registers the shares in the name of the child describing him 
as a minor, neither the minor nor the guardian can be placed on the list of 
contributories at the time of winding up [Pahaniappa v. Official Liquidator, 
Pasupati Bank Ltd., 1942 Mad. 470 and 875]. 

(vi) If somehow the name of a minor appears on a register of members and in the 
meantime he altains majority and if he does not want to continue to be a 
member, then he must repudiate his liabil ity on the :.hares on the grounds of 
minority. The company cannot take defence on the principle of estol_)pcl that 
Lhe minor had fraudulently misrepresented his age or had received dividends 
and other privileges as a member. However, if he had received dividends aod 
exerc ised his r ights as a member of the company after a ttaining majority, 
then he cannot repudiate his liability on shares. 

( vii) ln case of transfer of a partly-paid shares to a minor, the company may refuse 
to register him as a member. 1n case, the company, in ignorance of the 
minority, has permitted the transfer, then the company may remove the name 
of the m.inor and replace ir by that of transferor, even thougl1 the latter may 
have been ignorant of the minority. 

(viii)ln case of fully paid shares, minor's name may be admiHed in the register of 
members, if he happens to acquire the same by way of transfer or 
transmission. ln Devan Singh v. Minerva Films Ltd. {Al.R 1956 Punjab 106), 
the Punjab High Court held that there is no lega l bar to a minor becoming a 
member of a company by acquiring shares (by way of transfer) provided the 
shares arc fully paid-up and no forth er obligation or liability is au ached to 
them Similarly. in S.L Bagree v. Britannia Industries Ltd. (J 980), Company 
Law Board upheld transfer in favour of a minor. 

(b) Company. A rnmpany, being an anHicial person aod a separate legal entity may 
become a member of anot her company, if it is so authorised by its memorandum 
to purchase share~. This is. however, subject to the provisions of Section 42. 



Under this section, a subsidiary company cannot be member of its holding 
company and any allotment or transfer of shares in a holding company to il'> 
subsidiary, or even to a nominee for such subsidfary, is void, except that a 
subsidiary compan y may: 

( i) hold shares in tbe holding company in the capacity of a personal 
representative of a deceased shareholder, or (i1) hold sucb shares as u-ustccs, 
(except where the holding company or another subsidiary is beneficially 
interested under the trust otherwise than merely by way of Lhc holding 
company's business), or (iii) remain a member of its holding company, if it 
was a member before April I, 1956, but may not vote at meetings of a holding 
company or any class of its members. 

As bas been mentioned earlier, a company cannot purcha::.c its own shares 
(Section 77) and, therefore, cannot become a member of itself. However, a 
company may acquire a beneficial interest in its own shares, as by the exercise of 
its paramount lien on the shares of a member as security for moneys owning by 
him to the company, or by forfeiture of shares for non-pay1m:nl of calls. 

(c) A parthership firm. A partnership firm being an unincorporated asso~iat ion and 
therefore, not having a separate legal entity from the partners, cannot be registered 
as a member in l11c register of members of a company. However, partners, either 
individually or in their joint names (as joint members) may bold shares in a 
company as a part of the partnership property. But a pa11nership firm ,nay become 
a member of a company registered under Section 25 of the Companies Act, 1956 
(i.e., associations not for profit). 

(d) A foreigner. As per the Law of Contract, a foreigner can enter into contracts and 
therefore, can purchase shares in a company bur this is subject to tl,e provisions of 
Foreign Exchange Management Act, 1999 (FEMA). 

When the country, of which the foreigner is resident, is at war with 1 n<lia, then the 
foreigner becomes an alien enemy and therefore. his power of voting at company 
meetings and his rights to rcccivt: notices are suspended during the war-period. 

5.7.4 Joint Membership 

It is possible for two or more than two persons to hold shares jointly in a company. In 
that case all of lhcm are not the individual members of the company. Instead, they arc 
said to hold the shares jointly. There is no direct provision for joint membership, but 
then: are a few indirect references. 

Therefore, Articles of a company provide for joint membership and sometiir1es the 
maximum numbt:r of persons who can be joint-holders of shares is given in lbc 
Article$ (generally not more thuo four). 

Some provisions relating to joint-membership are: (i ) Only one share certificate is 
issued. to them. (ii) AJI the members are jointly and severally liable to make pay,nenl 
of calls (Clause 15, Table A). (iii) A person whose name appears first in the order in 
which the names stands in the register of members, sha\l be entitled to vote (Clause 
57, Table A). (iv) A document may be served by the company on the joint-holder::. of a 
share by serving it on the jofot-holder named first in the register of members in respect 
of the sha.re fScclion 53(4)]. (v) The names of the joint-holders may be emere<l in lhe 
register of members in the order in which they appear in the Application form or in the 
Share Transfer Form. 
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5.7.5 Termination of Membership 

A person may cease to b e a member of a company when: 

(i) he transfers his shares to another person and the shares arc regis tered in tlie 
name of the transferee; 

(ii) his shares are forfeited by the company for non-payment of calls; 

(iii) he surrenders his shares to the company and the )a lter accepts !he surrender; 

(iv) his shares are sold by the company to enforce its lien and the buyer of these 
sh.ares is registered as a member; 

(v) he dies and his legal representative gets his own name registered i..11 the register 
of members or sells shares to a parly who g.ets his name registered with the 
company; 

(vi) he is adjudged insolvent and the Official Receiver/Official Assignee either 
transfers the shares to a third party who gets registered as a member or disclaims 
~hares; 

{vii) he was holdt:r of redeemable preference shares which have now been redeemed 
by the company; 

(viii) he rescinds the contract of membership on the ground of fraud or 
misrepresentation; 

(ix) his shares a.re purchased either by another member o f the company or by the 
company itself by an order of a Court unJer Section 402; 

(x) he has got share warrants iss11ed io exchange for share certificates of fully paid 
up shares; and 

(xi) on the commencement of winding up (but he will be liable as a contributory and 
is also entitled to a share in the surplus assets, if any). 

As meolioned earlier, a company may be member of another company. 1n. such a 
situation if the shareholding company is being wound up then the membership will 
come lo an end if the Liquidator disclaims tl1c shares. 

5.7.6 Rights of a Member 

A member of a company has a number of rights vis-a-vis the company. These arc 
conferred on him either by the Act or by the Article:, of the company. Some of the 
most important rights of a member a rc: 

(i) To have the certificate of shares held ready for delivery to him w,1hi11 three 
months from the date of alto tment; 

(jj) To have his name entered in the register of members i f it had not been entered or 
has been wrongly removed; 

(iii) To transfor shares subject to the provisions of tht: Act and the articles; 

(iv) To receive notices of meetings, to attend meetings and to vote lhreat (either in 
person or by proxy); 

(v} To inspect the register of members and register of debenture holders and get 
cxlTacts therefrom (Section 163); 

(vi) To obtain copies of memorandum and articles on request and payment of the 
prescribed fees; 



(vii) To have tht: Cirs1 op1ion to buy any new shares on a further issue of shares by the 
company (Section 8 l ); 

(viii) To participate i1, the election of directors and appointment of auditors; 

( ix) To get a copy of the balance sheet an<l profit and loss account 2 1 days before the 
Annual General Meeting; 

(x) To apply to the Court to have any "variation of shareholders' rights" set aside 
(Section I 06); 

(xi) To obtain, on request, minutes of proceedings at general meetings (Section 196); 

(xii) To parlicipate in the removal of directors hy passing an ordinary resolution 
(Section 284); 

(xjii) To petition to the Court for prevention of mismanagement. and oppression 
(Section 399); 

(xiv) To pet1tion to the Court for an or<ler of injunction restraining the directors from 
going ahead with an ultra v irus act; 

(xv) To pet ition for compulsory winding up; 

(xvi) To participate in passmg a special resolution for voluntary or compulsory 
winding up; 

(xvii)To participate in the surplus assets. if any, on the liquidation of the company. 

5.7.7 Expu l ion of a Member 

Jl cannot be denied that there arc some members who, by creating various kinds of 
troubles for the management, try to \\-Test undue advantage foe themselves. Can such 
members be expelled'! The Department of Company affairs following the judgement 
in the case of Bajaj Auto Ltd. v. N.K firo<lia (1971) Comp. Cas. 388 have ex.pressed 
the view that the company cannot by amending the Articles given itself a power lo 
expel a member. 

Such an amendment i~ opposed to the fundamental principles of the Companies' 
ju1isprudcnce aud is oltra vires lhe compa ny. Such a provision is (epugna nt to the 
various provisions in the Act perlaining to the rights of a member in a p'l1blic limited 
company and cuts across the scheme of the Act as it has the effect of rendering 
nugatory lhe very power of the competent t.1uthorities un<ler Section l J J and Seel.ion 
107 and 5.395 and is, therefore, void by the operation of the provisions of Section 9. 

However, it seems permissible for a company limited by guarantee or a company 
governed by Secti on 25 lo include a provision for expulsion of a member from the 
company (through forfeiting his shares), if his conduct or action is considered 
detri men ta 1 Lo the interest of tl1e company. 

5. 7.8 Liability of Members 

A member is also subject to certain liabilities and obugations eiLher by the Act or by 
tbe Articles. Some of the important ones arc stat<.:<! hereunder: 

1. l f shares arc not aUollcd for a consideration other than cash, then a member must 
pay the whole nominal valu~ of his shares in cash. 

2. If a member is holding partly paid-up shares and the company goes into 
liqu ic.larion, then he becomes liable as contributory to pay, if called upon to do so, 
towards the assets of 1he company (Section 429). 
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3. A person may be included in the 'B' list of contributories, as a past member and 
required to pay to the extent of the amount remaining unpaid on the shares which 
he held within one year prior to the commencement of winding up, jf (i) on the 
commencement of winding up, debts exist which were incurred while he was a 
member; and (ii) the contributories of the 'A' list (i.e., present members) are not 
able to satisfy the contribution required from them in respect of their shares. 

4. As mentioned earlier, the liability of members becomes unlimited and several, 
even in the case of a limited liability company (Section 45). 

5. A member is bound to 1he company by all the covenants of the Artic'les e.g., a 
company may ha vc a paramount lien on a member's shares for any amount due 
from him to the company. 

6. In the case of company limited by guarantee, Lhe member may be asked to 
contribute to the extent of his guarantee at the time of winding up. 

5.7.9 Register of Members 

Section 150 read with Sect ion 168 require~ every company to keep a register of 
members oroinarily at its registered office. The Register must contain the following 
particulars: (i) the name, address and occupation of each member; ( ii) the number of 
shares held by each member, disting\1ishing each share by its number and amount 
paid-up; (iii) the date of entry in the register; (iv) the date on which a person ceased to 
be a member. 

Where fully paid-up shares have been converted into stock. the fact that stock has 
been issued is to be entered against the name of the member in the Registt:r. 

lndex of members. Section J 51 requires every company with more Lhan fifty members 
to keep an Tndcx of Members. unless the Register itself is in 1hc form o f an index. The 
Index of Membe(s is required 10 be kept at the same place as the Register of Members. 
The Register of Members is open to inspection by members free of charge and by non­
members on payment of one rupee for two hours a day during business hours. 

A company may dose the Register at any time by gi vi ng :;even <lays' previous notice 
by an advertisement in a newspaper c irculating in the district in which the registered 
office of the company is situ.;1ted. However, the aggregate number of days for which it 
can be closed in a year cannot exceed 45 days. Also, it cannot be closed for more than 
30 days at a ti.me. 

Section 157 provides th.at a company with a share capital may, if authorised by its 
articles, keep in any country outside India a branch register of members resident there, 
called a Foreign Register. The Registrar of Companies must be informed of the place 
where this Register is kept. The foreign register is a deemed part of the company's 
p-rincipal register and must be kept in the same manner as the principal register. 

Rect.ifte(ltinn of reg;ster of member,<;. Seel ion 11 J provides for the rectification of the 
register of members by the Trib\.lllal on an application by any person aggrieved such 
as member, transferor, transferee, the company. The Company Law Board may order 
for rectification of the register: (i) where the na inc of any person is, without sufficient 
cause, entered in or omitted from the Regist<::r of Members of a company; (ii) where 
default or unnecessary delay occurs in cnte::ri og on the register the fact that a person 
has ceased to be a member of the company. 

Where the Company Law Board has ordered the rectification of the Register, the 
rectification should be made and notice of rectification must be filed with the 
Registrar within 30 days of the order of the Company Law Board. 



Tt is the duty of the company to maintain the register of members. A comrany cam101 
take advamage of its failure 10 maintain the prescribed register of members. Thus. in 
N. Satyaprasa<l Rao anti olhers v. V.L.N Sastry & Others ((1988)64 Comp. Cas. 492) 
was held tbat where register docs not incorporate name of all shareholders as 
members, those shareholders who have been issued share certificates can exercise 
rights as members. 

Check Your Progress 

Fill in the blanks: 

I. _ _______ mean a certificate, under the common seal of the 
company, specifying any shares hdd by any member. 

2. Tt shouJd he remembered lhal preference shares are always presumed to be 
non-participating unl t!SS expressly described as _ _ _ ___ _ 

3. No company li mited by shares can issue any preference shares which arc 
irrcdce,mablc or arc redeemable after the expiry of _______ from 
lhc date of issue. 

4. The _______ means equity shares issued by the company to 
employees or directors al a discount or for consjderation other chan cash 
for prov iding know-how or making availahle r ights in the nature of 
intellectua l property rights or value additions, by whatever named called 

5. _____ refers lO the transfer of title to shares, voluntar1ly, by 
one party to another. _ _ _ _____ means the transfer of title lo 

shar~ by the opern1ioo of law. 

5.8 LET US SUM UP 

• Section 2(46) defines a share "as a share in the share capital of a company and 
indu<les stock cxcep1 where a distinction between stock and share is expressed or 
implied". 

• A common man uses ·share' and 'share certificate' to mean the same. 1t is, 
therefore, important to note the exact ~ifferenccs between the two. 

• The sha re capital of a company is djvidcd into a number of indivisible units of 
sp<x:ified amount. A company cannot make an original issue of the s1ock. 

• A co mpany limited by shares may, if authorised by its Articles by a resolution 
passed in the general meeting, convert all or any of its fu lly paid-up shares into 
stock. 

• A company may issue all shares with same rights and obligations. However, it 
may issue diffcren1 types of shares with different rights and liabilities a11achcd to 
1hem so as to satisfy the nt:cds of different types of inves tors. 

• A preference share is one which carries the following two rights over holders of 
equity shares : (1) a preferential right in respect of dividends at a fixe<l amount or al 
a fixed rate and (ii) a preferential r ight in regards to repayment of capital o n 
winding up. 

• Companies are now allowed to issue non-voting equity shares. However, these 
shares can be iss1.1cd subject to the rules and conditions prescribed by the 
Dcpartmen1 of Companies Affairs. 

• A public company and its subsidiary can issue only two kinds of shares, viz., 
preference and equity. Therefore, such a company can have only two kinds of 
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shai.-e capital by issue of preference sha(es and equity shares, viz., preference share 
capital and equity share capital. 

• No company limited by shares and no company limited by guarantee and having a 
share capital shall have power to buy its own shares, unless the consequent 
reduction of share capital is effected and sanctioned by the court. 

• Companfos limited by shares have to issue shares to raise the necessary capic.al for 
their operations. Jssue of shares may be made in three ways. (i) By private 
placement of shares; (ii) By allotting entire share:; to an issue-house, which in 
turn, offers the shares for sale to the public; and (iii) By inviting the public to 
subscribe for shares in the company through a prospectus. 

• Transfer of shares refers to the rninsfcr of title to shares, voluntarily, by one party 
to another. Transmission of shares mca11s the transfer of title to shares by the 
operacion of law. 

• A transmission of interest in shares of a company, of a deceased member of the 
company, made by the legal representative of a deceased member shall be 
considered as transm.ission of shares by operation of law. This transmission will 
be registered by a company in the Register of Members. 

• The 'ccrtificat ion of transfer' ant.I the 'balance ticket' are exchanged for share 
certificates as and when they arc ready. In case of shares being sold to two or 
more transferees, the certification of transfers is exchanged for the new 
certifica res. 

• In the case of a company, limited by shares, the persons whose names are put on 
the register of members are the members of the company. They may also be called 
shareholders of the company as they have been allotted shares and are holding 
them in their own right. 

5.9 LESSON END ACTIVITY 

A public company limited by shares forfeited one hundred equity shares held by a 
defaulting member and reissued them lo another person, making a profit of ~20,000. 
But no return of allotment was made as regards to these one hundred shares so re­
issued. Discuss with your classmates whether the company has contra vened any 
provisions of the Companies Act, 1956. 

5.10 KEYWORDS 

Share: A share is a share in the share capital of a company and 1ncludes stock except 
where a distinction between stock and share is expressed or implied. 

Preference Share: A preference share is one which canies a preferential right in 
respect of dividends at o fixed amount or at a fixed rate, and regard to repayment of 
capita l on dividing up. 

Underwriting: It consists of an undertaking by a person that if the public fails to take 
up the issue, he will do so. 

Perpetual Succession: Perpetual succession is the continuation of a corporation's or 
other organization's existence despite the death, bankruptcy, insanity, change in 
membership or an exit from the business of any owner or member, or any transfer of 
stock, etc. 

Probate: If a member of a company dies and he leaves after him a will or letter of 
administration then the survivors shall get a copy of 'will' certified under the seal of a 
Court of competent jurisdiction. The certilted copy of t11e will is called a 'probate'. 



Member: He is the person who agrees in writing to become a member of a company 
a nd whose name is entered in the register of members. 

Forfeiture of Sltare: lt me.ans removing the name of a memher from the register of 
mem bers after following lhe prescribed procedure as given in lhe articles and th.c act. 

Lie11 on Sltares: It is an equitable charge on shares lo secure any deht which may be 
due from the member of the company. 

Surre1tder of Shares: It means voluntary return of shares by a shareholder to the 
company for their cancellation. 

5.11 QUESTIONS FOR DISCUSSION 

1. Define 'share' a nd 'slock' and distinguish between the two. 

2. Write a short nole on the following: (i) Issue of sh.arcs at premium (ii) Tssue of 
shares at discount. 

3. Describe the procedure for alkralion of share capital. 

4 . Describe the procedure for reduction ofshare capital. 

5. Write short ootcs on: (i) Right shares (ii) Bonus shares. 

6. A company limilcd by shares intends to buy some of its own shares. A<lvis~. 

7. Explain the provisions regarding the increase of the subscribed capi1a l by a public 
company by allotment of further shares. 

8. How is membersnip of a company acquired? Distinguish between a member and a 
shareholder. 

9. How does one cease to be a member of a company? 

10. Dis tingu ish belween transfer and transmission of shares. 

Check Your P rogress: Model Answer 

I. Share ccrlificate 

2. Participating 

3. Ten years 

4. Sweat equity shares 

5. Transfer of sbares, Transmission of shares 
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6.0 AJMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Discuss the meanjng of debenture, rules relating to debentures, <lebenlure stock, 
issue of debentures and Debenture Redemption Reserve (DRR) 
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• Expla in the remedies and features of debenture holders 

• ldentif y the types of debentures 

• Recognize the advan1ages/merits of debentures and disadvantages/demerits of 
debentures 

• Discuss about charge 

• Elucidate lhc borrowing power of company 

6.J INTRODUCTION 

Debentures are an important source of long-term finance. Raising of funds by issue of 
debentures is allowed to public limited companies, if Memorandum of Associalion is 
(MoA) permitted. 

Creditorship securitit:\S arc those securities, which are issued to creditors for raising 
finance. The securities ore debcntures,bon<ls. The amount raised by issue of 
debentures/bonds is known as debt capital. Debenture an<l bond capital is one of the 
cheapest sources of long-term finance. 

A debenture and bond is an acknowledgement given by the firm for having received a 
sum of amount as debt Herc, there is no m~cd to understand the two terms debenture 
and bond. Debenture and bond, both are issued by a corporate concern to raise long­
term capital, but there is a ruffercncc between them. 

The term bond refers a security that has bt:en secured by tangible fo:ed assets of a 
corporate, and debentures are not secured, (i.e., they arc secun::d by credit worlhiacss 
of a corporate and not by assets). ln US. the debt secu,ities are called as bonds. in 
lndia and UK, the securities are caUed as debentures, and they are treated as synonym. 
Hence, in the following discussion, the two terms dcbentwe and bond have been used 
interchangeably. 

6.2 MEANING OF DEBENTURE 
T hr:: tern, 'Dehenturc' is derived from the Latin word 'debcre', which means 'to be a 
debtor'. As per Section 2() 2) of Companies Act 1956, "Uehcnture includes debenture 
stock, bond and any other secwitics of the company whether constituting a charge on 
the company's assets or nof'. lt js not clear or docs not expla in ful ly what is 
debenture. 

According to Naidu and Datta, "a debenture is an instrument issued by the company 
under its common sea l acknowledging a debt and setting forth the terms under which 
they arc issued and are to be paid". 

A person who buys dcbenru.res is debenture holder and crediLor of the company. 
Debenture t=an be priced in the same manner as share. ln other words, they can be 
issued at face (par) value, at premium or at a discount. 

A Debenture is a unit of 1oan amount. When a company intends to raise the loao 
amount from the public it issues debentures. A person holding debenture or debentures 
is called a debenlure holder. 

A debenture:: is a document issued under the seal of the company. 1t is an 
acknowledgment of the loan rece1vcd by the company equal to the nominal value of 
the debenture. It btars 1l1e dale of redemption and rate an<l mode of payment of 
interest. A debenture holder is the creditor of the company. 
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A Company may create one loan fund known as ' debenture stock' divisible among a 
class of lenders each given a debenture stock certificate. 1t is analogous to loan slocks 
of governments, local and public authorities. 

6.2.l Rules Re lating to Debentures 

Under various sections of the Companies Act, 1956, various important rules arc 
provided relating to debenture which arc mentioned below -

(i) Under Section 11 7, no dcbenrure holder is to have any voting rights in company 
meetings. This applies to <lebeoturcs issued aft.er the commencement of the Act 
of 1956. 

(ii) Under Section I J 8, if there is a trust deed securing the issue of debentures, every 
debenture holder can have a copy of it on payment of a small fee. 

(iii) Under Section 119, the trustees in a trust deed see,-uring the fasuc of debenture 
mus( exercise due care and diligence in the pcrfom1ance of their duties. Any 
provision in the deed exempting them from liability on this account is void. 

( iv) Under Section 120, debenture may be irrc<lccmablc or redeemable on the 
happening of a contingency. 

( v) Under Section 12]. redeemed debentures can be reissued unless there is any 
provision to the contrary, whether express or implied in the articles or in the 
conditions of the issue of the debentures or in any contract entered into by the 
company or when the company has passed a resolution to that effect. 

(vi) Under Section 122, an agreement lo take a debenture can be spt:cifically 
enforced. 

(vii) Under Section 123, debts of tht: company shall have priority over the claim of the 
shareholders, which by the act receive preferential payment in case of winding up. 

(viii) Under Section 128, full particulacs regarding the issue of debenture in series 
must be sent to the Registrar of Companies. 

(ix) Under Section 129, the particulars musl 1ndude a statement of the commission 
paid. 

(x) Under Section 482, there are certain limits on the amount of commission and 
brokerage that can be paid for the sale of debenture. 

(xi) Under Section I 08-J 13, necessary rules pertaining to the transfer of debentures 
and share certificntes are provided. 

(xii) Under Section 152(1) every compuny shall keep a register of debenture holders 
entering therein pa11iculars regarding the name, address and occupation of the 
debenture holders and dates on which the holding commenced or ceased. 

(xiii) Under Section 152(2) every company hav1ng more than 50 debenture holders 
shall keep an index of debenture holders unless the register of debenture holders 
is itself kept in the form of an index. 

(xiv) Under Section 153, no notice of any trust express or implied or constructive 
shall be entered in the register of debenture holders. 

(xv) Under Section 154, the register of debenture holders may be closed for not more 
than 45 days in the year and not more than 30 days at a time by gi ving atleast 7 
days notice through a local newspaper. 

(xvi) Under Section 157 and l 58, there may be a foreign register of debenture holders 
analogous to the foreign register of members. 



6.2.2 Debenture Stock 

A company iastea<l of issuing individual debentures, evidencjng separate and dislinct 
debts, may create one loan fund known as "debenlure stock'' divisible among a class 
of lenders eacb of whom is given a debentures stock certificate evidencing the parts of 
the whole loan lo which he is entitled. 

This debentw·e stock, which is analogous to the loan stocks of goverrunents al)d local 
and public authorities, is then the indebtedness itself and the certificate evidences the 
slockholdcr's interest in it. A const:quence of the distinction is that whereas a 
debenture is a sing.le thing which can be legally transferred only as one entity, 
debenture stock can be sub-divided and transferred in any fractions whi1.:h the holder 
wishes. Further, "debenture slack'' musl be fully paid; debenture roay or may not be 
fully paid. However, for the purpose of the Companies Acl, ' debenture' includes 
'debenture stock' . 

6.2.3 Issue of Debentures 

Debenture.<i arc commonly issued in a similar manner as shares by means of a 
prospectus inviting applicalto11S, 1hc money being usually payable by installment-; on 
application, aJlotmenl and on specified dates. The power to issue debentures rests with 
the Boa.rel of Directors (Section 292). Debentures may be issued al par, at a premium 
or at a <liscounl, unless the A11icles specifically forbids issue of debentures at a 
discount 

The company mus1 complek anti keep ready for delivery the debenture certificates 
within 3 months of allotment, unless the terms of the issue provide a longer period 
(Section 113). 

6.2.4 Debenture Redemption Reserve (DRR) 

Section I l 7C provides that a company is required to create ORR for the redemption of 
any debentures issued after 2000. The company shall credit the ORR with adequate 
amount from out of its profits every ye-c1r u.otjl such debentures arc redeemed. 

DRR can be utilized by the company only for tht: purpose of redemption of debentures 
and no other purpose. 

If a company fai ls to rcdccrn the debentures on the due date, any or all lhc debenture 
holders can make an application lo Company Law Board. The Company Law Board, 
after hearing 1he parties concerned, may direct by order, the company to redeem tJ1e 
debentures forthwith by payment of principal and interest due rbereon. 

If default is made in complying with the provisions of Section l 17C. then every 
officc:r of tbe company who is in tlcfaul1 shall be punishable with imprisonment which 
may extend to 3 years and shall also be liable to fine which shat I not be less than t 500 
for every day <.luring which the default continues. 

6.2.5 Remedies of Debentureholders 

In case of default by the company in repayment, the remedies of a debenture holder 
vary according to whether he is secured or unsecured. 

Ao unsecured dt:benture holder is in exact ly the same position as a creditor an.d he has 
the same remedies. Thus. ( 1) he may sue for the principal and interest; or (2) he may 
present a petjtion for the winding up of the company and prove .his dt:bt as unsecured 
creditor. 

159 
Oebennire., 



160 
lndiun Coinpar11~, Acl 

A secured debenture holder has both the above remed-ies, but in addition he has the 
following courses also ope11 to him: 

J. Where a trust deed /ras been executed 

I. Sale of assets. The power of sale by trustees is one of the express powers 
usually contained in the debcnnire or dehen!-ure trust deed. lf no such power is 
given, an application may be made to the Court for an order to sell. 

2. Foreclosure. The trustees may make an application to the Court for an order 
of foreclosure, the effect of which is that the bon-owers' interest in the assets 
charged is completely extinguished and tJ1e lender becomes the owner of 
them. For an action of foreclosure, it is necessary that all debentureholdcrs of 
the class concerned j oin hands (Wallance v. Evershed (1899) J Ch. 891]. 

3. Appointment of a receiver. Where there is a trust deed, it often provides that 
the trustees may appoint a receiver. Jf no such power is given, application to 
appoint one may be made to the Court in a debentureholders' action. On the 
appointment of a Receiver, the assets become specifically charged jn favour 
of the debcntureholders and the power of the company to deal with them in 
the ordinary course of business ceases, although the company continues to 
exist until il is wound ur. 

l1. Where no deed has been executed 

Debentureltolders' action. Wl1erc no trust deed had bceo executed in favour of 
debentureholdcrs, a debentureholder may, on default in payment of principal or 
interest, bring an action (called a d<::bcntureholdcrs' action) on behalf of himsel f 
and other dehcntureholders of the saine class asking for: (i) a declaration that the 
debentures have a charge on the assets; (ii) an account of what is owed to the 
debentureholdcrs; the amount of assets; prior claims, etc.; (iii) an order of 
foreclosure or sale; (iv) the appointment of a rccei ver. 

If a debenlurcholder owes a debt to the company which is insolvent, the hokier 
cannot set off his debt against the Liabili ty he owes to the company. The rule is 
thal a person who claims a share in a fund must first pay up everything he owes to 
the fund before he can claim a share (Re l3orwn and Gregory Ltd. (1904) 1 
Cb.627). 

SEBl has also issued guidelim:s for disc losure and investor protection pertaining 
to debentures. 

6.3 FEATURES OF DEBENTURES 

The features of debentures arc as follows: 

1. Fixed Rate of Interest: ln general 1he debentures arc issued at a fixed rate of 
interest, but they may also be issued at a floating rate of interest or a zero interest. 
The fixed rate debentures are more popular in Tndia. The rate of interest is on face 
value of the debenture that will be paid out annually or semi-annually. The interest 
payable on debentures is tax deducibl e. Company 1s frc<:; to determine (he interest 
rate, which may be fixed m: floated. 

2. Maturity: The debenture capital is the cheapest source of long-term finance, bur it 
should be repaid alter a specific period. 1n other words, debentures arc issued for a 
specific period (i.e., l 0 years or 5 years debentures). The period in which the 
debentures arc issued or the period after which the debenture capital is repaid is 
known as maturity period. The maturity period may vary between 1 year to 20 
years. In India, non-convertible debentures arc redeemed after 7-10 years. 
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3. Redemption: Debentures can be repaid either in i □stallment wise or lump .'1!m. lf 
it is repaid in one lump sum amount, it cau be done by creation of debenture 
redemption reserve. Jt is t:ompulsory for all debentures whose maturity period 
exceeds 18 months. Company should create Dividend Redemption Reserve (DRR) 
equivalent to atlcast 50 percent of the amount of issue before commencement of 
repayment. 

4. Call amJ Put Option: Dcbenrures may have 'call' option, which gives the right to 
'buy' to issuing company at a cenaio price before the maturity penod. The 
buyback (call) price may be more than the face value of debenture generally 5 
percent, which is known as premium on redemption. Sometimes, debentures may 
also put an option, which gives a right to the debenture holder to seek redemption 
at specified times and al pre-decided prices. 

5. Dehenture Indenture: A debenture indenture is a leg<1I document, which specifies 
the rights of both tbe issuing company and the debenture holder. The debenture 
indenture includes descriptions of the amount and timing of the intercsr and 
principle umount payments (installments or lump sum), various standard and 
restrictive provisions, and frequently sinking fund requirements and set:urity 
interest provisions. The indenture gives the responsibility to the trustee to protect 
tl1e interes1 of debenture holders by fulfilling the above stated descr iptions. 

6. Sec11ri1y It11eres1: Debenture may be either secured or insecure. ln India most of 
lhc debenture is secured debentures. A secured debenture is a debenture which is 
secured by a charge on lhe company's immovable asse1s and a floating charge on 
other a~sets. An unsecured debenture is one which is without any charge on firm 
assccs, these arc known as naked debenture. 

7. Convertibility: Companies can also issue convertible debentures. It is the 
debenture that is convertible into equity shares at the option of the debenture 
bolder. The conversion ratio and the period <luring wbich t:Onversion can be 
affected arc specified at the time of issue of debentures. 

8. Credit Rtainf?s: Bt::forc issue of debentures lo the public, Lhe issuing company 
needs 10 get the debentures rated by anyone of the credit raling agencies. The four 
credit raring agencies ,ire: 

Credit Rating lnforma1ion Services of India Limited (CRJSTL), Investment 
lnformat1on and Credit Rating Agcocy of India Limited (lCRA), Credit Analysis 
and Research Limiled (CARL), FITCH India and Duff & Phelps Credit Ra1ing 
India Pvt. ltd (DCRJ). 

9. Claim <m lncome and Assets: Debenture interest is t.ax deductible. In other words, 
debentur~ interest is paid from Earnings before lnlercst and Taxes (EBJT) or 
opcra1mg profit. The interest is payable before payment of tax, preference 
dividend and equjty dividend. So, debenrure holders have priority of claim on 
im:ome. At 1bc same lime they also have pnority of claim on company asse1s al 
the time of winding up. failure of intecest forces to bankruptcy. 

6.4 TYPES OF DEBENTURES 

The following are tbc difterent types of debentures: 

1. from the redemption poim of view, the debentures are sub-divided into two: 

(a) Rede<?mable Debenture: These debentures are issued by the company for a 
specific period only. Redeemable debentures arc those debentures, which arc 
to be repaid by the company at the end of specified period or within the 
specified period at the option of the company by giving a notice to debenture 
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holders with the intention to redeem debentures either lump sum or 
installments. On the expiry of period, debenture capital is redeemed or paid 
back. Generally tbc company creates a special reserve account known as 
"Debenture Redemption Reserve Fund" for the redemption of such 
debentures. The company makes the payment of interest regularly. Under 
section 121 of the Indian Companies Act, l 956, redeemed debentures can be 
re-issued. 

(b) Irredeemable Debenture: lrredecmable debentures that are not redeemable 
during the existence (life) of the company. Th.ese debentures are issued for an 
indefinite period. They are repayable either if the company fails to pay interest 
on them or at the time of liquidation of the company. These types of 
debentures are also known as perpetual debentures. The debenture capital is 
repaid e ither at the option of the company by giving prior notice to that effect 
or at the winding ur of the company. The interest is regularly paid on these 
debentures. The principal amount is repayable only at the time of winding up 
of the company. However, the company may decide to repay the principal 
amount during its lifetime. 

2. from the conversion point of vjew, the debentures are sub divided into two: 

(a) Convertihle Debenture: Convertible debentures arc those debentures thal are 
wnvertib!e into equity shares at the option of the debenture holders ufter 
stal ing period at a predetermined price. ff lhe holders exercise the right of 
conversio n, they cease to be the lender to the company and become 1hc 
members. Tbc rate of exchange of <lebenmrcs into sh.arcs is also decided at the 
time of issue of debentures. Tntcrest is paid on such debentures till its 
conversion. Prior approval of the shareholders is necessary for the issue of 
convertible debentures. It also requires sanction of the Central Government. 
The debenture capital may be Fully Convertible Debentures (FCDs) or 
Partially Con vertible Debentures (PCDs). This type of debentures is attractive, 
cve:n though they carry a low rate of interest when compared to non­
convertib le debentures. 

(b) Non-convertible Debenture: As the name itself, suggests that the debenture 
does not carry the option of conversion into equity. These arc those 
debentures which cannot be converted either into equity shares or preference 
shares. They may be secured or unsecured. Non-convertible debentures arc 
norma lly redeemed on maturity period which may be JO or 20 years. 

3. From the security point of view, the debentures are sub-divided into two: 

(a) Secured or Morrgaged Debenture: Secured or Mortgaged debentures are those 
debentures that arc issued with a charge on the immovable assets of the 
company. These are those debentures whkh are secured against the assets of 
the company which means if the company is c losing down its business, the 
assets will be sold and the debenture holders wjll be paid their m011ey. The 
charge may be fixed or floating or on particular assets. In case of failure in 
payment of interest or principle amount, debenture holders can sell the assets 
in order to satisfy their claims. In case of fixed charge, the charge is created 
on a particular asset such as plant, machinery, etc. These assets can be utilised 
for payment in case of default. In case of floating charge, the charge is created 
on 1hc general assets of the comrany. 

(b) Necked or Simple or Unsecured Debenture: Necked debentures do not carry 
any charge on company's assets as regards to the payment of interest and 
repayment of principle amount. But being creditors of the company, they have 
general charge on the assets of the company. These are those debentures 



which are not secured against the assets of the company which means when 
the company is closing down its business; the assets wi11 not be sold to pay off 
the debenture holders. These debentures do not create any charge on the assets 
of the company. 

There is no security for repayment of principal amount and payment of 
interest. The only security availablt: to such debenture holders is rhe general 
solvency of the company. Therefore, the position of these debenture holders at 
the ti,nes of winding up of the company will be like thac of unsecured 
debentures. That is they are considered w.itb the ordinary creditors of tJ1e 
company. 

4. From the transfer or re.gjstration point of view, the dehemures are sub-divided into 
two: 

(a) Regislered Debenture: Registered debentures arc those debentures that are 
registered with the issuing company. Names, addresses and other particulars 
of holders arc recorded in debenture register, whkb is kept by the issuing 
company. Transfer of this type of debentures needs a regular transfer deed, at 
the time of transfer of such debentures. The interest is paid only lo the person 
on whose name the debenture is registered. 

(b) Bearer Debenture: Bearer debentures are those deben1ures that arc paynble to 
the bearer and transferable by delivery only. Bearer debentures arc negot iable 
mstruments and the company keeps no records for lhem. The interest is paid 
lO the bearer of debenture. 

5. Other types of Debentures 

(a) Zero /merest (Coupon) Debentures {ZID): Zero iwerest (co11pon) debentures 
arc of the innovative debt instruments. This type of debenture does not carry 
any interest (coupon) rate. Generally, they are issued at a discount from t.heir 
matucityfredeemable value. The return for the holders of this type of debenture 
is the difference between purchase (issue) price and maturity (re<lecmablc) 
value. For example, Mr. A has purchased a debenture .it t 50, having a 
maturity period of 10 years, and debenture redeemable value is ~200. Hence, 
the retum to holder is ~150 ~200 - ~50). 

(b) Deep Discou111 Debenture/Bond (ODB): Deep discount bond is the:: same as 
zero coupon bond bu1 deep discount bond is issued a l a deep discount from its 
redeemable (maturity) value. In India, DDBs are being issued by the public 
financial institutions. They are Industrial Development Bank of India (IDBI), 
Small Industries Development Bank of lndia (SIDl:H), etc. 

For example io the year 1992 1D£31 sold deep discount bonds a l deep discount 
price of ~2. 700, with maturity value of~ l lakh aod its maturily period 1s 25 
years. 11 was the first institution to issue DDB. DDBs enable the issuing 
company to consume cash during maturity period. Jn other words, the issuing 
company need not serve the debt by paying interest. It reduces the nsk of 
reinvestment of interest, which is receivable at the end of every year. 
However, DDBs exposed to high risk since the entail a balloon payment al the 
end of maturity period. 

(c) FlotJting Rate Bonds (FRBs): Floa6ng r:ate bonds arc those bonds in which the 
rate of interest is not fixed. The interest ralc is floating and its link~d interest 
ra1 e on Treasury BWs (TBs), Bank Rate (BR), which arc considered as 
benchmark. ln Jn<lia, State Ban.k of l.ndia (SBJ) was the one of earliest 
!ioancial institution to successfully sell floating rate bonds. Later, I DBI also 
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issued this type of debentures. Floating rate bonds provide p rotection against 
inflation risk to investors or bondholders. 

(d) Secured Premium Notes (SPNs): SPN is a type secured debenture redeemable 
at a premium over the face or purchase price. It is like zero interest debenture, 
since there will be no interest payment in the lock-in-period. SPN holde(s 
have the option to sell back the debenture/note to the issuing fuw ;it face 
value ,afler tJ1e given lock-in-period. SPNs arc tradablc instmments. For 
example, Tata Iron & Steel Company (TJSCO) issued this type of notes in 
1992, face value of ~300. No interest would acaue during the.first year after 
allotment. During 4-7 years the pn'nciple amount will be repaid in 
installmenrs of ns, in addition {15 in each year as interes1 and redemption 
on premium. The buyer was given an option to sell back SPNs ar 1he ('JOO. 

(e) Guaranteed Debentures: These are the one type of debenlut'CS on which the 
payment of interesl and principle amount is guaranteed by third party at tl1e 
time of their issue. The third parties are financial institu tions, government, etc. 

(f) Callahle Bonds: Callable bonds arc those bonds tbat can be called in and 
purchased at a price. Comp,rnics generally call back bonds only when the 
interest rates fall in the market less than the bond's interest rate. Companies 
redeem high interest bonds and raise funds by issue of low interest bonds. 
IDBI was the first bank to issue bonds with call features in 1992. 

6.5 ADVANTAGES/lVIERITS OF DEBENTURES 

The advantages of debenrur~ may be studied under two heads: 

1. Advantages/Merits to Company; 

(a) Debenture capital is one of the cheapest sources of long-term finance, since 
interest payment on debentures is a tax-dedudible expenditure and low 
flotation cosl. 

(b) Issue of debeoture does not dilute control, since I.hey do not entitlt!d voting 
r ight. 

(c) Debentures enabk th,e company to take adv,rntage of trading on equi1y, whi(;h 
results shareholders wealth maximization. 

(d) Debenture capital provides flexibi lity in capital structure, if they arc issued as 
redeemable or if not also, since they have call option. 

{e) Debenture J10lders docs not participate in the surplus profits of the company 
since, payments to them are limited to interest and principle amount. 

(f) Debenture capital provides protection against inflation since, the interest rate 
is fixed. 

2. Advantages/Merits to Debenture holders: 

(a) Debentures provide a fixed, regular and stable source of income. 

(b) Debenture holders' investment is safe and secured since, debentures with a 
charge on company is assets. 

(c) Debentures are issued for a de.finite maturity period. 

(d) Debentures holders' interests (payment of interest and principle amount) arc 
protected by the debenture indenture. 



6.6 DISADVANTAGES/DEMERITS OF DEBENTURES 

The following are the important disadvantages of debentures: 

I. Disadvantages/Demerits to Company: 

(a) Ra ising debenture capiLal is risky one, si..nce it involves payment of fixed 
interest charges and repayment of principle amount, which are legal 
obligations of the issuing company failure Lo (pay) honour, jt may lead to 
bankruptcy. 

(b) Raising debenture capital increases financial leverage (risk perception on 
investors), wluch raise the cost of equity according to Capital Assets Pricing 
Model (CAPM) of the company. 

(c) R aising debenture capital involves restrictions, like limit the borrowing, limit 
dividend payment, etc. 

(d) Debenture (in:edeemablc) capital is costly on.c, when the rate of inflation 
decreases. Since the interest rate comes down in lhe market. 

(e) This is not stable source of long-term finance for a firm with variable 
earnings. 

2. Disadvantages/Demerits to Debenture holders': 

(a) Debentures <lo not carry any voting rights, which give no controlling power on 
the working of the company. 

(b) Debenture holders' docs not ha ve claim on surplus profits since they are not 
the owners of the company. 

(c) Receipt of debenlurcs is fully taxable under the head income from other 
sources. 

(d) Debenture ho lders' loose interest charges, if the inflation increases. 

(e) Debenture prices are vulnerable with changes interest ra tes. 

6.7 MORTGAGES 

A mortgage is a legal process whereby a person borrows money from another person 
and secures the repayment of the borrowed money and also the payment of interest at 
the agreed rate, by creating a right or charge in favour of lhc lender on his movable 
and/or immovable property. 

Mortgage as defined in Transfer of Proprty Act, 1882 

According to Secrion 58 of the Transfer of Properly Act, a mortgage is the transfer of 
an interest in specific immovable property for the p uq1ose of securing the payment of 
money advanced or to be advanced by way of loan, an exi sting or future debt, or the 
performance of an engagement which may g ive rise 10 pecuniary liability. 

Tbe transferor is called the 'mortgagor ' and the lransferce a ' mortgagee' the principal 
money and interest of which payment is secured is called mortgage money and the 
instrument by which the trarn;fer is effocted is called the 'mortgage deed '. 

(a) Ingredients of Mortgage 

From the above definition o f mortgage, the following are the requirements of a 
mortgage: 

(i) There should be transfer of interest in the property by the mortgagor {the owner or 
lessor). 

(ii) The transfer should be to secure the money paid or lo be paid by way of loan. 
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{b) Various Types of '/11ortgage 

The Transfer of Property Act contemplates six different kinds of mortgages. They are: 

(i) Simple mortgage 

(ii) M ortgage by conditional sale 

(jii) Usufructuary mortgage 

(iv) English mortgage 

(v) Mortgage by deposit of titk deeds (Equ itabk mortgage) 

(vi) Anomalous mortgage 

(c) Charge and Mortgage Distinguished 

There is a clear distinction between a mortgage and a charge, the fonner being a 
transfer of an interest in jmrnoveable property as a security for the loan whereas the 
latter is not a transfer, though it is nonetheless a security for the payment of an 
amount. 

A mortgage deed includes 1::very instrument whereby for tbc purpose of securing 
money adv<1nccd, or to be advanced, by way of loan. or an existing or future debt, one 
person transfers, or creates in favour of another, a right over a specified property. 

6.8 CHARGE 

Charge denotes an impediment over the titJc of the property, i.e., when the charge is 
created on an asset, the asset is not allowed to be sold or transferred. Basically, there 
are three ways through which charge is created on the property, that are classified 
according to the movability of the asset, i.e. On movable prope11y, 1he c harge is 
created by way of pledge or h ypothecation, whereas when the charge is created o n an 
immovable asset, then it is known as Mortgage. 

The basic purpose of creating a charge is to gain financial ass istance from the lending 
institution. There are many studcn1s, who juxtapose charge <1nd mortgage, but they are 
different. The former is just a collateral for the payment of the amount due, whereas 
the latter is the transfer of interest in the asset, as collateral. 

The assets which arc available with the eomp<1ny al present as well as the assets in 
future are charge<l for the purpose. A mortgage deed ls executed by the company. T he 
deed includes the term of repayment, rate of interest, nature and value of security, 
dates of payment of interest, right of debenture holders in case of default in payment 
by lht! company. The deed may give a right to the debenture holder to nominate a 
director as one of the Board of Directors. lf the company fails to pay the principal 
amount and (be. interest thereon, they have the right to recover the same from the 
assets mortgaged. 

6.8.1 Fixed and Floating Charges 

Fixed charge is a charge on de finite or specific property. i.e., the charge attaches to the 
property that is identified at the time when the charge is created, e.g., land, heavy 
machinery, buildings. The essence of fixed charge is that though the possession of the 
specified asset is with the company but the legal title belongs to the holders of the 
charge. 

The consequence of this charge is that the company cannot dispose of that asset, free 
of charge, without the consent of the holders of the charge. Even if it is disposed of, 
the holders of the charge will have the first claim as against the buyer of the property. 



If company creates a fixed charge on stock in trade, company will not be able to deal 
in that. This wouJd limit the company's powers to borrow. Hence a floating charge, is 
generally. created on assets such as stock-in-trade. 

Floating charge, on the other hand, is not attached to definite property but covers 
property of a fluctuating type, e.g., stock- in-trade. The characteristics of a floating 
charge are: ( 1) J t is a charge on a class of assets, present and future; (2) The class of 
assets charged 1s one which in the ordinary course of business, is changing from tjme 
to time; (3} Until some steps are taken to enforce the charge, the company may 
continue 10 deal with the asseLs charged in the ordinary course of business. 

No particular form of words is necessary to create a floating charge. Any words whkh 
show an intention to a llow the company to continue to deal with the assets by sale, 
lease, mortgage, etc., m the course of its business will create a floating c harge. The 
advantage. of such charge is tha1 tbe company may continue to deal with the prope.rty 
charged. 

Whether a chargt: is o fixed charge or a floating charge will depend upon the words 
used in the document creating the charge; the essence of floating charge being the 
freedom of the borrower to use the assets charged, in tl,e ordinary co\lrse of its 
busioess. It can even create a specific mortgage of the property, already subject to a 
floating charge, w i1houL !ht: consent of the holders of the charge a nd the registered 
mortgagee sha lJ haw priority over the charge [Wheatley v. Sihslone Co. (1885) 29Ch. 
D. 715]. But a company canno1, however, create a further noating charge on the same 
assets to rank in priority to or pari passu with the existing charge unless such power 
has been rese,vcd by the company [Re I3cnjamin Cope & Sons ( 191 4) l Ch. 800)}. 
Before crystallisation of the floating charge a company may even sell the whole of the 
undertaking if that is one of the object specified in the memorand11m [Re Borax Co. 
(190 I) I Ch. 326). Where, however, a s~ ci fie charge is made expre.-;sly subject to 
floating charge, the former is postponed as from the date when the later is crystallised 
(Re Robert Stt:phcnson & Co. Ltd. ( 1913) 107 L.T. 33]. 

A floating charge can be created only by an incorporated body. I1 is created by a deed 
and must be registered wi1h the Rcghtrar. 

Crystullisotion of a floating charge. A floating charge crystallises and becomes fix.cd 
in the following c ircumstances : (1 ) When the company goes into l iquidation; or (2) 
Wheo the company cca~t:S to cnrry on business; or (3) W hen the debenture holders 
ta ke steps to enforce their security, t::.g., by appointing a receiver, etc., on defa ult by 
the company to pay principal a nd interest. 

Effects of winding up on floating charge. (A) According to Section 123, the debts, 
which are entitled to a preferential payment in the event of the winding up of a 
company undt:r Section 530. get pdority over tile claims of the debenture holders 
having a fiooting charge, even thoug h 1hc company is not in the course of winding up. 
(B) Where company is being wound up, a floating charge on the undenaking or 
property of Lile company created within 12 monLhs immcdiateJy preceding the 
commencement of tht: winding up sha ll be void unless: (l) The company was solvent 
immediately nfter the charge was created; and (2) The amount was paid to the 
company in cash at the t ime of or subsequently to the creation of and in considerauon 
for, the charge together with interest on that amount at the rate of 5% per annum or 
s uch other rate as prescrib~d by the Ceou·al Government. 

The object of the above provis ion is to prohibit insolvent companit:S from ereatjng any 
floating charge on their assets with a view to secure past debts to the prejudice of 
unsecured creditors. 
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6.8.2 Registration of Charges (Section 125) 

Section 125 requires thal the following charges must be registered with the Registrar 
within 30 days after the date of their creation; ( i) a charge for the purpose of securing 
any issue of debentures; (ii) a charge on uncalled share capital of the company; (iii) a 
charge on any immovable property; (iv) a charge on any book debts of the company; 
(v) a charge not being a pledge on any movable property of the company; (vi) a 
floating c:harge on the undertaking or any property of the company including stock in 
trade; (vii) a charge on calls made but not pa id; (viii) a charge on a ship or any share 
in a ship; (ix) a charge on goodwill, or a patent or a licence under a patent, or a trade 
mark or a licence under a trade mark; or a copyright or a licence under a cop yright. 

The Registrar may, however, allow the regis tration of a charge within. 30 <lays next 
following the expiry of !he said period of 30 days on payment of specified additional 
fee, if the company satisfi es the Registrar that it had sufficieot cause for not filing the 
(cquircd particulars or ins trument, etc .. within that period. 

rt is the duty of the company to send the ahovc particulars to the Registrar but 
registration may also be effected on the application of the creditor. T he creditor l\lay 
in such a case recover 1he registration fee from the company (Scc1ion 134). 

Effect of non-registration 

l . In case a registrable charge is not regis1cred within the prescribed time, it becomes 
void (i) against the liquidator; and (ii) any creditor of the company. However, the 
cnarge shall not be void against a purc!iascr of the properties charged [State Bank 
of Jndia v. Vishwanirayar (P) Ltd. ( 1987) 3 Comp. L.J. 171 ] . 

2. However, the debt, in re!->pecl of which the charge was given remains valid, that is, 
it can always be recovered as an unsecured debt. 

3. Another effect of non-registration of a charge js that the money secured thereby 
becomes immediately payable. 

Besides, company and every otlicer may be subjecled lo a penally upto ~500 for every 
day during which the default continues. 

6.8.3 Miscellaneous Provisions as Regards Charges 

I. Date of notice of charge (Section 126). Where any charge on any property of a 
company required lo be registered under Section 125 has been so registered, any 
person acquiring such property or any pat1 thereof or any share of interest therein 
shall be deemed to have notice of the charge as from the date of such registrntion. 

2. Register of charges to be kept hy registrar (Section 130). The R egistrar shall with 
respect to each. company cause to be kept a register containing all the charges 
requiring registralion and shall on payment of the prescribed fee, cause to enter in 
the Register with respect to every such charge the following particulars: (i) the 
date of ils creation; ( ii) the amount secured by the charge; (iii) short particulars of 
the property charged; and (iv) the persons entitled to the charge. 

In case of a charge to the benefit of which the holders of a series o f debentures arc 
entitled, the particulars to be entered in the Register are: (i) the total amount 
secured by the whole series; (ii) the dates of the resolutions authorising the issue 
of the series and the date of the covering deed, if any, by which the security is 
created or defined; (iii) a general description of the property charged; ( iv) the 
names of the trustee, if any. for the debenturel'\olders; and (v) the amount or rate 
percent of the commission or discount; if any, paid to any person subscribing or 
procuring subscriptions for any debentures of the company (Sections.128 and 
129). 



The Register so kept shall be open to inspection by any persoo on payment of a 
fee of one rupee for each inspection. 

3. Index to Regi.\1er of Charges (Section 131). The Registrar shall give a certificate 
under his hand of the registration of any charge registered with him. stating lhe 
amount thereby secured. The ce1tificate shall be conclusive evidence that tbe 
requirements of tile Act as to registration have been complied with. 

4 . Modification of Charges (Section 135). Section 135 provides that whenever the 
terms or conditions, or the extent a nd operation, of any charge registered are 
modified, ii shall be the duty of the company to send to the Registrar the 
particulars of such modification within 30 days. 

It may be noted that under Section 134, a charge can be filed by the cornpany or 
by any person interested in the charge. However, undci: Section 135, modification 
of a charge can only be filed by the company. 

5. What Constitutes Mod(fi.cation. The term 'modification' includes variation of any 
of the terms of the agreement including variation of rate of interest which may be 
by mutual agreement or by operation of law. Even if the rights of a charge bolder 
arc assigni,d to a third party, it will be regarded as a modification. Likewise, 
pa11ial release of the charge on a particular asset or pi:operty, shall amount to 
modification of tht: charge. 

6. The m emonmdum of satisfaction (Sectio,rs J38 to 140). On payment or 
satisfaction of any charge, in full, the company must notify the fact 10 the 
Registrar within 30 days from the date of such payment or s:ltjsfactioo. The 
Registrar shall, on receipt of such intimation cause a notice lo be senl to the holder 
of the charge calling upon to show cause within a tune specified in such notice 
(but not exceeding l 4 days) as to why payment or satisfaction should not bt: 
recorded as intimated to the Registrar. lf no cause is shown, the Registrar shall 
order that ct memorandum of satisfaction shall be entered in the Register of 
Cbargt:s. 

But if cause is shown, the Registrar shall re.cord a note to tbat effect in the 
Register and shall inform the company that he has done so. The Registrar may 
also record m~morandum of satisfaction even if oo intimation has been received 
by hi,n from the company on getting evidence 10 his satisfaction that any 
registered charge has been satisfied in whole or in part. 

Where the Registrar enters a memorandum of satisfaction as above, be shall 
furnish the company with a copy of the memorandum of satisfaction (Section 
140). 

7. Rectification of register of charges by Ce11tral Government (Sectio11 141). The 
Central Government is empowered lo extend time for the registration of the 
charge or to order that the omission or misstatement in the Register of Charges be 
rectified. The persons who may apply to the Central Government for such :m order 
are the company or any interested person. The Cenh-al Gov~mment has to be 
i.atisfi~<l that the failure to register the charge or the omission or mi~statement: 
(a) was accidenta l; or (b) was due to inadvertence or some other sufficient ca~e; 
or (c) is not of a nature as to prejudice the position of creditors or shareholders of 
the company; or (d) that on other grounds it is just and equilable to grant relief. 

Where the Central Government extends the time for the registration of a charge, 
the order shall not prejudice any rights acquired in respect of the propcny 
concerned before the charge is actually registered. 
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8. Company's register of charges (Section 143). Every company mu~t k.ecp a t its 
registered office a Register of Charges and eater therein a U charges specifically 
affecting property of the company and all floating charges on the undertaking or 
on any properly of the company, giving in each case: (a) a short description of the 
property charged; (b) the amount of the charge; and (c) the names of the persons 
entitled to charge. 

If any officer of the company knowingly omits or wilfully authorises or permits the 
omission of any of the above entries, he shall be punishable with fi ne which 1nay 
cxlend to t S,000. 

Effects of Registration: Once a charge is registered, it acts as a notice to the public a t 
large that the charge holder has an interest in the charged property. No person can take 
a defense against the charge holder that he was not aware that a ch.i1rge was created 
against the property. That person will be entitled to the property subject to the interest 
of the charge holder. Once certificate of charge is issued by the Registrar, it is 
conclusive evidence that the document creating the charge i.s properly registered. 

Modification of Charge: Wherever the terms and conditions or the extent of the 
operation of any registered cha rge is modified, the compan y is re.qu ired to file the 
particulars of modification wid1in 30 days thercohvith the Registrar of Companies. 

Particulars to be ti led with registrar: 

(i) Datt,; and description of investment creating charge. 

(ii) Amount secured by charge. 

( iii) Particulars of prope11y charged. 

( iv) Terms and conditions and extent of operation of charge. 

(v) Name, address and description of investment modifying the charges. 

(v1) Paiticulars of modification. 

Government Stock am/ l11vestment Compa11y v. iliJani/a Railway Company 

In Government Stock Investment Co. Ltd. v . Manila Railway Co. Ltd., (1897) AC. 
81 , Lhc debentures created a floating charge. Three months' interest became due but 
the debenture holders took oo steps and so t he charge did not crystallize but remained 
floating. The company I.hen made a mortgage o f a specific part of its property. Held, 
the mortgagee had priority. The security for the debentures remained merely a floating 
security as the debenture holders had taken no s teps to enforce their security. 

6.9 BORROWING PO\VER OF COMPANY 

Every trading company has an implied power to borrow but it is wise to include a n 
express power to borrow in the objects clause of the memorandum. Non-trading 
companies, however, must be expressly authorised to borrow by their memorandum. 

A power to borrow, whether express or implied, includes the power to charge the 
assets of the company by way of security to the lender. 

T he Corr~panies Act does not expressly empower companies to horrow money. 
T herefore, most of the companies expressly provide for such borrowing powers in the 
memorandum. Jn such cases, where memorandum authorises the company to bon-ow, 
the Articks provide as to how and by whom these powers shall be exercised. It may 
al:;o fix up the maximum amount which can be borrowed by the company. 

Exercise of b orrowing powers. A public company cannot exercise its borrowing 
powers until it secures the certificate to commence business (Section 149 ( 1)). A 



private company may, however, exercise the borrowing powers immediately after its 
incorporation. 

The power to horrow money is generally exercised by the directors but Articles 
norma lly provitle for certain restrictions on their power to borrow. Section 293 also 
limit~ lhe ctirectors' power to borrow, to the aggregate of tbe paid up capital of t11e 
company and its free reserves apart from temporary loans obtained from the 
company's bankers in the ordinary course of bt1siness. 

The powers of a company are determined by the memorandum and the articles of 
association. Therefore a company can borrow money, a nd if so to what extt!nt, are · 
matters depending upon the interpretation of these two documents. 

Generally borrowing po wers of a company arc detem,ined by the memorandum and 
the articles of association. That is why, depending upon the provisions of these two 
documents, a company, can borrow money, The memorandum and anicl~ of a 
company may impose some restrict ions on borrowing power of the company. 

Io such a case, the company is to s trictly observe these restrictions. Because, 
· borrowing in excess of the limits laid down by the articks is ultra vircs the company 
and not binding 011 it. 

As the commercial transactioos necessarily involve the giving and taking of credit, so 
a tr<1cJing company has an implied power to borrow. 

Of course, such type of implied power is not entrusted to any non-trading company. fn 
case of non-trading company, if 1he ir memorandum and articles do not permit to 
borrow money, then lheir provisions of memorandum and articles should be altered 
before Laking any s tep to borrow money. 

Where lhe memo and the articles give the power to borrow, loans may be taken in any 
one or more of the following ways: mortgage of immovable properties o f the 
company; hyporhecatioo or mortgage of movable goods, including stock in trade and, 
furniture; charge on uncalled capital; f1oating charge on all the assets of the company; 
mortgage of book debts; promissory notes, huntlies and bills of exchange; debentures 
and dcbcntun: stock: charge on patents, licenses and copyrights nod goodwill; 
ovcrdrawjng the company's banking accounts. 

Unless any of the following ways ofbonowing money is prohibited, lhc company can 
take any one of them as a way of borrowiug money, subject to power g iven by the 
memora ndum and articles to borrow money. 

(i) Mortgi:ige of immovable properties oflhe company. 

(ii) Hypotbeca lion on mortgage of movable goods, including stock in trade and 
furniture, charge on unca lled capital, floating charge on all lhc assets of the 
company, mortgage of book debts, promissory notes, bundics and bill of 
exchanges, debentures and debenture stock., charge on patents. licences and 
copyrighls and goodwill, etc. 

A compan y cannot borrow money on the security of its books of account because of 
the fac t that the.c;e books of account are to be kept in the registered office and they are 
open for inspection. Besides on the security o f the reserve capital, no company can 
borrow m oney. 

Section 180 of the Companies Act, 2013 corresponds 10 section 293 of the companies 
Act, 1956 and lhe said sectjon has been brought into effect fro m L21h September 2013. 

The tarl ier section 293 and the new section 180 pertained to powers of the Board o f 
Directors which can be exercised only at a general meeting by way of lipecial 
resolution to be passed for the purpose. Section 293(1)(d) pe1taiocd to borrowing 
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powers of the companies i. e., the amount upto which the companies could borrow was 
laid down in the special resolution which was approved by the members in the general 
meeting. 

Companies are aJlowed to borrow any sums of monies upto the paid up share capital 
and free reserves of the company. Any h orrowal in excess of the combination of these 
two lirnits i.e., paid up share capital and free reserves requ ired approval of the 
members in the general meeting by way of spec ia l resolution. Typically companies 
passed a n omnibus resolution securing approval for ~-X a mount which was way above 
the paid up share cap1tal and free reserves of the company but sufficient for the 
purposes of the comp a ny . 

Section 293 of the Companies Act, 1956 was applicable only to public companies i.e., 
private limited compan ies were exempted- from th is requirement and therefore they 
could borrow any sums of money upto any limit without the need of seeking any 
approval from the members of the company. 

Now Section 180 is applicable to all companies i.e., public as well as pr ivate. So now 
onwards even private companies ha ve to seek lhe approva l of their members if they 
arc intending to borrow monies in excess o[ their p a id up share capital and free 
reserves. 

The relevant section 180( I)( c) states as fol lows: 

180 ( l) T he Board of D irectors of a company shall exercise the fol lo wing p owers 
only with the consent o f the company by a special resolution, namely; 

(c) lo borrow mo ney, where the money lo be borrowed, together with the 
money already bon-owed by the company will exceed aggregate of its paid-up share 
capita l and free reserves, apart from temporary loans obtained fro m the company's 
bankers in Lhe ordinary course of business: 

Provided that the acceptance by a banking company, in lhe ordinary course of its 
b11siness, of deposits of money fro m the p ublic, repayable on dema nd or 
otherwise, and withdrawab le by chequ e, dtaft , order or otherwise, shall not be deemed 
to be a borrowing of m onies by lhe banking company within the meaning o f this 
clause. 

Explanation- For the purposes of this clause, t he expression " temporary 
loam" means loans repayable on deman d or within s ix months from th e date of the 
loan suc h as short-term, cash credit arrangements, th.c discounting of bills and the 
issue of other short-term loans of a seasonal character , but does not include Joans 
ra ised for the purpose of financial exp enditure of a capital nature; 

Every special resolution passed by the company in genei:al meeting in r elation to the 
exercise of the powers refeffed to jn clause ( c) or sub-section ( I) shall specify the 
total amount up to which m onies may be borrowed by the Board of Directors. 

No debt incurred by lhe company in excess of the l;mit imposed by clause (c) of sub­
section (1) shall be valid or effectual, unless the lender proves tha t he advanced the 
Joan in good failh and without knowledge that the limit imposc.:d by tha t clause had 
been exceeded. 

Statutory Limitations on Borrowing 

1. T he C ompanies Act prohibits 1hc d irectors to borrow money beyond the aggregate 
of the paid-up capital and its reserves. 

2. Borrowing by a company may be ultra vircs the company or intra vires the 
company but ultra v i res the dir~ctors. 



6.9.1 Ultra Vires Borrowing 

Borrowing by a company shall be deemed to be ultra vires where the company 
borrows inspite of no power 10 borrow or borrows beyond lhe limit fixed by the 
Memorandum or Articles. Any such loan to the company is null and void and doc.c; not 
create an ac1ionablc debt. However. the following remedies shall be available to such 
a lender: 

I. lnju11ctio11 and Recovery. lf ihc money, assets, property, etc., purchased with 
such money is identifiable and arc still in the possession of the company, the 
lender can obtain an inJunct io□ 10 restrain the company from parting with them 
and seek fl tracing order to trace and recover them. 

2. S ubrogation. If the borrowed money was applied in payment of lawful creditors 
of the company, the lender can subrogatc to the rights of those cred.ilors, i.e., he 
will step into the shoes of the old creditors for tl1e purpose of recovering bis 
money (Sinclair v. Brougham (1914) A.C. 398]. However, he shal l not have any 
priority over other creditors even if the:: <l<::bls paid off had priority (Re. W1rexhan 
Mold & Cohmah 's Quou Rly. (/899) !Ch. 440). 

3. Suit uguinsl the Directors. The lender may claim damages from the directors and 
sue them personally for a breach of warranty of autho1ity (Firbank 's Exec111on, v. 
Humphreys (1866) 18 0.l:J.D.64]. But if the fact that I.be company has no powers 
to horrow was apparent upon reference 10 the company·s memorandum or articles, 
the lender shall nol be cn1it led to claim damages from directors upon this ground 
as he was not misled because he 1s deemed to have knowledge of these pubJic 
documents [Ranshda/1 v. Ford (1866) £.R.Q. Fq Cos. 750). 

6.9.2 Borrowing In tra Vires the Company but ffitra Vires the Directors 

ff the borrowing is in excess merely of the power of <lin:clors but not of the company, 
e.g., where the articles provide that the directors shall have power to borrow only upto 
~.00,000 and for borrowing beyond thb amount prior approva I of the shareholders in 
general body meeting mus1 be obtained any borrowing beyond ~ ,00,000 without 
shareholders' approval (i.e., ultra vires the directors) can be ratified and rendert:d valid 
by the company. If ratified. the loan shal I become perfectly val id and binding upon the 
company. However, even where the compaoy refuses lo ratify the directors' act, the 
'doctrine of indoor management' shall protect a lender provided he can establish that 
he advanced the money in good failh. Ttie company may in wrn proceed against the 
directors ancl claim indemnity. 

6.9.3 Other Restrictions on t he Borrowing Powers of the Board 

The Board can exercise the following powers, inLer alia, only by means of resolutions 
passed at Board meeting and not by the circulation of resolution: (i) the power to issue 
debentures; (ii) the power lo borrow moneys olhcrwise than on debentures. The Board 
may, however, by a resolution passed al a meeting, deleg-,;1te lhc power in (ii) above, to 
any committee of directors. the m,maging director, the manager or any other principal 
officer of the company, mentioning therein the limi t up to which amounl can be 
borrowed by the delegutec. Also the Act empowers the company in general meeting to 
impose restrictions and conditions on the powers of the Board to issue debenrures and 
borrow money. 

6.9.4 Procedure for Delegating Powers to Borrow Monies otherwise than 
on Dehentures 

Section 292 en1power:; the Board to borrow money on behalf of the company by 
means of resolution passed at the mec1 ing of the Board. However, Sec1ion 292(1) 
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permits the Board to delegate, by means of a resolution passed at a meeting, to a 
committee of directors, the manager or any othec principal officer of the company, the 
power to bon-ow money otherwise than on debentures. 

Section 292(2) further provides that every resolution delegating the power referred to 
above relating to the power to borrow money otherwise than on debentures must 
specify the total a.mount outstanding at any one time up to which money may be 
borrowed by the delegate. ln case, company has a branch office, the power to borrow 
as referred to above may be delegated to the principal officer of such branch. 

Tbus, to summarise, the company shouJd follow the following procedure for 
delegating its power to borrow money otherwise than on debentures: (1) Convene a 
meeting of the Board of directors. (2) Ensure tha1 every director gets the proper notice 
of the meeting along with the agenda. (3) Pass a resolution in the Board's meeUng 
delegating lhe stated power lo the desired officia l of the company. (4) En.,;urc that the 
resolution does state the maximum amount that the official shall be allowed to borrow. 

heck Your Progress 

Fi!I in the blanks; 

1. A ___ _ _ _ _ an<l _ _ ___ \S an acknowledgement given by the 
firm for having received a sum of amount as debt. 

2. A dt:benture is an instrument issued by the company under its 
_ _ _ _ ___ _ acknowledging a debt and setting forth the terms 
under which they are issued and are to be paid. 

3. Company should create ____ _ _ ___ _ equivalent to atleast 50 
pcrceot of the amount of issue before commencement of repayment of 
debenture. 

4. _ _ _ ___ _ _ _ is the same as zero coupon bon<ls but it is issued at 
a deep discount from its redeemable (maturity) value. 

5. _______ _ .is a charge on definite or specific property, i.e., the 
charge attaches to the property that is identi fied at th.c time when the 
charge is crealed, e.g., land, heavy machinery, buildings. 

6.10 LET US SUM UP 

• Every trading company has an implied power to bonow. However, a public 
company cannot exercise its borrowing powers until it obtains the certificate to 
commence business. 

• A company may issue debentures for the purpose of borrowing money. TI1e tcnn 
'debenture' means a document acknowledging a loan made to the company and 
providing for the payment of interest on the sum borrowed until tJ1e debenture is 
redeemed. 

• Debentures arc commonly isslJed in a similar manner as shares by means of a 
prospectus inviting appl ications. Debenture may, be issued nl par, at a premium or 
at a discount. 

• There arc diITercnt kinds of debenture. viz. (i) Bearer, (ii) registered: 
(iii) redeemable, and (iv) convertible. 



• A company's power to borrow includes the power to charge the assets of lhc 
company by way of secw:ity to the Jendcr. This charge may either be a fixed 
charge or a floating charge. 

• A fixed charge is a cllarge on definite or specific assets of the company. These 
assets are idcotilicd at the time the cbarge is created. Floating charge, on the other 
hand, is not attached to any specific assets, but is a charge on assets - pr~eot and 
future. 

• Floating charge is generally created on the class of assets, which in the ordinary 
course of business, arc changing from time to time. Thus stock-in-trade is the best 
example of asset on which a floating charge is created. 

• Tn the case of fixed charge, a company cannot dispose of the asset, free of charge, 
without the consent of the holders or that charge. On the other hand, in the case or 
a Ooal ing charge, the company can dispose of the asset, without the consent of the 
holders of that charge. Section 125 requires certain charges to the registered with 
the registrar within 30 days their creation. 

6.11 LESSON END ACTIVITY 

The Board of Directors of XYZ Ltd. borrowed ~20 lacs against hypothecation of 
stocks. The returns prcsc.(ibed in tbis regard were not filed with the Registrar. Advise 
lhc kndcr and the borrower of the implications. 

6.12 KEYWORDS 

Debenture: 'Debenture ' includes debenture stock, bonds and any other securities of a 
company, whether constiLuling a charge on the company's assets or not. 

Convertible Dehemure: 11 is that debenture which includes an option to the 
debcnturehol<ler to convert it into equity or preference sbaye at a staled rate of 
exchange, after a certain period. 

fixed Charge: It is a charge on specific assets of the company, identified at the time 
of creation of tht: charge. 

Flouting Cluirge: It is charge not on any specific assets of the comp:my, but is a 
charge on assets rresent and future of the company. 

6.13 QUESTIONS FOR DISCUSSION 

1. What arc the legal requirements which a company must comply with while 
borrowing? 

2. What is ultra vires borrowing? What remedies are available 10 a lender if a 
company resorts to ultra vircs borrowing? 

3. What is a dehenturc? What are the differem kinds of debentures that may be 
issued by n company? Distinguish between a share and a debenture. 

4. What is a floa ting charge? Explain the circumstru1ces in which a ' Ooatiog cbargc' 
becomes fixed. 

5. Disting\lisb between Doa ting and fixed charge. 

6. Whal charges are registered under the Companies Act, 1956? 

7. What is tht: effect of non-registration of a registrable charge? 
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8. "All investments made by a company must be held by it in its own name." 
Di~cuss. 

Check Your Progress: Model Answer 

l . Debenture. bond 

2. Common seal 

3. Dividend Redemption Reserve (DRR) 

4. Deep discount bond 

5. Fixed charge 
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7.0 AlMS AND OBJECTIVES 

After studying this Jesson, you should be able to ; 

• Describe about directors 

• Jdentif y the legal provisions of directors 

• Discuss about managing director and whole rime director 

• Explain the appointment of directors 

• Discuss the compensation to directors for loss of office 

• ldc.nlif y the remuneration of managerial personnel 

• Discuss the meetings of directOn; 

• State the powers, duties and liabilities of 1he board of directors 

7.1 INTRODUCTION 

A company being an artificial person acls through human agency. Accordingly, under 
the Act, it is necessary for every company to have a Board of Directors. Jn add ii ion to 
this, lhe fol lowing categories ofmanageriul personnel may be appointed (Section 197-
A): (i) Managing Director; or (ii) Manager. But Section I 97 A docs not prohibit the 
employment of other managerial personnel such as cxccutives or wholctimc directors, 
which do not come within the term "managing director' ' or "manager". 

The executive .management of a company is responsible for the day to day 
management of a company. The Companies Act, 2013 has used the term key 
management personnel to define the executive management. 

The k.cy management personnel arc the poinl of first contact between the company and 
its stakeholders. 

While the Board of Directors are responsible for providing the oversight, it is the key 
management personnel who are responsible for not just laying down the strategies as 
well as it!; implementation. 

Chapter Xlll of the Companies Act, 20 I 3 read with Companies (Appointment and 
Remuneration of Managerial Personnel) Rules, 20 14 deal with the legal and 
procedural aspects of appointment of Key Managerial Personnel including Managjng 
Director, Whole-time Director or Manager, managerial remuneration, secretarial audit, 
etc. 



The Companies Act, 2013 has for the firs t time recognised the concept of Key 
Managerial Personnel. As per section 2(51) " key managerial personnel", in relation to 
a company, means: 

(i) The Chief Executive Officer or the Managing Director or the Manager; 

(ii) The Company Secretary; 

(iii)The Whole-time Director; 

(iv) The Cb1ef f inanc1nl Officer; and 

(v) Such other officer as may be prescribed. 

7.2 MEANING OF DIRECTORS 
Section 2(13) defines a director as including "any person occupying the position of 
director, by whatever name <.:a!lcd"'. This is a definition based purely on function; a 
person is a director if he does whatever a director norma!Jy does. But the Act gives no 
further guidance on the funct ion, duties and position of u director. 

In reality, di.rectors are 1he persons who direct, conduct, manage or superintend a 
company's affairs. Section 29 1 has entrus ted the management of the affairs of the 
company in their hands. They chalk-out the general policy of the company within the 
framework of the Memorandum of the company. They appoint tht: company's officers 
and recommend the rate of uiv1dcn<l. The directors of company are collectively 
referred to as Ille ' Board o f Directors'. 

The exacl position of ' director· is hard to define, as no formal definition, either 
statutory or judicial, of the term has been given. However, judicial pronouncemel1ts 
have described them as (i) agents, (ii) trustees, or (iii) roan.aging partners. 

The directors acl as agents of the company and the ordinary rules of agency apply. 
They exercise the powers and nrc subject to duties within the framework of the 
company's Artic les, an<l the Act. For instance, they may make coo1racts on behalf of 
lhe company and they will not be personally liable as long as they act within Lhe scope 
of tbcir a utbority. 

But if they contract in their own name, or fail lo exclude personal liability, they a lso 
will be liable. If the directors exceed their authority, the same acl may be ratified by 
the company. Bur if they do something beyond the objects clause of the company, 
then the acl is ultra vlres and Lhe company cannot ratify the same. But di.rectors are 
not agents for the i11divitlual shareholders; they are the agents of the company - the 
artifici.al person. 

The directors have also been described as trustees. 13ut they are not trustees in the full 
sense of the term in as much as no proprietary rights of the company 's property arc 
transferred to them ~nd 1herefore, they enter into contracts on behalf of the company 
and in the name of 1he company. 

On the other hand, in the case of a trust, lhe Jegal ownersh.ip of Lhc lruSt property is 
transferred to lhe trus1ce and therefore, he can enter into contract in his own name, but 
whatever he does, he docs for the benefit of the beneficiadcs. 

Although directors are not nustcc:, in the rail sense of the term, they occupy an office of the 
tru.,1 and arc in cet1am respects in the position of trustees for the company. Such cas~ arc: 

(i) They are trustees of money which comes to lheir hands or which is 11ctually under 
1hefr control. If they misapply company' s money, they have to make good the 
same as if they were trustees. 

(ii) They arc tnistccs for exercising powers conferred on lbem for the benefit of the 
company. For in!itance, powers to allot shares, to make calls, forfeit shares should 
be exercised bonaf,de in the interests of the company. 
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7.3.2 Increase in Number of Directors 

A company in general meetings may, by ordinary resolution. increase or reduce the 
number of ils di.rectors ~'lthin 1be limits fixed in that behalf by its articles (Section 
258). 

In certain cases, 1he increase in number of directors also requires the approval of the 
Centra l Government. Section 259 provides that if a public company, or a private 
company wluch is suhsidiary a public company wishes to increase the number of its 
directors beyond the maximum fixed by its articles, the increase even though decided 
upon by resolution of lh~ company in general meeting wi ll not have any effect unless 
approved by the Central Government and shall become void if and in so far as it is 
disapproved by the Central Government. 



7.3.3 Jndividuals to be Directors 

No body corpora.re, association or firm shalJ be appointed director of any company. 
Only an individual can be a director (Section 253). 

Director lde11/jflcatio11 Number etc.: The Companies (Amendment) Act, 2006 has 
amended Section 253, and inserted new sections 266A, 266B, 266C, 2660, 266E. 
266F and 266G. These arc summarised below: 

l. Amendment of Sectiun 253. A proviso to Section 253 now provides that no 
company shall appoint or reappoint any individual as director of the company 
unless he has heen allotted a Director Identification Number (DL''1) under Section 
266B. 

2. Application for allotment of DIN (Section 266A). An application for allotment of 
DIN has to bt:: made to the Central Government for a llotment of DIN hy the 
following: 

(a) An indivi<lua~ intending to be appointed as director of a company; or 

(b) The director of a company appointed before the commencement of the 
Companies (Amendment} Act, 2006. 

3. In ( ii) case, the application to the Central Government for Lhe allotment of l)fN 

bas lo be ma<lt! wirhi n 60 days of the commencement of the Act. 

Further every appJicant, who has made an application under this section fo, 
aUotmenl of DIN may be appoimcd as a director in a company or, hold office as 
di.rector in a company till such time such applicant has been allolled DlN. 

4. Allotment of DIN (Section 266B): The Central Government shaJI, within one 
month from the receipt of the application under Section 266A, allot a DIN to an 
applicant. 

5. Prohibition tn obtain mure than one DTN: No individual, who had already been 
allotted a DIN under Section 266B, shall apply, obtain or possess another DIN. 

(>. Ohligatin11 of direclor tu intimate DIN to co11cer11ed Company nr Companies 
(Section 266D): Every existing di.rector shall, within one month of the rcccipl of 
DIN fi-0111 the Centra l Government, intimate his DIN lo the company or all 
companies wherein he is a director. 

7. Obligutio11 of company to inform DIN to Registrar (Section 266E): This ~ection 
provides that every company shall, within one week of the receipt of intimation 
under Section 2660, furnish the DlN of all its directors to the Registrar or any 
other officer or authority, as may be specified by the Central Govenuncot. 

8. Obligatio11 w ;11dicure DIN (Section 266P): This section provides that ~very 
person or company, whale furnishing any return, information or paniculars as are 
required to be furnished under the Act, shall quote the DTN io such relurn. 
information or particulars in case such return, information or particulars relate lo 

the director or contain any reference of the director. 

9. Penalty for c,mtrnvention of prov;.sions of Sections 266A, 266C, 266D or 266£, 
(Section 266G): If any individual or director, referred to in Section 266A or 266C 
or 266D or a company referred to in Section 266E, contravenes any of the 
pi:ovisions of those sections, every such individual or director of the company, as 
the case may be, who or which, is in default, sbaJl be punishable with fine which 
may extend to ~5000 and where the contravention is continuing one wi!b a furl.her 
fine which may ex.ttmd to ~500 for every day after the first dudng wh.ich the 
contra vent ion eon ti nues. 
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directors. Also, the Act imposes no share qua!ilication on the d_m.: . eed' 11ot be a 
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shareholder unless he wishes to be one voluntarily. 

But the A.rtic!es usually provide for a minimum share qualifica1i~n. Where_ a share 
qualification is fixed by th~ Articles of a company, -~he Act P:ovides (Section 27~~ 
that: (i) it must be disclosed in the prospectus; (ll) each d1_~~tor mu~t take hi:. 
qualification shares wi1hin two months after his appomtmeot; (111) the notional value 
of the quali(ie<ition shares must not exceed ~5 ,000 or the nominal value of the one 
share where it exceeds Z5,000i (iv) shatc warrants will not count for purposes of share 
qualification. 

1f a director fails to obtain his share qualification within two months, he vacates otlscc 
automatically on the expiry of two months from the date of h.is appointment and if he 
acts as director after the expiry of two months without taking the qualification shares, 
he is liable to a fine up to rso for every day until he stops acting as such (Section 
272). 

However, the articles of a company cannot compel a person to hold qualification 
shares before he is elected a director nor can they require him to obtain qualification 
shares within a shorter period than two months after his appointment and if any 
provisions to Lhis effecl is made i.n the Articles, it shall be void. 

The effect of tbis provision is that, if the company is wound up during this period of 
two months, the director cannot be placed in the list of contributories, in as mt1ch as 
there is no express or implied contract under which he would be bound to take the 
qualification shares, since his name cannot be put on the register of members unless he 
has applied for shares and these arc allotted to him [Zamir Ahmed Raz. v. D.R. Banaji 
(1957) 27 Comp. Cas. 634]. 



However, a private company wbfob is not a subsidiary of a public company may, by 
its Aniclcs, provide additional qualifications for a director, such .:1s, a person must be a 
B.Com. or holcling a fixed deposit receipt in his own name issued by the company. 

Section 274 has laid down certain disqualifications and rhcrcfore, the following 
persons arc incapable of being appointed directors of any company: 

(i) A person fouod by the court to be of unsound mind; 

(ii) An undischarged insolvent; 

(iii) A person who has applied to be adjudged an insolvent; 

(iv) A person who has been convicted an.ywhere io lhe world for an offence involving 
moral turpin.ide and sentenced in respect thereof to imprisonment for not less 
than six montbs and a period of five years has not elapsed from the dale of tbe 
expiry of the sentence; 

(v) A person who has failed to pay calls on shares for six month~ :ITom the date fixed 
for the payment; 

(vi) A person who has been disqualified by court under Section 203 which empowers 
th!! coun to restrajn fraudulent persons from managing companies; 

(vii) Such person ls al.ready a director of a public company which. (a) has not filed the 
annu:i l accounts and annual retumi; for any continuous three financial yea,:s; or 
(b) has failed to repay its depositor interest lhcrc on due date or redeem its 
debentures on due date or pay dividend and such failure eo01 inues for one year or 
more. Further such person sba1J not be eligible ro be appointed as a director of 
any oth~ public company for a period of 5 years from the date on which such 
public company, in which he is a director, failed 10 file annual accounts and 
annual returns under (a) above or has failed to repay its deposit or interest or 
redeem its debentures on due date or pay dividend referred to in (b). 

The disqualificatjons mentioned under {iv) and (v) above may be removed by the 
Central Government by a notification in the Official Gazelle. On the otht:r hand, a 
private company may provide in its Articles that a person sh.all be tlisqualifie<l for 
appointment as director on any other additional ground. However, a imhsidiary private 
company or a public company cannot, by its Articles, provide for any additional 
d isqualificalions. 

Minor a.,· a direcw,·. In the case of a minor, though there is no provision in tile Act, 
cxpn::ssly disqualifying him, as he is not competent to contract. he cannot file either 
with the company or with the Registrar any valid coJ1Sent to act as director, as required 
hy Section 264. But as Section 264 applies only to public companies lhcre 1s nothing 
prohibiting a minor being a clirector of a private companie.-.. 

However, from a practical point of view a minor can be ao ornamental director as be 
cannot be party to any transaction which requires competency 10 contract - nor, for the 
same reason, can he be delegated any powers of tbe Board. He may rossibly vote on 
all .resolut1ons at Board meetings. 

7.3.6 Vacation of Office of a Director 

Section 283 provides for the office of the director becoming vacant on the Jtappcning 
o[ ccrlain contingencies. Tl provides that the office of a director shall become vacant 
if: 

(i) He is found to be of unsound mind by a competent court: 

(ii) He is adjudged insolvent; 
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(iii) He fails to obtain within two months of his appointment, or ceases to hold at any 
time thereafter his share qualific.:ation, if any; 

(iv) He is convicted of any offence involving m oral turpit ude and sentenced to 
imptisonrnent for not less than six months; 

(v) He fa1h to pay any call within six rno:nths from the last date fixed for the 
payment; 

(vi) He::: absents himself from three consecutive meetings of the Board of Directors, 
or from all meetings of the board for a continuous period of three months, 
whichever is longer, without obtaining leave of absence from the Board; 

(vii) He becomes disqualified by an order of lhe court ttn<ler Section 203 which 
re.<;trains fraudulent persons from managing companies; 

(viii} He is removed in pursuance of Section 284 by an ordinary r esolution of which 
special notice was given; 

(ix) He accepts a loan from the company in conlravention of Section 295; 

(x) He fails to disclose to the Board his interest in any contract entered into by the 
company as required by Section 299; 

(xi) lf he became the director by v irtue of an o ffice, on coming to an end of that 
office. A private company may provide additional grounds in its Articles for 
vacation of office of a director. 

lf a person functions as a director after the office has become vacant on account of any 
of the disqualifications specified in (i) to (xi), he shall he punishable with fine upto 
~ 500 for everyday during the period he so funchons. 

7.3.7 Removal of Directors 

A director may be removed under Sections 284 or 38813-E. 

Removal by shareholder.,·: Section 284 provides that company may by ordinary 
resolution passed in general meeting after special notice, remove a director before the 
expiry of his term of office. But the following d irectors cannot be removed by the 
company in general meeting: (i) a director appointed by Lhe Central Government 
under Section 408; (ii) a director ofa private company holding office for life on April 
1, 1952; (iii) director elected by the principle of proportional representation under 
Section 265. 

On receipt of the special notice, the company mui-.t fo11hwith send a copy thereof to 
the director concerned to enable him 10 make a rcpresenlatioo. Jf he makes a 
representation in writing and requests the company lo notify it to the members, the 
company must, unless it is reccjved by it too Lare for it lo send to the members, state 
the fact of the representation in any notice of the resolution given to the memb<::rs . 

lt should also send a copy of the representation to every member of the company to 
whom notice of the meeting is sent. Jf the representation is 1101 sent as aforesaid the 
company must at the instance of the director concerned read it out at the meeting. The 
director is also entitled to be heard on the resolutjon at the meeting. 

The vacancy caused by the removal of a director may be filled at the sarm: rnect.ing 
and if so filled, person appointed thereto will only hold office for the residue period of 
the rernovcd director. 

If the vacancy is not filled by the company in general meeting, the Board of Directors 
may {ill it as if it were a casual vacancy in accordance with Section 262, but 1he Board 
cannot appoint the removed director. 



Removal by central govemment: The provisions of Sections 203 and 204 prohibit 
ccnain persons from acting or being appointed as directors and provide for their 
removal only if they were conyjctcd for offencet; mvolvjng moral rurpitudc. ln aU 
those cases conviction or finding of guilt by the court is the prerequisite for bringing 
about vacation of office. 

Strict proof of guilt in a criminal case is cssen1iaJ and very often such persons rnay 
go scot-free in spite of malpractices. The finding of the Tribunal wi II eoable the 
Central Government to take quick action against persons involved in cases of 
fraud, etc. For this purpose a Cbapter fV-A and Sections 3888 to 388£ have hcen 
inserted in the Act. 

Under Section 388B, the Central Government has the power to make a reference to the 
Company Law Board against any managerial personnel. The power can be exercised 
where, in the opinion of the Central Government, there are circumstance suggesting: 

(a) Any person concerned in the conduct and management of the affairs of a company 
is or has been guilty of fraud, misfeasance, persistent negligence of default in 
ca1rying out his obligations and functions under the Jaw, or breach of trust in 
connection therewith; or 

(b) That the business of the company 1s not or has not been conducted and managed 
by such person in accordance with sound business principlt::s or prudent 
commercial practice::;; or 

(c) Thai the business of lhe company is or has been conducted or JTU1naged by such 
person io a manner which is likely to cause or has rn fact caused, serious injury or 
damage to the interest of trade, industry or business to which such company 
pertains; or 

(d) Thal the business of the company is or has been conducted and managed by such 
person with an intent lo defraud ilS creditors, members, or any 01b.er person or 
otherwise for a fraudulent or unlawful purpose or in a manner pr~judicial to public 
interest. 

The reference may be made by stating a case agai.nst the person aforesaid with a 
request that the Company Law Board may inquire into the case, record finding as to 
whether or not such person is a fit and proper person to hold the office of director or 
any otht.:r office connected with the conduct and management of any company. 

The scatcmcnl of the case by tht.: Central Government should be iu the form of an 
application presented to the Company Law Board and the person against whom such 
case is stated und referred should he Joined as a respondent to 1hc application. 

The application shou ld contain a concise statement of such circum:;tances and 
materials as the Central Government may consider m:cessary for purpose of inquiry to 
be made by the Company Law Board. The application must be signed and verified in 
the sao,e manner as a plaint jn a suit by the Central Government under tbe Code of 
Civil Procedure. 

Thereafter, the Company Law 13oord will hear the case against the respondent. At any 
stage of the proceedings, the Company Law Board may allow the Central Government 
to alter or amend the application io such manner and on such terms as rnay be just and 
all such alterations and amendments shall be made as may be necessary for the 
purpose <lf determining the real question in the inqui.ry (Section 388-B ). 

If during the pendency of the case of Company Law Board finds it necessary, in the 
interest of the members or creditors of the company, i1 may, citber on the application 
of the Central Govcrmnent or of its own motion, direct that the respondent shall not 
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discharge any of the duties of his office until further orders and appoint in ms place 
another suitable person to discharge the duties of the respondent. 

This person who is temporarily appointed to dis.charge the duties in place of the 
respondent wili be regarded as a public servant within the meaning of Section 21 of 
the Indian Penal Code (Section 388-C). 

At the conclusion of the hearing of the case, the Company Law Board sh.all record its 
findings, stating thercjn specifically as to whether or not respondent is a fit and proper 
person to bold the office of director or any other office connected with the conduct 
and management of any company (Section 3 88-0). 

On the basis of the aforeisaid findings, the Central Government may, by order, not­
withstanding any other provisions contained m the Act, remove the delinquent 
respondent rrom his office [Section 388-E( I)]. 

An order under Section 388E must not bi;; passed against any person unless he has 
been given a reasonable oppo1iunity to show cause againsr the order. However, no 
matter can be raised by such a person before the Central Government, which has 
already been decided by the Company Law Board [Section 388-£(2) and proviso 
thereto] . 

After the delinquent person has been, by order, removed, he sball not hold any office 
for a period of 5 years from the <late of the order of removal, nor will he be paid any 
compensation for lo~s of office as a result of rc:moval. 

The tirne-1irnit may, however, be relaxed by the Central Government with the previous 
concuncnce of the Company Law Board, and rhe CenlJal Government may 
accordingly permit such person 10 hold the office of a director or any other office 
connected with the conduct and management or the affairs of the company even 
before the expiry of the period of 5 years. 

On the removal of the p1.,-.rson, the company rnay, with. previous approval of the 
Central Government, appoint another person to that office in accordance with the 
provisions of the Act. 

7.3.8 Resignatlon by a Director 

There is nothing in the Act <1S to whether and by what procedure. a director can resign. 
The Act, however, indirectly recognises resignation through the provisions in Section 
} 18 one of which is that no director is entitled to compensation if he resigns his office. 
In S.S. Lakslunana Pillai v. Registrar of Companies ( 1977) 47 Comp. Cas. 652 (Mad). 
it was held, that if there is a provision in the articles. resignation will take effect in 
accordance with such provision and if there is no provision, resignation will ti:lkc 
effect in accordance with its terms. Notice may be written or ornl. 

7.3.9 Directors not to H old Office or Place of Profit 

Section 314 imposes certa in restrictions on the holding of office or place of profit in a 
company by the directors and their associates. Following is the summary of 
restrictions so provided: 

I. No director of a company shall h.old any office or pl<1cc of profit (carrying any 
remuneration) under the company or its subsidiary except with the consent of the 
company by a special resolution. lt shall, however, be sufficient i f the special 
resolution is passed at the first general m~eting held after such appointment. 

A di.rector shaU be deemed to hold an office or place of profit under the company 
if the director holding an office obtains from the company anything by way of 
remuneration over and above the remuneration to which he is entitled as such 



director. Such remuncraLion may b~ by way of salary, fees, commission, 
perquisites, the right to occupy free of rent any premises as a place of residence or 
otherwise. 

2. Except by passing a special resolution, partner or relative of such director, no firm 
in which such director or a relative of sucb director, is a partner, no private 
company of which such director is a director or member and no director, or 
manager of such a private company shall hold any office or place of profit 
carrying a total monthly remuneration of such sum as may be prescribed 
(presently t3,000 pt:r monLb). Again, special resolution may be passed at the first 
general meeting after the appointment made. Where, however, the aforesaid 
appointment made without the knowledge of the director, the consent of the 
company may be obtained either 111 the gc:neral meeting aforesaid or within 3 
months from the date oftJ1c appointment, whichever is later. 

However, a director or any of his associates may be appointed as managing 
director. manager, hanker or trustee for the debcntureholders of the company 
without sanct ion of special resolution, if the remuneration received from such 
subsidiary in respect of such office or place of profit is paid over to the company 
or its holding company. 

For the aforesaid appointment of a director or his associates, special resolution 
shall not only be necessary at the time of first appointment but aJso for every 
subsequent appointment on a higher remuneration not covered by the special 
resolution except where an appointment on a time-scaJe has already been 
approved by the special resolution. 

It may be noted l11at the aforesaid restrictions <lo not apply where a relative of a 
director or a fum in which such relative is a partner holds any office or place of 
profit under the company or a subsidiary thereof having been appointed to such 
office or place before suc:h director became a director of l rus company. 

3. (i) No partnt:."r or relative or a director or manger, (ii) no firm in which such 
director or manger, or relative of either is a partner, (iii) no private company of 
wh1ch such a director or manager, or relative of either, is o director member, shall 
hold an office or place of profit in the company ca.rrying a total monthly 
remuneration of 1101 less than such sum as may be prescribed (Presently, ~6,0U0 
per month). fhc afor:csaid appointment may, however, be made by passing a 
special resolulioo and the approval of the Central Government. 

Jf any director or his associate holds an office or pJace of profit in contravention 
of the aforesaid provisions, then: (i) he shall be deemed to have vacated such 
office or place of profits as such on and from the date next following the c.late of 
the general meeting, (ii) he shall he liable to refund to lhc company any 
remuneration received or the monetary equivalent of the perquisites or adv-anlage 
enjoyed by him. The company crumoc waive the recovery any sum refundable toil 
as above unkss permitted to do so by the Central Government. 

The aforesaid restrictions do not apply to a person who being the holder of any omcc 
of profil in the company is appointed by the Central Government, uoder Section 408, 
as a direc1or of the company. 

Mea11irtR of 'Office or Place of profit': Any office or place shall be deemed to be ao 
office or place profit under tht! company: 

(a) In case the office or place is held by a director, if the d.irecloc holdjng it obtains 
from the company anything by way of remuneration over and above the 
remuneralion to wh1cb he is entitled as such director, whether as salary, fees, 
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(b) 

commission, perquisites, the right to occupy free of rent any premises as a place of 
residence, or otherwise; 

In case the office or place is held by an individuaJ other than a director or by any 
firm, private company or other body corporate holding it obtains from the 
eompaoy anything by way of remuneration whether as salary, fees, commission, 
pcrquis1le, the rig.ht to occupy free of rent any premises as a place of residence or 
otherwise. 

7.4 MANAGING DIRECTOR 

Scctio11 2(26) defines ·managing director' as a 'director' who, by virtue of an 
agreement with the company or of a resolution passed by the company in general 
meeting or by jts Board of Directors or, by virtue of its memorandum or a1ticlcs of 
association, is entrusted with substantial powers of management which would not 
otherwise be exercisable by him. The expression includes a director occupying the 
position of a managing di.rector, by whatever name called. 

However, the pov,:er to do administrative acts of routine nature when so authorised by 
tbe Boar<l such as the power l o affix the common seal of the company to any 
document or lo draw and endorse any cheque on the account of the company in any 
bank or to draw and endorse any negotiable instrnment or to sign any certificate of 
share or to direct registration of transfer of any share, shall not be deemed to be 
included within substantial po'Ners of management. Further, a managing director of a 
company sha11 exercise his powers subject to the super intendem:e, control and 
direction of its Board of Directors. 

Some of the more important legal provisions about managing directors arc 
summarised as: 

(i) He, being a director, must be an individual. 

(ii) He is appointed, usually to perform such functions and carry out such duties as 
may be assigned to h.im by the Board of Directors to whom he is responsible or 
subject. The Board can revoke the aulhority of the managing director. 

(iii) He must be entrusted with ).Ubstantial powers of management. 

(iv) There can be two or more than two managing directors in a company. 

(v) A person cannot be appointed as managing director of more than two companies 
unless so permitt ed by the Central Government. 

His appointment is subject lo the approval by the Central Government The Central 
Government upon appl.ication for permission to appoint a person as managing director 
of the company has power lo impose conditions. S~tions 268, 269, 3)6 and 317 are 
applicable to a public company or a private compa ny which is subsidiary of a public 
company. 

Section 268 states that an amendment of aoy provision relating to appointment or 
re-appointment of a m,maging director (or a wholetimc director) shall not be effective 
unless approved by the Central Government and shall be become void if and in so far 
as, it is disapproved by the Central Government. 

Appointment of managjng or whole-time director or manager to require government 
approvaj only in certain cases (Section 269). Every public company and/or private 
company whicJ, is a subsidiary of a public company having a paid-up share capital of 
not less than ~5 crore must appoint either a managing or a whole-time director or 
Manager. 



Also no approval of the Central Government to the appointment of managerial 
personnel is required on fulfillment of certain conditions laid down io Sd1edule Xln 
[including the minimum remuneration uoder Section l 98(4) as also increase in the 
remuneration under Sections 310 and 311). 

f or appointment of a managing, wholetimc director or a manager, approval of the 
Central Government would not be required if the following conditions were satisfied: 

(i) Ht: had not been sentenced to imprisonment for any period or to fine excet::ding 
~ 1,000 for conviction of an offence under any of the fourteen act~ mentioned in 
Schedule XJU; 

(ii) He had not been der:iioed for any period under the Conservation of Fon:ign 
Exchange and Prevention of Smuggling Activities Act 1974; 

(iii) He has completed the age of 25 years but has not attained the age of 70 years; 

(iv) He is not a managing or wholctime director or managc.r or in any way m 
wholetime cn1ph,ymcnt elsewhere; 

(v) He is citizen of lndia and is resident in India; 

(vi) The company had neither suffered loss nor had inadequate profits: (a) during the 
preceding financial year immediate to the financial year m wbich appointment is 
made, or (b) in any of the three financial years out of the four financial years 
immediately preceding. 

ln case any of the abov~ conditions arc not complied witb, an applic;a1ion musl be 
.made l o I.he Central Government within 90 days of the appointment. if lhe 
appointment 1s not approved by the Centrnl Government tJ,e appointee shall vacate the 
office immediately on communication of the decision by the Central Government. 

Sect ion 316 states that a person, who is either the managing direclOr or the manager of 
any other company (including a pure private company), cannot be appointed a 
managing directo.r of a puhlic company or a private company which is a subsidiary of 
a public company. 

But such an appointment can be made if the board of such company approves of the 
appointment by a unanimous resolution passed at the Board meeting specific notice of 
which hacJ been given 10 all the dfrectors then in India. 

Also the Central Government is empowered to perm.it, by order, the same person to be 
.managing director of more than one companies, if it is satisfied and it is necessary for 
their proper working that the companies should function as a single unit and have a 
common managing director. 

Scc1ion 317 s\atcs that tbe term of offfoc of a managing director cannot exceed five 
years at a time. Also re-appointments or extension can be made on tbe basis of 5 years 
tcnurt:: on each occasion, provided each lime the re-appointment or extension is made 
by the company during two year.; of the existing term. 

It may be emphasised that Sections 268, 269 and 317 relating to rcstricuom, on 
appointment of managing directors (as noted above) do not apply to pure private 
companies. 

Disqualification of a managing director: Section 267 prohibits the appointment or 
employment or the continuance of the appointment or employment of any person by a 
company as its man:igiog director or wholetime director, if rhc said person: 

(i) ls an undischarged insolvent or has at any tjme been adjudged an insolvent; 
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(ii) Suspends, or has at any time suspended payment to his creditors, or makes or has 
at any time made a composition with them; or 

(iii) Ts or has at any time, been convicted by a court of an offence involving moral 
turpitude. 

Jt may be noted that these disqualifications are in addi1ion to the ones mentioned iu 
Section 272 (i.e., disqualifications of a director) . 

7.4.l Whole Time Director 

ln many sections of the Companies Act, the term 'Whole time director' has been used 
side by side with that of the 'managing director' . Confusion is, therefore. likely to 
ar1se in respect of their respective position and role. 

'v.'hile the term 'managing director' has been specifically defined under Section 2(26), 
no such definition of a whole t1me director is available. 

Explanation to Section 269, however, states that the expression 'whole time director' 
includes a director in the whole time employment of the company. 

Regarding appoin(mcnt/re-appointment and remuneration of whok limt: tlirector. 
same provisions as are applicable to a managing director, arc applicable. 

Untlcr St:ction 269, every public company and a p("ivate company which is a 
subsidiary of a public company must bavc a managing director a whok -time director 
if its paid-up share capita l is t5 crores or more. 

Similarly Sections 267 and 268 providing for disqualifications of managing directors 
and approval of Central Government for their appointment/re-appointment a lso make 
the provisions applicable to whole time directors. 

Also, the provisions of Sections 309, 310 and 3 11 dealing wi1h remuneration of 
directors and other managerial personnel arc applicable to whole time directors. 

7.4.2 Distinction hetween Managing Director and Whole Time Director 

However, the following points of distinction between a managing director and a whole 
time director may be noted: 

J. A managing director may be appointed in that capacity in two or more companies 
a l the same time but a whole-time director, by virtue of his whole time employee 
cannot act as such in more than one company. 

2. The tenure of a managing director of a public company or a private company 
which is the subsidiary of a public company cannot be more than five years at a 
time. There is no such restriction in the case of a whole-time director. 

7 .5 APPOINTMENT OF DIRECTORS 

The appointment of directors rests in the following hands: (a) Subscribers to the 
Memorandum - Section 254; Clause 64 (Table A); (b) Company in general meeting -
Sections. 255-57; 263-265; (c) Board of directors - Sections. 260, 262, 313; 
(ti) CentraJ Government - Section 408; (c) Third parties- Section 255. 

7 .5.1 Appointment of First Directors 

The first directors are usua.!ly named in the articles of a company. The Articles may, 
however, instead of naming the fi rst directors confer power on the subscribers, or 
majority ofthern to appoint the directors. Where the appointment is to be made by the 



majority of subscnbers, the majority of them (and not only the quorum fixed by the 
Articles) should be present if the appointment is to be valid. 

Where there are no Articles or the Articles neither name them nor confer any such 
power oo tbe subscribers, then Clause 64 of Table A ,a Schedule l to the Act confers 
powers oo the subsc..1'ibers or a majority of them to make the appointment of firsl 
directors. 

rurthermore, if the Artic les neither name them, nor do they contain a provision for 
their appointment by the subscribers and Table A is excluded, then the subst:ribers to 
the men,onrndum wbo are individuals are deemed to be the first djrectors of the 
company until the directors arc duly appointed a l a general-meeting of the company in 
accordance with the provisfons of Section 255. 

7.5.2 Appointment of Subsequent Directors 

Sections 255 and 265 provide for three schemes for the constiM ion of the Board of 
Directors of a public company or a private company which is subsidiary of a public 
company. These are: 

(i) All the directors retire at every Annual General Meeting [Section 255]; or 

(ii) A1least two-thirds of the total number of directors must be persons whose period 
of office is liable to determination by retin..,nent by rotation (Section 255); or 

(iii) At least two-thirds of the directo(s may be appointt:d by the principles of 
proportional representation, by a single transferable vote by a system of 
cumulative voting or otherwise and shall be directors for a period of 1hrec years at 
a tjme (Section 265). 

The remainiog directors in (ii) a.nd (iii) and the directors generally of a pure private 
company, unless otherwise provided in lhe Articles, must also be appointed by tile 
company in general meeting. 

Thus, every company should have a duly consotured Boar<l appointed in accordance 
with the provisions of Section 255. A general meeting is called by the ' ftrst' t!irt:etors 
after the a llotmem of shares in the case of a company limited by shares and io the case 
of any olher company, after its incorporation, for the srecific purpose of appoiotment 
of directors. 

7.5.3 Appointment in General Meeting 

Section 256 provit!es tha t at the ftrst AGM after the general meeting al which the first 
directors are appojntcd in accordance with Section 255, Lhc number nearest to one­
trurd of the directors liable to retire by rotation must retire from office. The rotation 
for retirement shall be determined by the length of office of directors, or in case all 
were appointed on the same day, by lot. Al every suhsequeot AG M, one-third of the 
directors must retire. This is known as retirement by rotation. The retiring directors 
arc, however, eligible for re-election. 

7.5.4 Deemed Re-appointment of a Retiring Director 

Section 256 also provides for automatic rcappoinllncnt of directors in certain case!l. 
The company may fil1 the vacancy caused by lhe retirement of a director al the AGM 
by appointment of the same person or someone else, or decide not to fill the vacancy. 

Jf the vacancy is not filled up and I.he company has not expressly dedded not to fill it 
up, tbe meeting sha ll stand adjourned till the same day in the next week, nt lhe same 
time and place an<l if at that meeting also the vacancy is not fi lied up and that meeting 
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also doe:s not decide not to fill it up, the retiring director shall be deemed to have been 
elected at the adjourned meeting except where: 

(i) Al that meeting or at the previous meeting a resolulion for the re-appointment of 
such director had been put to vote but was Jost; or 

(ii) The retiring director has in writing expresse.d his unwillingness to continue; or 

(iii) He has been rendered disqualified; or 

(iv) A special or ordinary resolution is necessary for his appointment by virtue of any 
provisions of this Act; or 

( v) It is resolved not to fill the vacancy. 

In respect of an independent private company Section 256 does not provide for 
retirement of any director periodically. Therefore, in the absence of any provisions in 
the Articles, dfrectors are entitled to continue until removed under Section 284 
[S . Labh Singh v . .Panaser Mech. Works (P) Ltd. ( 1987)]. 

7.5.5 Appointment of a Director other than a Retiring Director 

Section 257 provides for the procedure of appointment of a person other than the 
retiring director. 

lf any person, other than the retiring director wishe~ 10 stand for directorship, he must 
signify his intention to do so by giving l4 days' notice to the company before the 
meeting and the company must info1m the members not later than seven days before 
I.he me~hng either by individual notices or by advertisement of this fact in atleast two 
newspapers circulating in the place where its registered office is situated, of which one 
must be in .English and the other in the regional language of the place. 

Also the candidate or the member who intends to propose him as director has to 
<lcposit a sum ~500 which shall be refunded to such person or as the case may be, to 
such other member, if the candidate succeeds in being elected. In case such person is 
not elected as director, he or the member, as the case may be, will nut be enti tled to 
the refund of f500 and the amount deposited shall stand forfeited by the company. 

Also Section 264 requires every person proposed as a candidate for the office of a 
director to sign and file first with the company ws consent to act as a <lirector, if 
appointed and then with Registrar witbin 30 days ofliis appointment. 

Section 263 prescribes the mode of voting on appointment of directors. No motion can 
be made at a general meeting of a public company or a private company which is a 
subsidiary of a public company for the appointment of two or more persons as 
directoi:s by a single resolution; unless a resolution is first unanimously passed that it 
shall be so made. Any resolution moved in coutravcntion of this provision shall be 
void. 

7.5.6 Appointment by Board of Directors 

The Board of Directors can exercise the power to appoint directors in the following 
three cases: ( i) Additional directors (Section 260}. (ii ) filling up the casual vacancies 
(Section 262). (iii) Alternate directors (Section 3 I 3 ). 

If the Articles authorise, the Board may appoint additional directors. Such additional 
directors together with the directors constituting the Board should not exceed tbe 
maximum number fixed by the Articles. Also, the addit.ional director., are cmjtletl to 
hold office only upto Lbe date of the next AGM of the company (Section 260). 

Section 262 empowers the Board to fill casual vacancies in the case of a public 
company or a private company which is subsidiary of a public company. 



Thus, if the office of any directors appointed by the company in general meeting is 
vacated before his term of office expires in the normal course, the resulting casual 
vacancy, may, subject to any regulations in the Artjclcs of the company, be filled by 
tbe Board of Directors at a meeting of the board. 

Any person so appointed shall hold office only up lo lhe date to wb.icb tbe original 
director would bave continued if it had not been vacated. 

By virru<:: of Section 313, alternate director, in place of a director wbo is absent from 
the State in which Board meetings are held for not less than three months, may be 
appointed hy the Board, if so authorised by the Articles or by a resolution passed by 
tbe company in general meeting. 

The alternate director shall not hold office for a period longer than tbat permissib1e to 
original director and shall vacate <Jfficc when the original director returns to such State. 

Also, if the term of office of the origimi l director is determined before he so returns, 
any provision for the automatic reappointment (nnder Section 256) of retiring 
directors in default of another appointment shall apply to the original director and not 
to the alternate director. 

The Anicles of a company may authorise a director to appoint by will or otherwise his 
successor in office. This appointment is not hit by Section 3 l 2 which prohibits 
assignment of office by director. 

7.5.7 Appointment by Central Government 

Section 408 empowers the CentraJ Government to appoint director~ oo the Board of a 
company oo the recommendation of Tribunal that 1t is necessary lo appoint 
government directors 10 effcc1jvely safeguard the interests of lbe company or its 
shareholders or tbe public interest. 

On the applicalion of not less than l 00 members of the company or of members 
holding not less than one-tenth of the total voting powLT lhereio, the Company Law 
Board may, if satisfied after making any inquiry it deems fit tbal it is neces~ary to 
prevent oppression and mismanagement and Lhat the affairs of the company are being 
can-iccJ on tn a manner which is prejudicial to the interest of the members or the 
company or t.he public, direct tbe appointment of as many persons (whether members 
of the company or not) as directors as it thinks fit to hold office for sut.:b period not 
exceeding tbrce years on any one occasion. 

The Company Law Board, however, instead of passing the above order direct the 
company to alter its Articles so as to arrange for the election of its directors on the 
principle of a proportional representation under Section 265. 

A person appointed by 1hc Central Government in pursuance of the above provisions 
sh.ail not be: (a) considered for the purpose of reckoning 2/3rds or any other 
proportion of the total number of directors of the company {Section 408(3)); (b) 
required lo hold qualifJcat1on shares [Section 408(4)]; (c) required to retire by rotation 
[Section 408(4)); and (d) required to file written consent with the company under 
Section 264(1). 

The Central Govemmcnl may remove any such director from his office at any time 
and appoint another person to hold office in his place the provisions of this section are 
applicable 10 both public and private compan.it'"S. 

7.5.8 Appointment by Thi rd Parties 

Under Section 255, there cannot be more than one-thirtl of the total number of 
d·irectors, which are not subjected to retirement by rotation. Tbe third parties may be 
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empowered by the Articles to nominate directors. Such third partjes may be lenders of 
money - i.e., financial institutions, debenture holders. 

7.6 MANAGER 

Section. 2(24) stale.<; that "manager means an individual who, subject to the 
superintendence, control and direction of the Board of Directors, has the management 
of the whole, or substantially the whole of the affairs of the company and includes a 
director or any other person occupying the position of a manager, by whatcvcr .. name 
called an<l whether under a contract of service or not''. 

Thus, an individual must be in charge of the whole or substantially the whole of the 
business of the company, in order to be called a manager in accordance with the Act. 
A person who is one of the departmental managers or a branch manager is not deemed 
to be a manager in this sense. Some of the more important legal provisions about 
managers are summarised as fo1Jows: 

I. Only an individual can be appointed a manager of a company (Section 384). 

2. Section 385 lays down the disqualifications of a Manager. No company shall 
appoint or continue the appointment or employment of any person as its manager, 
who (a) is an undischarged insolvent; or (b) has at any ti111e within the preceding 
five years been adjudged an iosolvcnt; or (c) suspends, or has suspended payment 
to his <-1·editors; or (d) make, or has at any t11ne, within the preceding five years 
made a composition with his creditors: or (c) is, oc has at any time within 
preceding five years been convicted of an offence involving moral turpitude. 

3. A person may not be appointed manager of inore than 2 companies. 

4. The provision of the following sections relating to managing directors have been 
made applicable to Manager also (Section 388); (a) Section 269: Appointment or 
re-appointment requires Government approval except in cases specified under 
Schedule XHI; (b) Sections 310-311: Provisions for irn.:reasc in remuneration 
requires Government approval; (c) Section 312: Prohibition of assignment of 
office by a <lirector; (d) Section 317: Term of appointment to be not more than 
five years at a time. 

7 .6.1 Distinction between a Managing Director and a Manager 

The following points of distinction between the two are worth noting: 

l. A managing director is entrusted with substantial powers of management. A 
' manager', on the other hand, has die management of the whole or substantially 
the whole of the affairs of a company. 

2. A company may have more than one managing director but it cannot have more 
than one manager. 

3. A managing director is appointed cithet under an agreement or by a resolution of 
the Board or geoeral meeting or under the provisions of the Memorandum or 
Articles. A manager, on the other hand. is usually appointed either under a 
contract of service of by the Board of Directors though the Articles may also 
provide for his appointment. 

4. A managing di.rector must be a director whereas a manager may or may not be a 
director. 

5. A managing director, on his ceasiog to be a director, shall automatkally cease to 
be the managing director as well. A manager-director, however, can continue as a 
manager even though he ceases to be a director. 



The grounds of disqualfficatioos of a managing director as given in Section 267 
remain effective for whole life and cannot be waived by the Central Government. 
Mos! of the grounds of disqualification of a manager as given in Section 385 are only 
for five years and can also be wawcd by the Central GovernmenL 

7.7 COMPENSATION TO DIRECTORS 
FOR LOSS OF OFFICE 

Section 318 provides that no compensation for loss of office may be paid by a 
company to any director 01her than the managing dircclor. or wholetime c.lirector, or a 
director holding rhe office of ma.nager. Even in their cases, no such payment mu_st be 
made: 

(i) When he res igns his office on reconstruction or amalgamation of the company; 

(ii) Where the office is vacated under Section 203 or Section 283; 

(iii) Where he has 10 give i1p directorship beyond 20 directorships; 

(iv) Herc the winding up of the company takes place due to hi~ negligence and 
mismanagement; 

(v) Whi;rc he has been gui lty of fraud or breach of trust in relation to. or of gros:-; 
negligence m or gross mismanagement of rhe conduct of the affairs of the 
company or any subsidiary or holding company thereof; 

(vi) Where he bas instigated or has taken part directly or imfirectJy in bringing abo11t 
the 1erminarion of his office. 

Where. however, the compensation is payable, it must not exceed the remuneration 
whicb would have been ea rned by the director for the unexpired residue of the term or 
for three ye-.:i rs wbichevcr 1s shorter. 

The calculation of this amount should be based on the average remuneration actually 
earned by him during a pe1iod of three years immediately prior to the date on which 
he ceased to hold t.J1e office, or where lie held the office for a shorter period than three 
years. during such period. 

No such payment can be. made lo him if the winding up bas commenced either before 
or at any time withi n 12 months after the date of his ceasing to hold office, rf the 
assets of t.J1e company are not sufficient to repay to the shareholders tbe share capital 
including the premium, if any, contributed by them. 

7.8 RElVIUNERATION OF MANAGERJAL PERSONNEL 
Section 198 provides that the total managerial remuneration payabk by a public 
company or a private company which to jts directors or manager in respect of any 
financial year must 0 01 exceed 11 percent of the net profit of that company for thal 
financial yt:ar, in computing the above cciung of l l per cent computed in the manner 
laid down in Sections 349 and 359. The fees payable to directors for attending Board 
mec1ings is not included. 

What is included 111 managerial remuneration? £ x.planalion to Section 198 describes 
tbc term remuneration. According l o it., for the purposes of Sections 309, 310, 31 I. 
381 aud 387, ' remuneration' includes the following: (a) any expenditure incurred by 
tbe company in providing rent-free accommodation, or any other benefit or amenity in 
respect of accommodacion free of charge, to any of its directors or manager; (b) any 
expenditure incurred by the company in providing any other benefit or amenity free of 
charge or a l a concessional rate to any of the persons aforesaid; (c) any expenditure 
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incurred by the company in respect of any obligation or service, which, but for such 
expendilure by the company, would have been incurred by any of the persons 
aforesaid; and (d) any expenditure incurred by tbe company to effect any insurance on 
the life of, or ro proviJc any pension, annuity or grc:iluity for, any of the persons 
aforesaid or his spouse or child. 

Section 309 contemplates three kinds of directors, i.e., (i) Managing Director; 
(ii) Whole-time Director; (iii) Director pure and simple. Fm1her, Section 309 provides 
lha1 subject to the general provi:;ions of Section l 98, dealing with the total U)anagerial 
remuneration, the remuneration be determined by the articles, or by a resolution or, if 
the articles or require. by a spccia} resolution, passed by the company in general 
meeting. Any remunera1ion paid for services in any other capacity shall not be 
included if: (a) the services rendered are of a professional nature; and (b) in the 
opinion of the Central Governmcnl, the director possesses lhe requisi1e qualifications 
for the practjce of the profession. 

A direc1or who is neither in the whole-time employment of the company nor a 
managing director may be paid remuneration. (a) by way of a monthly, quarterly or 
annual payment with the approval of !he Central Government; or (b) by WdY of 
commission, if the company by special resolution authorises such payment; or (c) by 
both. 

However, in either of the above cases, the remuneration paid to such director, or 
where there is more rhan one such <lirector, shall not exceed: (i) one percent of the m:t 
profit of the company, if the company has managing or wholcti1m: director or 
manager; (ii) three percent of the net profits of the company in any other case. The 
company in general meeting may, however, with the approval of the Central 
Government, authorise the payment of a commission at a rate h.igher than one percent, 
or as the case may be, three percent of its net profits. 

Each director is entitled to receive a sitling fee for each meeting of the Board or a 
commitlce thereof, provided the same is authorised by the artklcs. 

A whole-time director or a managing director may be paid remuneration either by way 
of a monthly payment or at a specified percentage of the net profits of the company or 
partly by one way and partly by the other; provided that except with the approval of 
the Central Governmcnl such remuneration shall not exceed 5 percent of the net 
profib for one such director and if there is more 1han one such director, 10 percent for 
all of 1hem together. Furthcnnore, a managing or whole-time director who is in receipt 
of any commission from the cornpany cannot receive any remuneration from any 
subsidiary of the company. 

If any director draws or receives, directly or indirectly, by way of remuneration any 
sum in excess of the limits slated ahovc, without the sanction of the Central 
Government, where it is required, he shall have to refund sucb sums to the company 
and until the refun<l b made the money will be held by him in trust for the company. 
The company cannot waive the recovery of any sum refundable to it, unless permitted 
by the Central Government. 

The provisions of Section 309 will not apply to a private company unless it 1s a 
subsidiary of a puhlie compa.ny. 

J11crease in remttneration: Section 310 provides that every increase in the 
remuneration of any director including a managing or whole-time director granted or 
provided by any amendment in his term of appointment which has the effect of 
increasing, whether dfrectly or indirectly, the amount payable to him would not be 
operative unless the same has been approved by the Central Government. But no 
approvaf of the Central Government would be required if the increase in 



remuneration made is an accordance with the conditions specified i11 Schedule XW. 
Also no approval of the Central Government is necessary, if the incrt:asc in the 
remuneration ,s only by way of fee for each meeting of the Board or a committee of 
the Board attended by any such director and the amount of the fee after sucb increase 
doc.<, not exceed such sum as may be prescribed. Tbe Central Government has laid 
do\l.71 differential scaJe of sitting foe according to the paid-up capital of 1be companies. 

As regards remuneration payable lo a Manager, Section 387 provides that he may 
receive remuneration either by way of a monthly payment or by way of a specified 
percentage of the • net profits' of the company, or partly by one way and partly by the 
otbcr. Such rernuncration, however, must not exceed in Lbe aggregate 5 percent of the 
net profits except with the approval of the Central Government. 

Mtmagerial remuneration vis-u-vis Schedule XIII: A public company js entitled ro 
appoint irs managerial persormel and fix their remuneration so long as the same is in 
accord;rnce with the conditions laid down in Schedule X!Il without seeking the prior 
approval of the Central Government. Schedule XUJ, provides as follows: 

Remu11eration payable by companies havi11g profits: Subject ro rhe provisions of 
Section 198 and Section 309, a company having profiL, in a financial year may pay 
nny remuneration, by way of salary, dearness allowance, perquisites, commission and 
other allowances. wl1ich shaU not exceed 5 percent of its ne1 profits for ont:. such 
manageria I person and if there are more than one such managerial pt:rsons, l 0 percent 
for all of I.hem rogether. 

Remuneration payable by companies having n.n profas or inadequate profits: Where 
io any financial year during Lhe cwrcncy of tenure of the manageriaJ person, a 
company has no profits or its profits arc inadequate, it may pay remuneration to a 
managerial person, by way of saJary, dearness allowance, perquisilcs and other 
allowaoce, 001 t:.xceediog ceiling limit of 'Z24,00,000 per annum or t2,00,000 per 
month <.:alculated on the follov.ing scale: 

Table 7.1: Remuneration Paid by Companies 

I Where the Effective Capital of Montbl)' Remuneration 
the Company is .Exceed Payahle sholl not Exceed 

J. Less than ~ I crore t 75,000 

IL ~ I crort'. or more but Jess than f 5 crore ~1 ,00.000 

Ill. ts crore or more but less tliaJ1 f25 crore ~l ,25,000 

TV. ~25 crore or more but !es~ than t50 crore fl ,50,000 

V. t50 crore or more but less than ~1 00 crore ~'1.75,000 

VI. t I 00 LTore or more i2,oo,ooo 

Jn addition to the above, certain perqu1Stlcs like contribution lo provident fund, 
gratuity, leave encashmcnl may be paid. Non-resident Indians may also be pai<l 
ctuldren cduca1ion allowance, holiday passage for cllildren studying outside lndia or 
family staying abroad, leave travel concession. These additional benefits shall be 
subject to the limits laid down in Schedule :XITI. 

The expression 'effective capital' shall mean the aggregate of the paid-up share C<\pital 
(excluding share applica1ion money or advances against shares); amount, if any, for 
the time being ·tanding to the credit of share premium account, reserves and surp lus 
(excluding revaluation reserve); long-term loans and deposits repayable after one year 
(excluc.ling working capital loans, overdrafts, interest due on loans unless funded, bank 
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guarantee, etc. and other short-term arrangements) as reduced by the aggregate of any 
investments (except in case of investments by an investment company whose principal 
business is acquisition of shares, stock, debentures or other securities), accumulated 
losses and preliminary expenses not written off 

Sitting Fee (Section 310): The sitting fee rayable 10 a director for each meeting of the 
Board of Directors or a committee thereof shall not exceed ceiling prescribed by the 
Central Government (presently, f5,000). Any increase in the sitting fee payable to a 
director shall not require the prior approval of the Central Govt. if it falls with.in the 
prescribed limits. 

7.9 MEETINGS OF DIRECTORS 

The directors of a company are coJlect.ivcJy known as Board and decisions are taken 
by them at a Board meeting. But in certain circumstances, resolutions of dire~lors can 
be passed by circulating them among the directors. Also the Board may delegate 
powers to a director or a cornmit!ee of directors. 

Section 285 provides that a meeting of tbe Board of Directors of every company must 
be held atleast once in every three months and atlcast four such meetings must be held 
in every calendar year. 

The requisite quorum for a Board meeting is one-third of the total strength of 1be 
di.rectors or two directors whichever is higher. For the purpose of counting number of 
directors forming the quorum, tile directors who arc interested in any contract to be 
entered into with the company should not be taken into account. in other words, only 
those who arc disinterested in the matters to be discussed at the Board meeting will 
form the quorum. If the requisite quorum is not present at the meeting, it stands 
c1djoumed and will be held on the same day, time and place in the next week. lf the 
quorum is not present at the meeting, any decisions taken or resolutions pass~d shall 
be invalid, but no quorum is necessary at the adjourned meeting. 

The chairman for the meetings of the Board of Directors may either he named in tbe 
articles or he may be elected by the directors. The questions arising at the meeLing of 
the directors are to be decided by a majority vote and the chairman of the Bo<1rd will 
have a casting vote in case of equality of votes. 

Resolutions by Circulation: As mentioned earlier, certain resolutions can be passed 
by circulation also. Section 289 states that the resolution to be passed by circulation 
must be circulated in a draft together with the necessary papers, if any, lo all the 
directors, or to all the members of the comntittee, as the case may be, then in India 
(not less than the quorum fixed for a meeting of the Board or Committee of Directors) 
and to all other directors at their usual address in India. If the resolution is approved 
by such of the directors as are then in India, or by a majority of such of them as are 
entitled to vote on the rnsolution, it will be deemed to have been duly passed. 

However, there are certain powers of the Board which can be exercised only at Board 
meetings and not through circulation. Sections 262, 292, 297, 316 and 488 provide for 
such malters. 

7.10 POWERS OF THE BOARD OF DIRECTORS 

Section 29 l provides for general powers of the Board of Directors It provides: 

Subject to the provisions of the Act, the Board of Directors of a company shal! be 
entitled to exercise all such powers and to do all sul:h acts and things, as the company 
is authorised to exercise and do. 



However. the board cannot exercise aoy power or do any act or 111.ing which is directed 
or required, whether by this or any other Act or by the memorandum or articles of 1he 
company or otherwise. to be exercised or done by the company in general meeting. ln 
exercising any such power or doing any such act or thing, the Board wilJ be subject 10 

the provisions contained in that behalf in this or any other Act. or in the memorandum 
or articles of the company, or in any regulations not inconsistent therewnh and duly 
made thereunder, including regulations made by the company in general meeting. 

Thus, the Board may exercise all powers oftbe company and can do all such acts and 
things that the company can do. But the exercise of such powcn. of the Board shall be 
in conformity with the provisions of the Companit~ Act or any other Act and 
Memorandum, Articles and rcsoJutions of the compaoy in general mt::ctings. Tbus, a 
general meeting may, by .smending the articles, restric1 the powers of the 3oard. Dut 
tbe meeting cannot invaJidate any act validly done by the Board except in the cases: 
(l) where tbt: directors arc either unable or unwilling to act fl3arron v. Potter ( 19 l 4) 1 
Ch. 895]; (2) wl1cn 1he directors act for their own personal inrereslS in complete 
disregard to the company [Marshall's Value Gear Co. Ltd. v. Manning Wardle & Co. 
Ltd (1909) Ch. 267); (3) when the Board has become inc<>mr>clent to act e.g., where 
all the directors constituling the Board <1re interested in a dealing or where none of the 
directors was validly appointed [B.N. Yishwanatban v. Tiffins B.A. and Ltd. AlR 
(1953) Mad 510). 

7.10.J The Mode or Manner of .Exercise of Board's Powers 

Section 292 provides that the Board of Directors of a company shall exercise the 
following powers on behalf of the company and it shall <lo so only by means of 
resolutions passed al meeting of the Board: (i) the power to make calls on 
shareholders in respect of money unpaid on their shares: (it) the power to issue 
debentures; (iii) the power lo borrow money otherwise than on debentmcs; (iv) the 
power to invest funds of the company; and (v) the power to make loans. 

The Board may, bowcvcr. by a resolution passed at a meeting delegate to any 
committee of directors, the managing directors, the manager or any other principal 
officer of the company, the r>owcrs specified in clauses (iii), (iv) and (v) on such 
conditions as the Board may prescr ibe. 

Besides t11e powers specified in Section 292, there are certain other powers also whicb 
can be exercised only at rhc meeting of the boar<l. These are: (i) The power of .filling 
casual vacancies in the Board (Section 262); to appoint additiona l directors (Section 
260); and to appoint alter,,ate directors (Section 3 J3) ( ii) sanctioning of a contrac1 in 
which a director is interested (Section 297) (iii) the power to recommend the rate of 
dividend to be declared by the company at the Annual General Meeting, subject to the 
approv.sl by the sJ1areholders. 

111 1J1e following cases, not only that the powers be exercised a1 the Ooar<l's meeting 
but also that every director present aod enutlcd to vote must consent thereto: (I) The 
power to appoint a person as managing director or manager, who is already managing 
director or manager of another company (Sections 3 L6 and 386). (2) The power to 
invest in any shares and debentures of any other body corporate (Section 372). 

7.10.2 Restrictions on Powers of Directors 

Section 293 provides that the Board of Directors of a public company or a private 
company which is a suhsidiary of a public company c.snnol exercise the following 
powers without the consent of the shareholders in general meeting: 
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l. Sell, lease or olht..-rwise dispose of the whole, substantially the whole, of the 
undertaking of the company, or where the company owns more than one 
undertaking, of the whole or substantially the whole, of any such undeitaking. 

However, this restriction does not apply to the case of a company whose ordinary 
business is to sell or lease properly. 

2. Remit or give ti.me for the re-payment of any debt due by a director except in the 
case of renewal or of continuance of an advance made by a banking company to 
its director in the ordinary course of business. 

3. Invest, otherwise than in trust securities, the amount of compensation received by 
the company in respect of compulsory acquisition of any fixed assets of the 
company. 

4 . Borrow money exceeding the aggregate of rhe paid-up capital of the company and 
its free reserves. "Borrowing" does not include temporary loans obtained from the 
company' s bankers in the ordinary course of business. 

5. Contribute in any ye<:1r, to charitable and other funds not directly relating to the 
business of the company or the welfare of its employees, any amount exceeding 
Z50,000 or 5% of its average oet profit for the Last three financial years, whichever 
is greater. 

However, contributions of National Defence Fund or any other fund approved by the 
Central Government for the purpose of national defence are exempted from the above 
provisions. Any amount may be contributed without obtaining the sanction of the 
company is general meeting. 

The Companies Act does not expressly empower companies to borrow money. 
Therefore, mosr of tbe companies expressly provide for such borrowing powers in the 
memorandum. In such a case, where memorandum authorises the company w borrow, 
the Articles provide as to how and by whom these powers shaH be exercised. 1t may 
also foe up the maximum wh.ich can be borrowed by the compauy. 

7.11 DUTIES OF DIRECTORS 

Dutie$ of di.rectors may be divided under 1wo heads: 1. Statutory <lutie~; and 2. Duties 
of a general nature. The statutory du11es are the duties anti obligations imposed by the 
Companies Act. These have been discussed at appropriate places. Jmportant among 
them arc: 

(a) To file return of allotments. Section 75 charges a company to file with the 
registrar, witJ,in a period of 30 days, a return of the allotments stating the specified 
particulars. Failure to file such return shaJJ make directors liable as 'officer jn 
default ' . A fine upto ~500 per day till the defauJt continues may be levied. 

(b) Not to issue irredeemable preferences shares or shares redeemable after JO 
years. Section 80, forbid" a co.mp,my to issue irredeemable preference shares or 
preference shares redeemable beyond IO years. Directors making any such issue 
may be held liable as 'officer in default ' and may he subject to fine upto ~1.000. 

(c) To disclose interest (Sections 299-300). A director who is interested in a 
transaction of the company must disclose his inlerc<;t to tl1e Board. The disclosure 
must be made at the first meeting of the Board held after he has become 
interested. Th.is is because a director stands in a fiduciary capacity wi1h the 
company and therefore, he must not place himself in a position in which bis 
personal .interest conflicts v.,jth his duty. Interest should be such whicb conflicts 
with the duties of the director towards the company. 
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Notice, however that the Companies Act does not debar a company from entering 
into a contract ,n which a director is interested. It only requires that such interest 
be disclosed. An interested director should not take part in the discussion on the 
matter of his interest. His presence shall not be couoted for the purpose of 
quorum. He shall not vote oo that mal1er. {f he does vote, his vorc shall be void. 
Non•disclosure of interest makes the contract voidable and 001 void. Where the 
whole body of director:; is aware of the fac.rs, a formal disclosure is not necessary 
(Veukatachalapathi v. Guntur Mills). fn th.is case a loan was advanced by the wife 
of a director creating a mortgage on the property of the company. TJ1e director did 
not disclose his interest and he even voted on the n1a1ter. The company larer sued 
to have mo1tgagc set asic.le. Held, the fact was known to all directors an<l a fonnal 
rusclosure was not necessary. As regards voting by the interested director, it was 
held that the voting would not .render the contract void or voidable un.less in the 
absence of thnt vote, there would have been no quornm qua Ii fied to contract. 

( d) To disclose receipt from transferee of property. St:ction 319 prov id~ tt,at any 
money received hy the directors from the transfen:c in connection with the 
transfel' of the company's propcny or undertaking must be disclosed to tl1e 
members of the company and approved by the l:Ompany jn general meeting. 
Otherwise the amount shaU be held by the directors i.n trust for I.he company. This 
money may be in the name of compensation for loss of office but in essence may 
be on account of transfer of control of the cornpany. But if n is bona lic.le payment 
of damages of the breach of contract, then it is protected by Seclion 321(3). 

(c) To disclose receipt of compe11satio11 from transferee of shares. If the loss of 
office results from the transfer (under certain conditions) of all of the shares of the 
company, its directors would not receive any compensation from the transferee 
unless tbe same has been approved by tbe compaoy in geocraJ o,ceting before the 
transfer takes place (Section 320). If the approval is not sought or lhe proposal is 
not approved, any money received by the directors shall be held in trust for the 
shareholders who have sold their shares. 

Section 320 further provides tba1 iu pursuance of any a!:,rrecmeot relating lo any of the 
above transfer:;, if the directors receive any payment from the transferee within one 
year before or within 2 years after the transfer, it shall be accounted for to tJ1c 
company unles1, the director proves that it is not by way of compensation for loss of 
office. 

Section 321 further provides that if the price paid to a retiring director for h.is shares in 
the company is in excess of the price paid Lo other shareholders or any orher valuahlc 
consideration has been given to him, it shall also be regarded as compensation and 
should be disclosed to the shareholders. 

Sornc otber starutory dutic~ are: to attend Board meetings; to convene and bold 
general meetings; to prepare and place before AGM financial accounts; to make 
declaration of solvency. 

The general dutic.-; of <lircct0rs are as follows: 

(a) Duty of Good Fa;,1t: The directors must act in the best jnterest of the company. 
interest of tbt: company implie!; the interests of present and future members of the 
company on the footing tba1 the company would.be continued as a going concern. 

A Director should not Make any Secret .Profit~·. He should also not exploit to bis 
own use the corponite opportunitie.<.. In Cook v. Deeks (19 16) AC 554, jt was 
observed that "Men who assume complete control of a company's business must 
remember that they <1re not at liberty to sacrifice tbe interest whkb I hey are bound 
to protect and while ostensibly acting for the company, direct in their own favour 
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business which should properly belong to the company they represent". In this 
case there was an off er of a cuntracL to the company. Di.rectors wbo were the 
holders of shares of 3/4 of the votes resolved that the company had no interest in 
the eontracl and later entered the contract by themselves. Held, the benefit of the 
contract belonged in equity lo the company. 

(b ) Duty of Care. A director mus, displa y care in performance of the work assigned to 
him. He is, however, not expected to display an extraordinary care but that much 
care only which an ordinary prudent man would take in his own case. Justice 
Romer in Re City Equitable Fire insurance Company observed, "His (director's) 
duties will depend upon the nature of the company's business, the manner in 
which the work of the company is Jistribute<l between the directors and other 
offic.ials of the company. In discharging these duties a director must exercise some 
degree of skill and diligence. £3ut he docs nol owe lo his company the duty to take 
all possible care or to act with best care. Indeed, he need not exhibit in the 
performance of his duties a greate.r degree of skill than may reasonably be 
expected from a person of his knowledge and experience. It is, therefore, perhaps, 
another way of stating the same proposition that directors arc not liable for mere 
errors of judgement". 

Similar view was expressed in Langunas Nitrate Co. v. Lagunas Nitrate Syndicate 
( 1899) 2 Ch.i. 392, in the following words: " lf directors act within their powers, if 
they act with such care as is to be reasonably expeded of them having regard to 
their knowledge and experience and if they act honestly for the benefit of the 
company they discharge both the ir equitable as well as legal duty to the 
company". 

Section 201 states that a prov;sion in rhe compun/ s Articles or i11 any agreement 
that excludes the /iabili~y of the d irect.ors for negligence, default, misfeasance, 
breach of duty or breach of lncsf, is void. The company cannot even indemnify the 
clirectors against such liability. But if a director has been acquitted against such 
charges, the company may indemnify hjm against costs incurred in defense. 
Section 633 further states that where a director may be liable in respect of the 
negligence, default, breach of duty. misfeasance or breach of trust but if be has 
acted honestly and reasonably and having regard to all the circumstances of the 
case., he ought fairly to be excused. the court may relieve him either wholly or 
partly from his liability on such terms as it may thinks fit. 

(c) Duty to Attend Board Meetings. A number of powers of the company are 
exercised by the Board of Direc1ors in their meetings held from time to time. 
Although a director is not expected to altend all the meetings but if he fails to 
attend three consecutive meetings or all meerings for a period of three months, 
whichever is longer, without permission, his office shall automatically fa U vacant. 

(<.I) Duty 1tot to Delegate. Dir~ctor being an agent is bound by maxim 'dclegatus non 
protest delegate' which means a delegate cannot further delegate. Thus, a director 
mus_t perform his functions personally. A director may, however, delegate in the 
cases: (a) where permitted by the Companies Act or articJes of the company; (h) 
Having regard to the exigencies of business certain functions may delegated to 
other officials of the company. 

Some other duties arc: to convene statutory, annual general meeting and also 
extraordinary genera l meeting when required by the shareholders of the company; to 
prepare and place at the AGM along with the balance sheet and profit and loss account 
a rcpon on the company's affairs; to make a declaration of solvency in the case of a 
Member's voluntary winding up. 



The duties of the directors are usually regulated by Lhe company's articles. While 
performing their duties, they must display reasonable care, honesty, good faith, skill 
and diligence. As 1bey stand in a fiduciary relationship to the company and they are 
agents and trustees in certain respects, they arc bound to exercise in IJle performance 
of their duties a reasonable degree of skill and care. 

7.12 LIABILITIES OF DIRECTORS 

The Jjabilitics of directors may be considered under the following heads: ( I) Liability 
to lhe company. (2) LiabiJity 10 third parties. (3) Liability for breach of statutory 
duties. (4) Liability for acts of co-directors. (5)Criminal Liability. 

Uahility to t.he company: The liabiJ,ty to the company may arise from: (a) breach of 
fiduciary duty; (b) 11/tra-vires acts; (c) negligence; and (d) br'::ach of trust an<l 
misfeasance. 

(a) Breach of Fidul'iary Duty: Wbere a director acts dishonestly in disregard to the 
interests of the company, he will be held liable for breach of fiduciary duty. Most 
of the powers of directors arc 'powers in trust' and therefore, should be exercised 
in the imerest of the company and not in the iaterest of the directors or any section 
of members. Thus, where the directors, in order to forestall a take-over hid, 
transferred the unissued shares of the company to trustees to be held for the 
benefit of the employees and an intercsl-free loan from 1he company was 
advanced to the truS1ces ro en.able them to pay for the shares, if was heJd to be a 
wrongful exercise of the fiduciary powers of the directors [Hogg v. Cramphorn 
Lid. ( 1966) 3 All ER 420). 

(b) (J/tra-vires Acts: Directors arc supposed IO act within the parameters of the 
provjsions of the Companies Act, Memorandum and Articles of Association since 
th~e Jay down the limits to the activities of the company and accordingly to the 
powers of the Board of Directors. The directors shall be held personally liable for 
acts beyond the aforesaid limits. being ultra-vires. Thus, where the directors pay 
dividends or interest out of capital, they will be liable to indemnify the company 
for any loss or damage suffered due to such act. 

(c ) Negli.gence: The directors shall be deemed to b.ive acted negligently in discharge 
of their duties aod consequently liable for any loss or damage resuWng therefrom 
where they fa t! to exercise reasonable care, skill and diligence. However , error of 
judgement will not be deemed as negligence. ft may be noted that the directors 
cannot be absolved of rhc liability for negligence by any provision in the Articles 
(Section 201}. The court may aw;ird reliefto directors against Sl.lch liability under 
Section 633. 

(d) Breach of Trust a1td Mi!,feasa11ce: Directors are the trustees for the money and 
property of the company handled by them. as well as the exercise of the powers 
vested in them. If they act dishonestly or ma/a fide in the exercise of their powers 
and performance of their duties, tbey wiU be liabJe for breacb of trust and may be 
required to make good tbe loss or damage suffered by the company by rca~on of 
such ma/a fide acts. They arc also accountable to the company for any sc.crct 
profits they might have made in transactions on behalf of the company. 

Directors can also be held liable for their acts of ·misfeasance', i.e., misconduct or 
wilful misuse of powers. However, misconduct which is not wilful shall not 
amount to ' misfeasance'. Moreover, the directors are entitled to rellef against 
liability for breach of trust or misfeasance under Section 633. 

Where a director has misapplied or misappropriated money or property of 1he 
company or has been guilty of breach of trust or misfeasance, the court may order 
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him to repay the money or restore the property or to pay compensation [P.K. 
Nedungadi v. Malayalec Bank Ltd., AIR (1971) S.C. 829). 

Liability to Third Patties: The discussioo on liability of directors towards third parties 
may be grouped as under: (a) Liability under rhe provisions of the Act. (b) Liability 
for breach of warranty of authority. 

(a) Liability under the Act: The following provisions make directors personally liable 
to third parlies : (i) With regards to prospectus. Failure to state any particuln.rs as 
per the requirements of Section 56 or misstatement of facts in a prospectus renders 
a diredor personality liable of damage to the third party. Section 62 provides that 
as directors shall be liable to pay compensation to every person who subscribes 
for any shares or debentures on the faith of the prospectus for any !oss or damage 
he may have sustained by reason of any untrue statement included therein. He 
may, however. escape liability where he proves bis innocence. (ii) With regard to 
allotment. Directors may also incur personal liability for-irregular allotment, i.e. , 
allotment before minimum subscription is raised or without filing a copy of the 
statement in lieu of prospectus [Section 71 (3)) - for fai\w·e to repay application 
money in case of minimum subscription having not been received [Section 69(5)] -· 
for failure to repay application money wben appJication for listing of securities is 
not made or is refused (Section 73). (iii) Unlimited liability: Directors will also be 
held personally liable to the third parties where their liability is made unlimited in 
pursuance of Section 322 (i.e., vide memorandum) or St.-ction 323 (i.e., vide 
alteration of memorandum by passing special resolution). (iv) Fraud11/e11t 
trading: Directors may also be made personally liable for tbe debts or liability of a 
company by an order of the cow-t under Section 542. Such an order shall be made 
by the Court where directors have been found guilty of fraudulcnl trading. 

(b) Liability for breach of warranty: Directors are supposed to function within the 
scope of their authority. Thus, where tbey transact business in respect of matters 
ultra-vircs the company or ulu·a-vires the Articles, they may be proceeded against 
personally for aay loss sustained by the third party. 

Liability for Breach of Statu.fo,y Duties: The Act, imposes numerous statutory duties 
on the directors under its vr.dous sections. Default in compliance of these duties 
attracts pt:nal consequences. for instance, Lhey arc tiabJe as •officer-m-default' for 
default in fil i.ng return of allotments (Section 75); for foiJure to comply with the 
provisions of the Act relating lO issue of redeemable preference shares or redemption 
of irredeemable preference shares, etc. (Section 80, 80A). 

liability Jo,· acts of co-directors: A rurcctor is the agent of the 1.;ompany and not of the 
other members of rhc Board. Accordingly, nothiog done by the 8oard can impost: 
liability on a director who did not participate in their action or <lid not know it. His 
ljability shall nol adst: even where he attends the subsequent Board meeting at which 
minutes recording tbe wrongful action of the earlier meeting are confirmed. To incur 
liability he must either be a pai:ty to the wrongful act or later acquic:sce (consent) Lo it. 
Thus, the absence of a director from Board meetings does not make him liable for the 
fraudulent acts of a co-dircct0r on the ground that he ought to have discovered Lhc 
fraud [Dovey v. Cory ( 1884) 25 Ch. D. 725). 

Where a director is made liable for tbe acts of co-director he is entitled to contribution 
from the other director or co-director who were a party to the wrongful act 
[Ramskil v. Edwards (1885) 31 Ch.D. l 00). However, where the director seeking 
contribution alone benefited from the wrongful ac(, he is not entitled to contribution. 

Criminal Liability: Apart from civil liability under the Act or under the general law, 
directors ofa company may also incur criminal liability under common law, as well as 
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undt:r the Companies Act and other st.atutes. Some of the provisions of tbe Companies 
Act which make directors criminally liable (fine or/and imprisonment) are: 

Section 44(4) - Filing of prospectus or statement in lieu of prospectus (to be fikd by 
private company oo c~sing to be private company) containing untrue statement. 

Sec1ion 58A(5) - Failure to repay deposits within the prescnbcd rime Limits. 

Section 58A(6) - Accepting deposiu; or inviting depo!>its in excess of the prt:scribcd 
limits. 

Section 63 - Issuing a prospectus containing untrue stalcment. 

Section 68 - Knowingly making a false, decepti ve or misleading sta1cment and 
thereby inducing persons lo invest money. 

Section 84(3) - Frnudulently renewing a share certificate or issuing a duplicate 
certificate. 

Section 210(5) - Failure to lay balance-sheet, profit & loss accounts, etc. at the annual 
general meeting. 

Section 240(3) - Fnilurc or refusal to produce books to inspector or furnish 
information or to appear before inspector conducting investigation. 

Section 295(4) - Granting loan to directors without approval of the Central 
Government. 

Crimi11al /;ability under SEBL The directors of a company may also be beld 
crimmally liable for contraven1jon of the provision of SEBL 

Cri11d11al liability under economic legislations. Directors arc also made criminaUy 
lrablc for various lapses ao<l non-compliances under MRTP Act, l(O&R) Act, FEMA. 
fncome-tax Act, etc. 

Check Your Progress 

Fill in the blanks: 

l . Every pubHc company must have atlcast ______ directors. Every 
priv;i te company must have atlcast directors. 

2. In the case of a trust, the legal ownership of the: trust property is 
transferred to the _______ and therefore, be can enter into 
conln1ct in his own name, but whatever he does, he does for the benefit of 
the beneficiaries. 

3. A company in general meetings may, by ordioary resolution, 
_____ the number of its directors within lhe litnits fixed in 1ha1 
behalf by its articles. 

4. A person cannot hold office at the same time as a director in more than 
_______ companies. 

5. A private company which is nor a subsidiary of a _______ may, 
by its Articles, provide additional qualifications fo_r a director, such as, a 
person must be a 8 . Com. or holding a fixed deposit receipt in bis own 
name issued by the company. 
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• Directors arc the persons who direct, conduct, manage or superintend a company's 
affairs. Directors act as agents of the company and the ordinary rules of agency 
apply. 

• Every public company must have at least three directors. Every privare company 
musl have atleast two directors (Section 252). 

• A company in general meetings may, by ordinary resolution, increase or reduce 
the number of its directors within the limits fixed in 1hat behalf by its articles 
(Section 258). 

• No body corporate, associatfon or firm shall be appointed director of any 
company. Only an individual can be a director (Section 253). 

• A person cannot hold office at the same time as a director in more than twenty 
companies (Section 275). 

• The Act has not prescribed any academic or professional qualificat ions for the 
directors. 

• Sc..-ction 284 provides lhal company may by ordinary resolution passed in general 
meeting after special notice, remove a director before the expiry of his term of 
office. 

• Section 2(26) defines 'managjng director' as a 'director' wlw, by virtue of an 
agreement with the company or of a resolution passed by the company m general 
meeting or by its Board of Directors or, by virtue of its memorandum or articles of 
association, is enlrnstcd with substantial powers of mc1nagcmcm which would not 
otherwise be exercisable by him. 

• In many sections of the Companies Act, the term 'Whole time Director' has been 
used side by side with that of the 'managing director', 

• The appointment of directors rests in the following hands: (a) Subscribers to the 
Memorandum (b) Company in general meeting {c) Board of directors (d) Central 
Government (c) Th ird pa.1iics. 

• Ao individual must be in charge of the whole or substantially the wbole of the 
business of the company, in order to be called a manager in accordance with the 
Act. 

• The directors of a company arc collectively known as Board and decisions are 
taken by them at a Board meeting. 

• Duties of directors may be divided un<lcr two heads: l. Statutory duties; and 2. 
Duties of a general nature. 

• The liabilities of dfrcctors may be considered under the following heads: (I) 
Liability to the company. (2) Liability to third parties. (3) Liability for breach of 
statutory duties. (4) LiabiHty for acts of co-directors. (5) Criminal liability. 

7.14 LESSON END ACTIVITY 

Discuss the following cases with your classmates: 

J. The Board of Directors of a public company met on three times in the previous 
year. the fourth meeting though called, but not held for want of quorum on two 
occasjons successively. Discuss whether any provisions of the Companies Act 
have been contravened. 



2. X Co. Lid., wants to make a contract with a partnership. Four of (he five directors 
of the company are partners of sucb partnership. How can 1be contract. be 
execu1ed? 

7.15 KEYWORDS 

Director: A director is any person occupying the pos,uon of director, by whatever 
name ca lled. 

Office or Place nf Profit: A director is deemed to hold ao office or place of profit 
U11der the cornpany if the director holding an office obtains fro.cn the compaoy 
anything by way of remuneration over and above rbc remuoera1ion lo which he is 
en1itied as such director. 

Managi11g Director: f-le is 'director' who by virtue of .:1 0 agreemem with tbe company 
or of a resolution passed by the <:ompany in genera l meeting or by its Board of 
Directors or, by virtue of its memora ndum or art icles of association, is entrusted whb 
substantia I powers of management which would not otherwise be exercisable by him. 

Manager: He is an individua l who, subject to the superintendence, control an<l 
direction of the board of director, has the management of the whole, or substantially 
the whole of the affairs of tbe l.'.ompany, and indudes a director or any other pecsoo 
occupying the position of a ma nager, by whatever name called and wbether under a 
contract of service or not. 

Secretary: A socrctary is defined as a company secretary wirhin the meaning of 1hc 
Company Secretaries Act, l 980 an<l includes aay other individual possessing I.be 
prescribed qualifications and appointed 10 perform the duties which may be performed 
by a secretary under the Companies Act and any other 01inisteria! or a<lmini.slrative 
duties. 

7.16 QUESTIONS FOR DISCUSSION 

I. Are company director's trustees or agents of the company? Explain. 

2. How is a director (i) appointed and (ii) removed from office? 

3. What are the disqualifications of a person for appointment as rhe director of a 
compa11y? 

4. Stale in relation to a public company: (i) When addilionaJ directors can be 
appointed and for wba1 period? (ii) When au altcrna lc d1rGcror t:an be appointed 
and for what period? (iii) How the office or a director is fi lled in case of a casual 
vacancy .:111d for what period? 

5. When can board of direttors appoint directors? 

6. State the circumS1ances under whith a director would vacare office. 

7. Torn I strength of d1e board of directors of a company is ten. J-low many directors 
are liable to retire by rotalion at the aex.1 annua l general meeting? 

8. When can director~ be appointed by the principle of proportional representation 
under section 265? (a) What do you understand by an office or place of profit held 
by a director in a company? (b) What restrictions have been imposed io respect of 
holding an office or place of profit by a director? 

9. State the requirements of the compan ies acr with respect lo cont.Tacts in which 
particular directors arc interested. 
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10. How many meetings of a board of directors of a company must be held in a year 
and at what intervals? 

11 . Define managing director and state the statutory provisions regarding his 
appointment and remuneration. 

12. What arc the powers of din::ctors that cannot be exercised without the approval of 
members given in a general meeting? 

13. Distinguish between a managing director aod a wholctimc director. 

J 4. Discuss the powers of the central government to remove the managerial personnel 
on a reference made to the CLB. 

15. Write short notes on: (i) alternate director (ii) managerial remuneration. 

Check Your Progrt-!ss: Model Answer 

l . Three, two 

2. Trustee 

3. Increase or reduce 

4. Twenty 

5. Public company 
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8.0 AIMS AND OBJECTIVES 

After studying this lesson, you shou ld be able to: 

• Identify the types of meeciogs 

• Discuss the statutory meeting 

• Explain the annu.-11 general meeting 

• Ofacuss the extra-ordinary general meeting 

• Discuss lhe martcrs relaling to gcnernl meetings 

8.1 INTRODUCTION 

A company is an artific ial persoo and therefore, cannot act itself . II must act through 
some human intermediary. The va rious. provisions of law en:ipowcr shareholders to do 
cert a in things. 
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They are spccificalJy reserved for them ro be done in company's general meetings. 
Section 291 empowers lhe Board of Directors 10 manage the affairs of the company. 
[n this context meetings of shareholders and of directors becomes necessary. In this 
Part meetings of shareholders arc taken up an<l Jatcr in Pact 14, meetings of directors 
arc discussed. 

8.2 TYPES OF MEETINGS 

The Act has made provisions for different types of meetings of shareholders: 

(i) Statutory Meeting; 

(ii) AMual General Meeting; 

(iii) Extraordinary General Meet mg; and 

(iv) Class Meetings. 

Let' s study these type5 in detail in below section. 

8.3 STATUTORY MEETING (SECTION 165) 

Some of the most important legal provisions regarding the statutory meeting arc: 

(i) lt is required 10 be held only by a public company having a share capital. A 
private company or a public company registered without sbarc capital is under no 
ob Ligation to hold :such a meeting. 

(ii) It must be held within a pt:riod of not less tban one month and not more than six 
months from the dale at which the company is entitled to commence business. 

(iii) Atleast 21 days before the day of meeting, a notice of the meeting is to be sent to 
every member stating it to be a Statutory Meeting. 

(iv) The Board of Directors should also get a reporl, caJled the Statutory Report, sent 
to each member along with the notice of tbe meeting. lf the statutory report is 
forwarded later, it shall be deemed to have bceu duly forwarded if it is so agreed 
lo by all the members ent itled to attend and vote at the meeting. A copy of the 
Staturnry Report should al::;o be sent to the Registrar after the same is sent to the 
members. 

The Statulory Report contains (a ) the total number of shares allotted- fuHy paid­
up and partly paid-up: allotted for cash and for consideration other than cash; (b) 
the tot.al cash rccci vcd by the cornpany in respect of all allolments; ( c) an abstract 
of receipts and payments up to a date within seven days of the date of the Report 
and 1he balance of cash in hand; ( <l) any commission or discount paid on the issue 
of shares or debentures; (c) lhe names, ad.dresses and occupations of directors, 
auditors, managers and the secretary of the company; (t) the: extent to which any 
underwriting contrnct has not been carried out; (g) the arrears due on calls from 
every director; (h) the particulars of any commission or brokerage paid to any 
director or manager on the issue of shares and debentures. 

The Statutory Report is required to be ccrlifie<l as correct by atleast two directors, 
one of whom shall be the managing director, where there is one. Also, the 
auditors of the company sh.all certify thal part of the Statutory Report which 
relates to the shares allotted, each received thereon and the receipts and payments 
and lhe balance of cash in hai:,d. 

(v) The members present at the meeting may discuss any matter relating to the 
formation of the company or arising out of the statutory report without previous 
notice having been given. 



(vi) The meeting may adjourn and the adjourned meeling has the same powers as the 
origu,a l meeting. The adjourned meeting, therefore, may do aoythwg wh.icb 
could bave bten done by the original meeting. 

(vii) Jf default is made jn complying with the provisions of Section 165, 1he 
following consequences may foUow: (a) Every director or other officer of the 
company who is in default shalJ be punishable with Cine upto ~5,000; (b) The 
Registrar or a contributory may apply to the Court for the winding up of the 
company [Section 439). However, the Court may, instead of passing an order 
for winding up, give directions for the holding of the meeting or filing of the 
Statutory Report. 

(viii) lt should be remembered tbat this meeting is required to be held only once in the 
life time of a public company, having a share capital. 

8.4 ANNUAL GENERAL MEETING (AGM) (SECTIONS 166-
168) 

As the munc signifies, this is an annual meeting of a company. The provisions relating 
lo this meeting arc: 

Every company, whether public or private, having a share capital ot no\. limited or 
unlimited must bold this meet ing. 

The meeting must be held in each calendar year and not mon : lhan fifteen month:-, 
shall elapse between two meetings. However, the first AGM ,nay be held withjn 
eighteen months from the date of its incorporation and if such general meeting is held 
within that pc..-riod. it need not hold any such meeting in lhc year of i1s incorporalion or 
in the folJowing year. The maximum gap between two such meetings may be extended 
by three months by raking permission of the Rcgisrrar, who ma y so allow for any 
special reason. 

The Company Law Department has expressed the view that tbe Registrar can grant 
extension of time, for spec ial reasons, upto a maximum period of 3 months, even if 
such extension allow:-. the company co hold its AGM beyond the calendar year. 
However, the said ex tension shall be granted only jf the appHcation 1ht.Tefore is made 
to the Registrar before the expiry of the period as per Scclion J 66 ( l ). 

The meeting must be held (i) on a day which is not a public holiday, (ii) during 
business hours, (iii) at the registered office of the company or at somr.: other place 
within the city, town or village in which the registeret.1 office is situated.. lSection 
J 66(2)]. 

The business 10 be 1ransacted (Section I 73} at such a meeting may comprise of: 

(i) Ordinary business which relates to the following matters: (n) consideration of 
accounts, ba lance sheet and Lhc reports of the Board of Director.:, and Au<ljtors; 
(b) dc<:lara1jon of dividend; (c) appoiotmem of directors in the place of those retiring; 
and (d) appoiolmcnr of auditors and fixation of tJ1eir remuneration. (ii) Any busu,css 
otber than ordinary business transacted at the meeting wiU be deemed to he special 
business. With regard to all special business, an Explanatory Statcm~nt i!'i required lo 
be annexed to the nolice. 

What about a situation where annual accounts are not ready for being placed before 
lhc AGM? in case annual accounts arc not ready for !aying at the appropriate AGM, it 
i:, open to the company concerned lo adjourn the said AGM to a subsequent date wben 
the annua l accounts are expected to be ready for laying. Since consideration of annua l 
accounts is on ly one of tbe matters lo be dealt with at an AGM, directors are under a 
statutory obligution to hold tbe meeting. The proper course sJ1all be to hold the 
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meeting and then alljoum it to a suitable date for considering the accounts. The 
adjourned meeting must, however, be held within the maximum ti me limit allowed 
under Section 166. 

The combined reading of Sections 166 and 210 requires compliance with the 
following: (a) There must be one meeting held in each calendar year. (b) Not more 
than JS months must elapse between one general meeting and another. (c) The period 
of 15 months may be extended to 18 months by the Registrar. (d) Except in the case of 
the first AGM1 the accounts must relate lo a period beginning with the day 
immediately after the period for which they were submitted and ending with a day 
which must not precede the day of the meeting by more tban 6 months; or 6 months 
and the extension granted by the Registrar, i.e., a maximum period of 9 months. 

The company must give twenly-one days' notice to all the members of the company 
and the auditor. A shorter notice may be held valid if consent is accorded to by all the 
members entitled to vote at the meeting (Sectjon l 71 ). Such a consent may be given 
bef,xe the meeting is held or after the resolutions are passed. A copy of directors' 
report on the company's position for the year together with copy of the audite<l 
accounts and auditors' report must accompany the notice. Also a proxy form must he 
arta(.:hed with the notice, ou which it shall be specifically mentioned that a member 
entitled to vote is entitled to appoint Proxy, and Proxy need not be a member of the 
company. 

The notice must specify the place and the day and hour of t.hc meeting and shall 
contain a statement of the business to be transacted thereat (Section 172(1 )). Jf tbe time 
of holding the meeting and other essential particulars required by the section are nor 
specified in the notice, the meeting will be invalid and all resolutions passed then;at 
will be of no effect. 

The notice must be given to every member, legal rt--prescntative of a deceased member 
or assignee of an insolvent member and to auditor or auditors [Section 172(2)]. 

If default is made in holding the meeting, the Central Government may, on the 
application of any member of the company, call or direct the calling of the meeting. Jf 
the company fails to hold the meeti ng either originally or when directed to do so by 
the Central Governmcut, then the company and every officer of lhe company who is 
default shall be punishable with fine upto ~50,000; and in the case of a continuing 
default, with a further fine of ~2500 per day during the continuance of default (St:etion 
I (18). 

8.4.l Certain Typical Issues in Respect of AGM 

Whether AGM can be called on a public holiday. Section 166(2), inter alia, provides 
that every AGM shall be called on a day that is not a public holiday. The Department 
of Company Affairs has opined that it is a mandatory provision. 

Howevt:r, bank holidays (for purposes of closing) though declared as public holidays 
under the Negotiable lnstruments Act, l 88 l shall not be treated as publ ic holidays for 
the aforesaid purpose. Thus, 31st March and 30th Sept. shall not be considered as 
public holidays. 

In the following cases, however, AGM may be held on a public holiday: (i) Section 
2(38) provides that if any day is declared by the Central Government to be a public 
holiday aft.er the issue of the notice convening such a met:ting, it shall rtot be deemed 
to be a public holiday in relation to the meeting. (ii) Where a public company or its 
subsidiary has by its articles fixed the time of its AGM and the day turns out to be a 
public holiday [Proviso (a) to Section 166(2)). (iii) Where a public company or its 
sub~idiary has by a resolution passed in one AGM fixed the time for its subsequent 



AGM and the day turns out to be a public ho[jday [Proviso (a) to Secuon 166(2)). (iv) 
A private company which is not a subsidiary of a public company may also [like a 
public company or its subsidiary under (ii) and (iii) above] by a resolution agreed 10 

all the members thereof fix the time as well as the pJacc of its AGM and the same 
shall be valid if the day happens to be a public holiday !Prov;so (b) t<> Section l 66(2)). 
(v) A company to whom a licence is granted under Section 25 is exempted from 1he 
provisions of Section 166(2). (vi) Where the AGM is adjoumed because of lack of 
quorum, it is to be held on the same day io the next week at th~ sa me time and place 
(Section l 74). Jn case the day comes to be accidentally a public holiday, it shall not 
amount to contravention of Section 166(2). 

1t is not obLlgatory 10 advertise notice of meetings in the newspapers. However, as an 
abundant precaution, the company may advertise in the newspapers 10 avoid objection 
from such of the shareholders as reside outside Tndia and who incidentally may nol 
receive the notices served tbrough post. 

Voting rights of members shall be determined as at the date of the meeting and not as 
they would/have been if the meeting had been held within the prescribed time. 

A meeting beyond statutory time cannot be said to be void or illega l lf the Tribunal 
does not extend tbe date of holding the AGM u/s l67, tbe Directors sha ll be subjCl:led 
to increasing penalty but the meeting shall be a valid meeting. Otherwise, the posinon 
in law would become impossible. 

The 13oard of Directors has the power to cancel or postpone a mct:tiog convened, 
though it cannot be exercised except for bona fide and proper reasons. 

8.5 EXTRA-ORDINARY GENERAL MEETING 
(EGM) (SECTION 169) 

Clause 47 of Table A (ScbeduJe l) provides that all general mee1i11gs other than AGMs 
sha lJ be called the EGMs. The legal provisions as regards sucb meetings are: 

EGM is convened for transacting some special or urgent business thal may arise in 
bctwce.n two AGMs, for instance, change in the objects or shjf\ of registered office or 
alteration of capital. AU business transacted al such meetings is called special 
business. Therefore, every it em oo the agt:nda must be accompanied by an 
'f,xplana lory Statement'. 

An EOM may be called: (i) by 1he Directors of their own accord; (ii) by tbe Directors 
on requisition; (ii i) by the requisitionists themselves; (iv) by lhc CLB. The Board of 
Directors may call a general meeting of the members at any 1j me by giving 1101 less 
than 2 l d.:iy's notice. A shorter notice may, however, be held 1;alid if conscn1 is 
accorded thereto by members of the company holrung 95% or more of the voting 
rigllts (Sect ion 171 ). The Board of Di.rectors must convene a general meeting upon 
request or requisition if the following conditions arc salisfied (Section l69). 

The rcqui.sitionists must be such number ofmcmbcrs who, a l tbe date of the deposit of 
1he requisition, arc th~ holders of I/10th of to1al voting powe1. Thus. in case of a 
company having share-capital they should bold atlea$t 1/101h of such of the paid-up 
capital that carnes right to vole i.n regard to that matter. Preference shareholders have 
voting rower only as regards matters relating to the preference shareholders. They 
have no voting rigbt and therefore, no right to requisition in respect of other matters. If 
1he company does not have a share capital, tbey should atleast hold 1/ l 0th of lbe total 
voling power of the company in regards to that matter. The requisition must state the 
objects of the meeting, i.e. , it must set out the matters for the consic.leration of which 
the meeting is to be called. Further, requisition must have been deposited at the 
registered office of the company. The requisition must be signed by the requisitionists. 
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In case all the aforesaid conditions are satisfied, the Board of Directors must within 21 
days of the receipt of the requisition call the meeting giving atlcasl 21 day' s notice 
fixing tbe rncetiog within 45 days of the receipt of the requisition. 

Where the resolution proposed is a special resolution then the requirements of Section 
189(2) must be complied with. viz., it should be so described and explanatory 
statement be annexed. 

If the Board of Directors does no, or fails to call the meeting as aforesaid (i.e., within 
21 days fixing the date of the meeting within 45 days of the depos it of a valid 
requisition), the meeting may be called: by. the requisitionists tht.."1l1sclvcs: (a) In case 
o[ a company having share capital, by one or more rcquisitionists as represent: (i) a 
majority in value of the paid-up share capital held all the requisitionists: or (ii) atlcast 
l/lOlh of the paid-up share capital carrying voting rights in respect of that matter, 
whichever is Jess; or (b) in case of a compa11y not having share capital, by one or more 
requisitionists who represent atleasl ]/ 10th of the rota! voting power of the company in 
regard to lhe malter of the (equisition. 

Where the Articles, in accordance with the provisions of Section l 80, provide that 
members who have not paid calls on their shares would not be entitled to vote. them 
they cannot requisition a meeting, nor vote it and if they do so the proceedings would 
be invalid. 

The requisitioued meeting must be held with.in 3 months of the date of the deposit of 
the requisition. Further, where two or more persons hold any shares or interest in a 
company jointly, a requisition, or a notice calling a meeting, signed by one or some 
only of them shall, for the purposes of this section, have the same force and effect as if 
it had been signed by all of them. 

Any reasonable expenses incmTed by the requisitionists, as aforesaid, shall be repaid 
lo them by the company and the same shall be rei;ouped from directors at fault. 

Meeting by the rcquisitionists must be bcld in the same manner as nearly as possible, 
in which the meetings are to be called by the Board. However, where the registered 
oflice is not made available to them for holding the meeting, Lhey may hold the 
meeting elsewhere [R. Chettair v. M. Cbettair ( 195 l ) 21 Comp. Cas. 93). 

Powers of the Company Law Board (Section 186): lf for any reason it is 
impracticable to call a meeting of the company, other than an AG:\11., the Company 
Law Board may direct the calling of the meeting: (a) on its own motion; (b) on an 
application of any director; {c) on an application of any member entitled lo vote at 1hat 
meeting. 

For the aforesaid meeting, the Company Law Board may give directions in respect of 
the place, date and the manner in which the meeting be held and conducted. It may 
also give such ancillary or consequential directions as it thinks expedient, including a 
direction that one member present in person or proxy shall be deemed to constitute a 
meeling. 

8.5.1 C lass Meetings (Section 107) 

When it is proposed to alter, vary or affect the dgbts of a particular class of 
shareholders (e.g., where accumulated dividends on cumulative preference shares is 10 

be cancelled) and it is not possible to obtajn the consent in writing, of the holders of 
3/4ths of the issued shares of that class, a meeting of the holders of those shares may 
be calJed. Such a meeting is commonly known as a 'class meeting'. II should be noted 
that all resolutions in a c lass meeting must be passed as special resolutions. 



The holders of at least 10 percent of the issued shares of that class who did no( consent 
in favour of the resoJulion may apply to the Court wi1J1in 21 days to have the 
resolution cancelled and where such application is made, 1he resolution sbaU not bave 
effect unless and uotil ii is conf urned by the Court. 

8.6 MATTERS RELATING TO GENERAL MEETINGS 
Notice of the Meeting (Section 171): Every member of the company is entitled 10 a 
notice of ~very general mectiog. A notice of not less than 21 days must be given in 
writing to every member. However, a shorter notice for AGM will be valid if all 
members entitled to vote give their consent. lo <.:ase of other meetings, a shorter notice 
will be vaJid if consent is given by members holding atlcast 95 percent of the paid-up 
cc1pital carrying votfog rights, or representing a!Jeast 95 percent of the voting power. 

The notice may be given to members eitht--r personally, or sending by post to him at 
his registered address. A notice of a meeting may also be given by advertising U1e 
same in a newspaper circulating in the neighbourhood of the registered office of the 
company. 

The secretary should sec that propc.r notice of meeting mus1 be given to all persons 
who arc entitled lo receive it. An improper or insufficient notice, as well as absence of 
notice, n'\8y aff cc1 tile validity of a meeting and render the resolutions passed at the 
meeting ioeffecrive. Also the notice should make a full and frank. disclosure to the 
members of the fact on which they would be expected to vote. 

Agenda of the Meeting: The word 'agenda' i_nd1cate.-; the business to be transacted at a 
meeting. Jt ,s prepared for all kinds of meetings in order thal the meeting may be 
conduc1ed systematically. The agenda is generally prepared by fht:: secretary in 
consultation with the chainru10. Jt is drafted in such a manner as to help the chairman 
to conduct the meeting smoothly. Jn drdfting the agenda, the st:eretary should bear in 
mind the following: (i) the agt::nda should be clear and explicit; (ii) it should be drafted 
in a summary manner; (ui) all items of rou1ine business should be put dowo first and 
the contentious matters later; and (iv) all items of similar natw·c shouJd be placed in a 
continuous order. 

The foregoing roints are important because when a copy of the agenda is sent to a 
member, he is i11 a position to form a definjte opinion of the subject matter to bt:: 
discussed at the meeting. Wl1ilc preparing the agenda, care shou ld be taken for the 
order of lhe matlers to be diswsscd, as the order of the agenda cannor be altered 
except with cooscn( of 1.be mc.:-eting. Sometimes, the agenda is drafted io sucb a 
manner that it can serve the pu1vose of minutes later on. Somt:: :;pace is left opposite 
each agenda itt::m and the secrcrary writes it up during tbe meeting; this practice is 
very common io the preparation of agenda for Board meetings. 

Sometimes, companies maintain an Agenda i.3001<, wherein Lhc ageoda items are 
entered. Jt is pJaced before the chairman of the meeting and is regarded as the agenda. 
Those placed before lhe members or other directors are copies only. Later, the Agenda 
book becomes a permanent record for future reference. 

Proxy (Section 176): ln lhc case of a company, every member of a company entit led 
to attend and vote at a meeting ha:; the right to appoint another person, whether a 
member or not, to attend and vote for him. Tbc term proxy is applied to the per.-oo so 
appoiotc<l. Also, it refers 10 the in.stn.1mcnt by which a member of a comrany appoints 
another person to atte))d the meeting and vote on his behalf. However, the proper term 
for this document is proxy fonn or proxy paper. The following points about proxies 
are to be noted: (i) A proxy has no right to speak at the meeting. (ii) A proxy need not 
be a member of tbe company. (iii) The instrument appointing a proxy must be in 
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writing and signed by the appointed. (iv) The proxy fonn musl bear the date of the 
m eeting. (v) No company can make it compulsory for any one to lodge proxies earlier 
than 48 hours before the meeting. (vi) A proxy may be revoked before the person 
appointed has voted. (vii) A proxy can demand a poll. (viii) A proxy cannot vote 
against the wishes of bis appointer. 

Secretarial Work as Regards Proxies: {a} Scrutinise I.he proxy forms to see whether 
they comply with the provisions the Act, and the bye-laws and rules of the 
organisation. (b) A ny proxies received after the stipulated time limit must be retW11ed 
with a note that they cannot be accepted. (c) Any in-egularities in proxy forms should 
be reported to Chairman of the meeting, as he is the final authority to accept or reject 
them. (d) Eac.h correct proxy form is countersigned by the s~retary. (e) E nter the 
correct proxy forms in Register o[ proxies. (f) Return the proxy form to the member 
together with an Admission card in the name of the proxy. 

8.6.1 Quorum for Meeting 

A number of members or anybody suffic ient lO tra nsact business at a meeting arc a 
quorum. Staled differently, a quorum 1s the minimum number of persons whose 
presence is necessary for the transaction of business. The quorum for meetings is 
generally fixed by the Articles of the company, or bye-laws and the rules of lhe 
association or society. Any resolution passed without a quorum is invalid. In fact, if no 
quorum is present, U1en there is no meeting aod the: proceedings are invalid. 

Section J 74 provides that unless otherwise so provided in the Articles, in the case of a 
public company, the quorum is five members personally present and in the case of a 
private comrany, it is two members personally present. Jf Quorum is not present 
wil.hin ½ hour, the meeting shall be adjourned to the same day next week at the same 
time and place. The Board may determine some other tj rne, day and place but it should 
be within tbe town, city or village of the registered office. 

Quorum - Certaill Typical Issues 

1. Can a single member present constitute a valid quorum'! A s ingle member present 
cannot by himself constitute a valid qnorum except where the Act expressly so 
provides (vidc Sections167 and 186). Thus, \Vherc 1he meeting is convened by 
Central GovcrnmenUTribunal/s 167 or J 86. it may give any directions including a 
direction that a single member present in person or proxy shall constitute a valid 
meeting. 

2. Presence of Preference Shareholders - whether to be counted for quorum. If 
business proposed to be transacted at a general meeting does not include any item 
or resolution proposed to be passed, which directly affect the rights of the 
preference shareholders, their presence should not be taken into account for 
purpose of determining the quorum, but where the subject matter includes any 
resolution in which the rights of preference shareholders are directly affected, 
their presence should be taken into account for the purpose of the quorum. 

8.6.2 Voting (Ascertaining the Sense of the House) 

Unanimity on all matters before a meeting is always not obtained. ln the absence of 
unanimity, the chainnan wants to know the wishes of the persons present therein. This 
is known as ascertaining the scm;e of the house and for this purpose, he has to put the 
matter before the house 10 the members. TI1cre arc various methods which can be 
adopted by rhe chairman to put the mattcr to vote in order to ascertain the wishes of 
the members. T hey are as follows: (i) 13y acclamation, (ii) By voice vote, (iii) By 
division, (iv) By show of hands, (v) By ballot and (vi) By poll. 



(i) By Acdoma1io1,. Wheo persons present in a meeting indicale 1heir approval or 
<lisapprova! of the motion by clapping of hands, cncecing or applause, it is known 
;is voling by acclamation. This method is adopted where there is a unaturnous 
approval or disapproval. For example, I.be motion of thanks to the chair is 
generally adop1cd by Ibis method. But lhis method should not be adopted if there 
is a sharp diO-ercnce of opinion among the members on the issue before them. 

(ii) By Voice Vnte. Jn this case, the Chairman puts the proposition before the rneeling 
and persons who arc i.n favour of the proposnion say 'yes' and those who arc 
against it say 'no'. The Chairman hears both the voices 'yes' and 'no' and gives 
his decision after ascertaining chc numbers of 'yes' and ·no'. At this stage, a 
member who is dissatisfied with tbe Cbairman's decision on the basis of voict: 
vote may dem.and a vote by show of hands. 

(iii) By Division. Under this mctbod. the Chairman requests the members present in 
the meeti1lg to divide tl1emsclves into two blocks - one in favour of the proposal 
and another against it. The Chairman, with the help of the Secretary, cou nts the 
number of persons in favour and against the prnposal and gives his verdict. 

(iv)By S!tow of Ha11tls. Under this method, the Chairman asks all those in favour of 
the resolution to misc lheir right hand and wbco that number is noted, asks all 
those against to <lo likewise. The Chairman then declares the result of the voting 
indicating wh~thcr the proposal has been carried or lost. 

(v) JJy BalloL Under this melbod, every person present records his vote on a ballot 
paper and deposits it in the baUol box provided for lhat purpose. The counting of 
ballots cast for and against the motion reveals the results. This method ensures 
secrecy in casting votes. 

(vi} By Pnll. Jn company meetings. voting by poU is accordiog to the oumber of shares 
held by a member. Tbe voting by show of hands may not always reflect the 
opinion of members upon a value basis. Also, there may be a number of proxies 
who can vote only by poll and 001 by show of hands. 

Rztles i11 Respect of Voting. As per the provisions of the Act, rules regarding voting 
ma y be noted as fo llows: 

(i) Every holder of equity shares shall have a right lo vote [Section 87(1 )]. 

(ii) Right of an equity shareholder to vote cannot be pro1,ibited on the grou nds that he 
has not held his shares for any specified period before the meeting or on any 01hcr 

ground (Section I 82). Jn Ananthalakshroi v. H. 1. & F. Trust, AIR 1951 Mad. 927. 
a provision in the. articles of a company that only those shareholders would be 
eutitled 10 vote who::;e names have been lhcrc on the register for two months 
before the dale of the meeting was held to be in contravention of th.c Act. 

Tht: only ground on which the right to vote may be excluded is non-payment of 
calls by a member or other sums due against a member or where the company has 
exercised the r,gJ,1 of lien on hi!> shares (Section J8J). 

(iii) A preference sha reholder shall have tbe right to vote only on resolutions which 
directly affect the rights attached to his preference shares (Section 87(2)). 

Where the directors proposed to increase the shares of the company by issue of 
further equity shares, by capitalising an amount standing 10 the credit of the 
company's reserve account and applying lhe same in paying-up the new equity 
sh,,res and distributing the same as fully paid among the equity sbareboJders, the 
proposed rcsolul1on was beJd to affect the rights of tJ1e preference shareholders 
and could, therefore, be only carried out with their sanction !Re John Smith 's 
Tadcastcr Brewery Co. Ltd. (1952) 2 All ER 751}. 
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However, r ights of preference shareholders are not 'affected' by the issue of 
add1tional ordinary shares, though their voting rights are thereby weakened [White 
v. Bristol Aeroplane Co. Ltd. ( l 953) I All ER 40 (CA)]. 

(iv) Voting rights of a member arc not affected by the fact that his shares have been 
attached or pledged or a receiver has been appointed [Balkrishnan Gupta v. 
Swade-shi Polytcx Ltd. ( l 985) 58 Comp Cas. 563). 

(v) Voting 10 be by show of hands in the first instance. Section 177 provides that at 
any general meeting, a resolution put to vote shall, unless a poll is demanded 
under Section l 79. be decided on a show of hands. A declaration by tbe chairman 
that on a show of hands, a resolution has or has not been carried either 
unanimously or by a particular majority and an entry lo that effect in the Minutes 
Book of the company, shall be conc!usive evidence of the fact. No proof of the 
number or proportion of the votes cast in favour of or against such resolution shall 
be required (Section 178). 

Demand for Poll. Section 179 provid~ that before or on declan:1tion of the result of 
the voting on any resolution on a show of hands, a poll may be ordered to be taken by 
the Chairman of the meeting of his O\Vn motion and shall be ordered to be taken by 
him on a demand made in that behalf hy the person or persons specified below: 

(a) 1n the case of a public company having a share capital, hy any member or 
members present in person or by proxy and holding shares in the company: 
(i) which confer a power lo vote on the rcsolutjon not b eing less th.an Ill 0th of the 
total voting power in respect of the resolu1ion; or (ii) on which an aggregate sum 
of not less than fifty thousand rupees has been paid-up; 

(b) In the case of a private company having a share capita!, by one member, present in 
person or by proxy if not more than seven members are persona lly present and by 
two members present in person or by proxy, if more than seven members arc 
personally present; 

(c) In the case of any other company, by any member or members present in person 
or by proxy and having not less than 1/lOth of the Lotal voting power in respect of 
the resolution. 

The chairman of the meeting may regulate Lhe manner in which the poll should be 
taken. He must appoint two scrutinisers to scrutinise the votes given on the poll 
and to report thereon to him. Then the chairman will declare the result. 

Voting by Companies and Government as lJtfembers (Sections 187-187-A): Where a 
company or a corporation is a member of another company, it may attend the meetings 
of the other company through a representative. The representative must be appointed 
by a 1·esolution of the Board of Directors or the other governing body. Where the 
CcntraJ Government or a State Government is a member, the President or the 
Governor of the State, as the case IDllY be, has the power to appoint representati ves to 
attend meetings of the company. The person nominated shall hold the position of a 
proxy. 

8.6.3 Motions, Resolutions and Amendments 

Decisions of a company are taken by resolu\ion of its members, passed at their 
meetings. Also. the Board of Directors takes certain decisions at its meeting by 
passing certain resolutions after due deliberations. 

The term 'motion' indicates a proposition made at a meeting by any rnember. Such a 
motion may be passed without any change or modification. But if some members feel 
that the motion in the form proposed needs some change or modification, they may 
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move an amendment. A motion when passed with or without amendment is called a 
resolution. 

A motion should always be in writing and before ii is brought before the meeting. the 
necessary notice must be given. A person proposing a motion is called the mover and 
the motion should be signed by him. 

Once tbe molton has been put to the members and they have voled i.11 favour of it, it 
bt:comcs a resolution. ln the case of a company, there arc three kinds of resolution~: (i) 
ordinary rcsolu11on; (ii) special resolution; (iii) resolution requiring special notice. 

Ordinary Resolution (Section 189(1)): When a motion is passed by simple majority 
of the members voling at a geoeral meeting, it is said lo have been passed by ao 
ordioary resolution. ln other words, votes in favour of the resolution arc more than 50 
percent. Still in other words, a resolution shall be an ordinary resolulion where the 
voles cas1 in favour of the resolution are more than the votes cast agai11SI the 
resolution. According to Section 189(1), "A resolution shall be an ordinary resolu1ion 
wht:n at a ge.neral meeting of which the notice required under 1hc Act bas been duly 
given, 1he votes casr (whether on show of hands, or on poll, as the case may be). in 
favour or the resolution (including the casting vote, if any. of the chairnurn) by 
members who, being entitled to do so, vote in person or where proxiei; arc allowed, by 
proxy, exceed the votes, if any, cast against the resolution by members so entitled and 
voting". 

All mailers which are not required either by the Act or the company's article~ to be 
done by a special resolutjon can be done by means of an ordinary re.<;olulion. Some of 
the cases in which only ordinary resolution is required are: alteration of authorised 
capital, declaration of dividend, appointment of auditors, election of directors, e1c. 

Special ResolfJtion (Section 789 (2)): A resolution is a special resolution in regard to 
which: (a) the intention 10 propose the resolution as a special re.c;olution hai; been 
specifically mentioned in the notice calling the general meeting; (b) 21 days notice has 
been duly gjvcn for c;i tl ing the meeting; (c) the number of vole:; cast in favour oflhe 
resolution is thr~ limes the number cast againsl it. 

Some of the cases in wruch a special resolution is necessary: alteration of objects 
clause; change ofregistered office from one State to another; alteration of the Articles; 
changes in tl1e name of the company; reduction of share capital. 

8 esoltttion Requiring Special Notice (Section 190): Some resolutions require special 
001icc. The object of special notice is to give the members sufficient. 1ime to consider 
the proposed resolution and ::slso to give the BoaJ<l of directors an opportunity to 
indicate views, on 1he resolution if it is nol proposed by them but by somt: other 
shareholders. Under this, a notice of intention to move the resolution shouJd be given 
to the company nor less tha.n 14 days before the date of the meeting a t which it is 
proposed to be moved. The company jn turn must immediately give notice by 
advertisement io a newspaper or in any other mode allowed by the Articles, but not 
less thao seven days before the meeting. Some of tbe cases in which a specia l notice is 
necessary arc: appointing an auditor, a person other than a retiring auditor; moving a 
resolution that a retirjng auditor will not be re-appointed; removing a <.lircctor before 
his term expires. 

Section 192 requires that a printed or a type written copy of each special resolution 
should be sent Lo the Registrar within 30 days thereof. 
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Passing of Reso/tltiot1s by Postal Ballot (Section 192A): Section 192A contains 
foHowing provisions for passing of resolution by postal ballot: 

(i) A listed company may and in the case of resolution relating to such business as 
the Central Government may, by notification, declare lo be conducted onJy by 
postal ballot, shall, get any resolution passed by m eans of a postal ballot, instead 
of transacting the business in general meeting of the company. 

(ii) Where a company decides to pass any resolution by resorting to postal ballot, it 
shall send a notice to all the shareholders, along with a draft resolution explaining 
the reasons therefore and requesting them to send the ir assent or dissent in writing 
on a postal ballot within a period of30 days from the date of posting of the letter. 

(iij) The notice shall be sent by regis tered post acknowledgement due, or by any other 
method as may be prescribed by the Central Government in this behalf and shall 
include with the notice, a postage pre-paid envelope for facilitating I.he 
communication of the assent or dissent of the shareholder to the resolution within 
the said period. 

( iv) lf a resolution js assented to by a requisite majority of the shan.:hol<lcrs by means 
of postal ballot, it shall be deemed to have been duly passed al a general medrng 
covered in th.at bcha \f. 

(v) lf a shareholder sends under (2) above Iris assent or dissent in writing on a post.al 
baJlot and thereafter any person fraudulently defaces or destroys the ballot papt.:r 
or declaration of identify of the shareholder, such person shall be pun isbable with 
imprisonment for a term which may extend to 6 months or with tine or with both. 

(vi) lf a default is ma de in complying with provisions in (1 ) to (4). the company and 
every officer of the company, who is in default shall be punishable with line 
which may extend to~ 50,000 in respect of each such default. 

Circulation of Members' Resolution (Sectio11 188): Wlien some members of a 
company want (i) to propose a resolution at the company's next AGM; or (ii) desire to 
circulate to members any statement with respect to the matter referred lo in any 
proposed resolution or any business to be dealt witi1 at any general meeting. the Act 
a llows them to use the administrative machinery of the company for the purpose. 

If the requisite number of members makes a requisition as aforesaid, th<:: company 
sha ll be bound Lo: (i) give a notice of the resolution intended to be moved at the next 
AGM; ( ii) circulate the statement among the members entitled to notice of any general 
meeting. However, before the obligation of the company, in respect of the above may 
a1ise, the following conditions shall h<1ve to be satisfied: 

1. The requi~·ition must have been Signed by atleast: (a) members having 1120th is 
to be at one place of 1)1e total voting rights of all the members having the righ1 to 
vote on the resolution; or (b) members, numbering 100 (having the right to vole at 
the resolution) and commanding a paid-up share capital of ~1 lakh or more. 

2. The requi.<;ition must have been Deposited at the registered office of the 
company: (a) atleast 6 weeks before the meeting in case of a requis ition requiring 
notice of a resolution; and (b) a1least 2 weeks before the meeting in case of any 
other requisition. 

3. The statement to be circulated does not contain more tban 1000 words. 

4. The requis itionists must have deposited with the company a sum reasonably 
su fficient to meet the expense of the requisition. 

Exceptions: Section 188 authorises a company not to circulate a resolution or 
statement of the requisition in the following cases: (a) The CLB, on the application of 



the company or any other aggrieved party, is satisfied I.hat lhe rights so conferred arc 
beiog abused to secure needless publicily for defamatory matters. (b) The Doard of 
Directors of a banking comp,my considers that the circulation of the statement wouJd 
in Jure the mterests of the company. 

Registro1in11 of Certain Re:;olution and Agreements (Section 192): A copy of tbe 
resolutions or agreements as enumerated in this section mu.~l within 30 days after their 
pa!-siog or making be forwarded to the Registrar of Companies who shall record the 
same. 

8.6.4 Point of Order 
A point of order deals with the conduct or procedure of the meeting. The chairman has 
to give his ruling or decision oo a point of order al oocc. His ruling on any matl'er of 
procedure is .final. 

8.6.5 Minutes of Proceedings of Meeting 

M ioutes are a record of busi.ncss transacted at meetings. Every organisation must keep 
minutes containing a fair and correct summary of all proceedings of general meetings 
of members and of Management Committee. Jt is the duty of the secretary lo make 
this record. 

After the meeting is over or as soon thctcaftcr as possible, whilst the proceedings arc 
still fresh in ,nind, the secretary should proceed to draft 1he minutes of the meeting. 
Each minute entered on the minute book should be consccu llvely numbered, 
abbreviated io the margi n and indexed. They must be written in rhe order in which the 
business was transacted at the meeting. Minutes may be rccorde<l either in th~ fonn of 
narration or co11clusions. Jn the latter case, only conclusions in tbe form of resolutions 
passed are recorded. The practice is to have conclusions onJy. Details of lhc actual 
discussion and irrelevant talks should be omitted. The minutes shou ld be clear, 
compact. unambiguous and definite. Minutes of each mct:ting must hegin on a fresh 
page ancJ should be headed with the number, dale and nature of the meeting. Tbe 
wording of resolutions and amendments must be recorded io full and the oamc of the 
proposer and seconder given, whether they ace eventually carried or not 

Scclion 193 provides th.at every company mus! keep minutes contafofrig a fair and 
correct summary of all proceedings of genera) meetings in books kept for that 
purpose. The minutes hook. must have their pages co11sec.:utivcly numbered and 
minutes must be recorded within 30 days of the meeting. 

Check Your Progress 

Fill in tbe blanks: 

I. The Statutory Report is required to be certified as correct by aclcast 
______ directors, one of whom shaU be the managing Llircctor, 
where there is one. 

2. Every company, whether public or private, ha ving a share c.:1pilal or not, 
limited or unlimited must bold this ______ meeting. 

3. _______ is convened for transacting some special ur urgent 
business that may arise i.n between two AGMs, for instance, change in the 
objects or shift of registered office or alteration of capjtal. 

4. A ________ is the minimum number of persons whose 
presence is necessary for the transaction of business. 

5. Wbeo persons present in a meeting indicate their approval or disapproval 
of the motion by clapping of hands, cheering or applause, it js known as 
votiug by _______ _ 
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• The different provisions of the Companies Act empower shareholders to exercise 
their rights therein at general meetings consequently, the act provides for calling 
,rnd conducting meetings of members. 

• There are four kinds of meetings which serve different purposes. These are: (j) 
statutory meeting; (ii) AGM; (iii) extraordinary general meeting and (iv) class 
meetings. 

• A statutory meeting is required to be held once io t.hc life of a company, which is a 
public company having a share capital. ft must be ht:ld within a period of not less 
than one month and not more thaJJ six months from the date the company is 
entitled to commence business. 

• The Board of Directors should get a report, called the statutory report, sent to each 
membering with the notice of the meeting. 

• An annual general meeting (AGM) is lo be held by every type of company. Thjs 
meeting must be held in each caJen<lar year and not more tha.n fifteen 1uon1hs shall 
elapse between two such meeliogs. 

• The business to be transacted at AGM may comprise of: (i) ordi.nary business and 
(ii) special business. 

• Jf default is made in holding the AGM, then rhe Central Government may, on the 
application of any member of the company, call or direcl the call ing of the 
meeting. An extraordinary general meeting is convened for transacting some 
special or urgent business that may arise in between two annual general meetings. 

• An extraordinary general meeting may be called by: ( i) the direclors of their own 
accord; (ii) the directors on requisition by the shareholders; (iii) the requisilionists 
themselves; (iv) by Company Law l3oard. 

8.8 LESSON END ACTIVITY 

A mceling was properly convened and W dS subsequently adjourned by the Chairman. 
No fresh notice was given for the adjoume<l meeting which ha-:; held subsequently. 
Discuss with your classmates whether the adjourned meeting is a valid meeting. 

8.9 KEYWORDS 
Agenda.: The word 'agenda ' indicates the business ro be transacted at a meeting. 

Proxy: Every member of a company entitled to attend and vote at a meeting has the 
right to appoint another person, whether a member or not. to attend and vote for him. 
The term 'proxy ' is applied to the person so appointed. 

Quorum: A quorum is the minimum numb~r of persons whose presence is necessary 
for the transaction of business at a meeting. 

Ordinary Resolution: When a motiou is passed by simple majority of the members 
votin,g al a general meeting, ii is said LO have been passed by an ordinary resolution. 

Special Resolutio1t: A resolution is a special resolution when i-he number of votes cast 
in favour of the resolution is three Limes the number cast against 11. 



8.10 QUESTIONS FOR DISCUSSION 

I. What are lhe different kinds of generaJ meetings of a company? 

2. Define starurory meeting of a pubJic company. 

3. Summarise rhc provisjons a" regards annual general meeting. 

4. What are the provisions of the Companies Act, l 956 in respect of an extraordinary 
general meeting to be held on requisition? 

5. Write a short note on the power:; of the tribunal to call meetings. 

6. Write short notes on: (i) Notice of a meeting (ji) Proxy (iii) Voting by poll (iv) 
Resolutions (v) Explanatory statement (vi) Quoru01. 

Check Your Progress: Model Answer 

l. Two 

2. Annual Ge.nenil 

3. Extra-Ordirn,1ry General Meeting 

4. Quorum 

5. Acclamatjon 

8.11 SUGGESTED READINGS 
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9.0 AIMS AND OBJECTIVES 
After studyjng this lesson, you should be able to: 

• Discuss rhe concept of shareholders· democracy 

• Explain lhe powers of majority 

• F:luci<late the principle of non-interference or Rule in Foss v Harbortle along with 
tts justiJicat,on and advantages 

• Discuss the protection of minority rights and shareholders remedies 

• ldcnt if y the preveniion of oppression 

9.1 INTRODUCTION 
Democracy is always a better governance structure as compared 10 any other set up. Jt 
preserves the r ights of every one either majority or minority. Mos t of the set ups are 
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always preserving the rights of the section to whom it is presenting. The oppression of 
minority is a normal thing everywhere either in economics or politics or in the 
companies. 

The greed for money is that the companies are mismanaged for personal gains. This 
greed lies with the majority holders. The best set up for a company is that in which the 
minority rights are protected and also in whil:h the misma n;,igcinent is avoided. 

After reading this lesson you will be able to understand the concept of shareholders' 
democracy, the majority powers and minority rights. 

The lesson describes the principle of non-interference in detail along with its 
justifications and advantages. Jt also deals with the provisions relating to protection of 
minority rights and shareholder's remedy. Provisions under the Companies Act for 
prevention of oppression and inismanagement have also been discussed herein. It may 
be noted that Chapter X \t1 of the Companies Act 2013 (Section 24 J -246) and the rules 
made there under, covering the aspects of oppression and mismanagement arc yet to 
be notified and the provisions of Companies Act 1956 in Lhis regard would conllnue lo 

apply. 

9.2 SHAREHOLDERS' DEMOCRACY 

The concept of shareholders' democracy in lhe present day corporate world denotes 
the shareholders' supremacy in the governance of the business and affairs of corporate 
sector ci1hcr directly or through their elected representatives. Democracy means the 
rule of people, by people and for people. ln that coorext the shareholders democracy 
means the rule of shareholders, by the shareholders, and for the shareholders jn the 
corporate enterprise, to which the shareholders belong. Precisdy it is a right to speak, 
congregate, communicate with co-shareholders and to learn ab.out what is going on in 
the company. 

Under the Companit:s Act the powers have been divided between two segments: one is 
the Board of Directors and the other is of shareholders. The directors exercise their 
powers through meetings oC board of directors and shareholde(s exercise their powers 
through General Meetings. 

Although constitutionally all !he acts relating to the company can be performed in 
General Meetings but most of the powers in regard thereto are delegated lo the board 
of directors by virrue of the constitutional documents of the company viz. the 
Memorandum of Associarion and Articles of Association. 

Under Section 291 of the Companies Act a general power has been conferred on the 
board of directors. The section provides that "Subject to the provisions of this Act, the 
board of directors of a company shall be entitled to exercise all such powers and lo do 
all such ac1s and things, as the company is authorised to exercise and do". 

Proviso to this section restricts the power of the board of directors to do things which 
are specifically required to be done by shareholders in the General Meetings under the 
provisions of Companies Ac! or Memorandum of Association or the Articles of 
Association. 

Thus the Companies Act has tried to demarcate the area of control of directors as well 
as tha! of shareholders. Basically all the business to be transacted at lhe meetings of 
shareholders is by means of an ordinary resolution or a special resolution. 

9.3 POWERS OF MAJORITY 

As a company is an artificial person with no physical existence, it functions through 
the inslrumentali(y of the board of directors who is guided by the wi!>hcs of the 



roajority, subject, of course, to the welfare of the company as a whole. It is, therefore, 
a cardiual rule of company Jaw that prima facie a rnajo,ity of members of a company 
are cntjtled 10 exercise the powers of the company and generally to control its affairs. 

According to Section 87 of the Companies Act, I 956, ev~ y member of a company, 
whicb is limited by shares, holding any equity sh:.ircs shaU have a right 10 vote in 
respect of such capital on every resolution placed before the coll'pany. Member's right 
to vote is recognised as right of property and the sbareholder may exercise ii as he 
thinks fit according to his choice and interest. This rule is modified by the Act io 
certain cases. 

A special resolution, for inslancc, requires a majority of 314th of those voting at the 
meeting and therefore, where the Act or the articles require a special resolution for any 
purpose, a Um,-e-fourth majority is necessary and a simple majority is not enough. 

The resolution of a majorily of shareholders, passed at a duly convened and held 
general meeting, upon any question with which the company is legally competent to 
deal, is binding upon the minority and consequently upon the company. 

Thus, the majority of the members enjoy the supreme authority to exercise the powers 
of the company an<l gcncralJy to control i1s affairs. But thjs is subject to two very 
jmportant limitations. 

Firstly, the powers of the majority of members are subject to the provisions of the 
company's memorandum and articles of association. A company cannot legally 
authorise or ratify aoy act which being outside the ambit of tbe memorand\.101, is ultra 
vires of the company. 

Also, where the art1cles authorise the directors to deal with. any .matters except those 
which arc outside the scope of the authority of the directors; or with which the 
tlirectors having power are unable or unwiJling to deal. 

Secondly, lbe resolution of a majority musl not be jnconsistent with the provisions of 
the Act or any 01her statute, or constitute a fraud on m.inority depriving it of its 
legitimate rights. 

9.3.J The Principle of Non-interference (Rule in Foss v. Harbottle) 

The general principle of company law is that evc1y member holds equal rights with 
other members of the company in the same class. The scale of rights of members of 
the same class must be held evenly for smooth func1iouing of the company. Tn case of 
diffcrenee(s) amongst the members the issue is deciuetl by a vote of the majority. 

Since the majority of the members are in an advanlageous positfon 10 run tbe company 
accorrung to their command, the minorities of shareholders are often oppressed. The 
compaoy law provides for adequate protection for the minority shareholders when 
their rights are trampled by the majority. 

But rhe prorection of the minority is not generally available when the majority does 
anyt.hing in the exercise of the powers for internal administration of a company. 

The court will not usually intervene at the instance of shareholders in matters of 
intemaJ administration, aod will not interfere wilh the management of a company by 
its dirce1ors so long they are acting within the powers COJ)fcrred on them under the 
articles of the company. 

r n other wonl.c;, tbc articles arc the protective shield for the majority of shareholders 
who compose the board of directors for carrying out their o~jcct at the cost of minority 
of shareholders. The basic principle of non-interference with the internaJ ma11agement 
of company by the court is laid down in a celebrated case of Foss v. Harbottle 67 E.R. 
l 89; (J 843) 2 Hare 461 that no action can be brought by a member against the 
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directors in respect of a wrong alleged to be committed to a company. The company 
itself is the proper party of such an action. 

Caselet 

In Foss v. flarbnLtle, two shareholders, Foss and Turton brought an action on 
behalf of themselves and all other shareholders uga;nst the directors and solicitor 
of the compoJ1y alleging that by their concerted and illegal transactions they had 
caw;ed the company's p ropeny 10 be lost to the company. it was a.Isa alleged that 
there was no qualified Board. 

Foss and Turton claimed damages to be pafrl by the defendants to 1he company. It 
was held by the court rha1 the action could not be brough1 by !he minority 
shareholders although there was nothing lo prevent the company itself acting 
through 1he majority of its shareholders, bringing acrion. 

The wrong done to the company was not which could be ratified by the majority of 
members. lne company (i.e., 1he majoritJ,) is the prop er plaintifffor wrong done to 
the company, so the majority of members are competent to decide whether to 
commence proceedings against the directors. 

The reasons /or rule were nicely ,,;,a/ed by Melish l.J. in Mac Dougall v. Gardiner, 
(1875) I Ch. D. 13 (C.A.) atp. 25 in thefollowing ·words: '"ff the thing complained 
of is a thing which in substance the majority of company are entitled to do, or if 
something has been done irregularly which the majority of the company are 
entitled to do regularly, or if"something has been done illegally which the majori~y 
of the company are entitled 10 do legally, there can be no use in having litigation 
about it, the ultimate end of which is only rhat a meeting has to be called, and 1hen 
ultimately the majority gets its wishes". 

In Rajahmund,y Electric Supply Co. v. Nageshwara Rao AIR 1956 SC 213, the 
Supreme Court observed rhat: "The courts will no/., in general. intervene at the 
instance of shareholders in matters of internal administrarion. and will not 
interfere with the management of 1he company by its direc'/Ors so long as they are 
acting within the powers co,ierred on them under articles of the company. 
Moreover, if the directors are supported by the majority shareholders ;n what they 
do, the minority shareholders can. in general do nothing about it ". 

From the above it follows then that a company being a separate legal person from the 
members who compose it, the company is the proper person to bring an action. 

9.4 PROTECTION OF MINORJTY RIGHTS AND 
SHAREHOLDERS REMEDIES 

The rule in Foss v . .Harbottle is not a bsolute but is subject to certain exceptions. ln 
other words, the rule of supremacy of the majority is subject to certain exceptions and 
thus, m inority shareholders are not left heJpless, but they arc protected by: 

(a) The common law; and 

(b) The provi1>ions of the Companies Act, 1956. 

9.4.J Actions by Shareholders in Common Law 

The cases in which the majority rule docs not prevail are commonly known as 
exceptions to the rule in Foss v. Harbottle and are availa ble to the minority. In all 
these cases an individual member may sue for declaration that the resolution 
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complained of is void, or for an injunction to restrain the company from passing it. 
The said rule! will not apply in the following cases; 

Ultra Vrres A cts 

Where the du-cctors repr~entmg the majority of shareholders perform an illegal or 
ultra vires act for the company, an individual shareholder has rhe r ight to bring an 
action. Tbc majority of shareholders have no right to confirm an illegal or u ltra vires 
transaction of the company. Jn such case a shareholder has the right to restrain the 
company by an order or injum:1ion of the court from carrying out an ultra vires act. 

1n Bharat Jnsurance Ltd. v . Kanhya Lal, A.LR. 1935 Lah. 792, the plaintiff was a 
shareholder of the Bharat Insurance Company. One o f the objects of the company 
was: "T o advance money at interest on the security of land, houses, machinery and 
other property situated in India ... " 

The plaintiff complained that .. several investments had been made by the company 
without adequate security and contrary to the provjsions of the memorandum and 
therefore, prayed for perpetual injunction to res train it from making such 
inves tments''. 

The Coun ohscrved : " In all matters of internal management, the company itself is the 
best judge of its affairs and the court should not interfere. But applicatfon of assels of 
a company 1s not a matter of internal management. 

As djrectors arc acling ultra vircs in the applicatJon o f the funds of the company, a 
single mcmhcr can mainlain a suit". lt means that the rule in Foss v. Harbottle wiU 
operate in foll force only when the majority of shareholders through their chosen 
directors ac t within the extent of the powers of the company. 

Fraud 011 Minority 

Where an act done by the majority amounts to a fraud on the minority; an action can 
be brought by an individual shareholder. This principle was la id down as an exception 
to the rule in f oss v. H.arhottle in a number of cases. 

Jn M enier v. Hooper's Telegraph Works, (}874) L.R. 9 Cb. App. 350, it was observed 
that il would be a shocki.og thing if the majority of shareholders are allowed to put 
something into their l)()Cktts at the expenses of I.he minority. 

ln this case, 1hc majority of members of company 'A' were also member:; of company 
'13', an.dat a meeting of compa ny 'A' they passt:d a resolution to compromise an action 
against company 'B', in a manner alleged to be favourable to company '13', but 
unfavourable to company 'A'. Held, the minority shareholders of company 'A' could 
bring ao ac tion 10 have the compromise set aside. 

Though there is no clear dt:Cin itjon of the expression "fraud on the minority", hut the 
court decide~ a particular ca!>c according to the surrounding facts. T he general 1.est 

which is applied lo decide whether a case falls in the category of fraud on the minority 
or n ot is whet.her a resolution passed by the. majority is " bona fide for bene fit of the 
company as a whole". 

As regards to the mean ing of tht: expression "bona fide for rhe benefit of the company 
as a whole" f.vcrshcd M .R. in Greenhalgh Ardeme Cinemas Ltd. ( 1950) 2 All E. R. 
l 120 has observed thus: "lt means that the shareholder n1us1 proceed on what, in his 
honest opinion, is for the benefit, of the company as a who le" . 

Secondly, the phra!le ' the company as a whole' does not... mean the company as a 
commerc ial entity as dis tinct from lhe corporators. lt means the corporators as a 
general body. 
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In other words, it can be sa id that the court ought not to interfere with decision of the 
majority in a general meeting if that decision is arrived at fairly and honestly and is 
not an act of fraud on the minority. 

Wrongdoers in Control 

If the wrongdoers are in control of the company, the minority shareholders' 
representative action for fraud on the minority will be entertained by the court 
[Cf. Birch v. Sullivan. ( l 957) 1 W.L.R. 1274]. 

The reason for it is th.at if the minority shareholders are denied the right of action, their 
g6cvances in such case would never reach rbe court, for the wrongdoers themselves, 
being in contro.!, will never allow the company to sue [Par Jenkins L.J. in Edwards v. 
Halliwell, (1950) 2 All E.R. 1064, 1067). 

ln Glass v. Atkin (! 967) 65 D.L.R. (2d) 501, a company was controlled equally by Lhe 
two defendants and the two plaintiff. The plaintiff brought an action against 
defendants alleging that 1hey had fraudulently converted the assets of the company for 
their own private use. 

The court allowed the action and observed: "While the general principle was for the 
company itself to hring an action, where it had an interest, since the two defendants 
controlled the company in the ~ense tha t they would prevent the company from taking 
action''. 

Resolution requiring Special Majority bur is passed bJ' a Simple Majority 

A shareholder can sue if an act requires a specia l majority but is passed by a simple 
majorily. Simple or rigid formalities arc lo be observed if the majority wants to give 
valldity to an act which purporLS to impede the interesl of minority. 

An individual sharebolder has the right of aclion to restrain the company from acting 
on a special resolution lo which the inS1Jfticien.l notice is served [Baillie v. Oriental 
Telephone and Electric Co. Ltd. , ( 19 15) I Ch. 503 (C.A.}; refer also Nagappa Chettiar 
v. Madrns Race Club, I M.Ll 662). 

Personal 1Jctio11s 

lndi vi dual membership rights cannot be invaded by the majority of shareholders. He i.s 
entitled to all the rights and privileges appertaining to his status as a .member. 

An individual shareholder can insist on lhe strict compliance wilb the legal mies, 
statutory provisions. Provisions in the memorandum and the articles are rnanda101y in 
nature and cannot be waived hy a bare majority of shareholders [Salmon v. Quin and 
Aztens, (i909) A.C. 442). 

Jn Nagappa Chettiar v. Madras Race Club, ( 1949) 1 M.L.T. 662 at 667, it was 
observed by the Court that .. An individual shareholder is entitled to enforce his 
individual rights against the company, such as, his right to vote, the right to have rus 
vote recorded, or his right to stand as a director of a company at an election'·. 

Where the candidature of a shareholder for directorship is rejected by the Chairman, it 
is an individual wrong in respect of which a suit is maintainable [Joseph v. Jos, (1964) 
I Comp LJ I 05]. 

Breach of Duty 

The minority shareholder may bring an action against the company, where although 
there is no fraud, there is a breach of ducy by directors and majority shareholders to 
the detriment of the company, 



ln Daniels v. Daniels, (1978) 2 W.L.R. 73, tbe plainliff, wbo were minority 
shareholders of a compciny, hroughl an action against the two direclors of tbe 
company and lhe company 1tsclr. 

1n their statement of the claim they alleged that tbe company, on Lhe instruction of the 
two directors who were majority shareholders, soJd the company's land to one of lhc 
directors ( who was the wife of the other) for £ 4,250 and the directors knew or ought 
to have known lhal the sale was at an under v-alue. 

Four years after the sale, she sold the same land for £ 1,20,000. TJ,e dircclors applied 
for the statement of claim to be disclosed on ceasonable cause of action or olherwisc 
as an abuse of the process of the Court. Held, by the Chancery Division, Tcmpleo,an, 
.J, the application of director should be dismissed. 

The exception lo the rule in Foss v. Harbottle enabling a minority of shareholders to 
bring an action against a company for fraud where no other remedy was available 
should 111clude cases where, although there was no fraud alleged, there was a breach of 
duty by directors and rnajorily shareholders to the detriment of the company and the 
benefit lo the direclors: accordingly, on the facts alleged, the minority shareholders 
had a cause of action. 

Pre1•entio11 of Oppression and Mismanagement 

The minority shareholder~ are empowered to bring action with a view of prevent ing 
the majority from oppression and mismanagement. These arc the stmulory rights of 
the minority shareholders and find detailed discussion later in the study. Jt should be 
noted that the ordinary civil courts are no1 deprived of the jurisdiction to decide the 
mailers except where tbe Companies Act expressly excludes it such as mailers relating 
lo winding up. 

9.4.2 Statutory Remedies (under the Companies Act) 

Though the shareholders' democracy is supreme the Companies Act and the decided 
cases suggest thal the majority sha1l not be alJowed to act in an unfair, fraudulent or 
oppres~ive way against the in1eresrs of tht:: minority shareholders. 

Under Sccttun 38, 167, 388-B, 397, 398, and 399 various powers are given to 1he 
shareholders. Further, under Section 265 a company may adopl principle of 
propor! ional representation. 

Under Section 408 the Central Government may direct the company to amend its 
articles providing for appointment of directors according to the principle of 
proportional representu1ion under Section 265 and make fresh appointment u1 
pursuance of lhe articles so amended within such t.im~ as may be specific<.!. 

The Companies Act, 1956, extends protection to minority by granting various rights to 
m..inority sl1archolders wtucb are djscussed as below: 

(a) The variatinn of class rights: The rights a ttached to the sbares of any class can be 
varied under Section 106 of the Act with the consent in writing of the holder of 
not less than three-fourtbs of the issued shares of that class or with the sane! ioo of 
a special resolution passed at a separate meeting of the holders o f the issued shares 
of that class. But lhc holders of not less than l 0% of the shares of tbal class who 
had not assented lo ll1e variation may appJy to the Court for the cancella1ion of the 
variation UJ1der Seel ion 107 of the Act. 

(b) Sc:!temes of recollstruction and amalgamatio11: The m10ority is accorded with 
p.rotection in cases where they dissent to the scheme of reconsrmcrion or 
amalgamation. 
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(c) Oppression and misma11agement: The principle of majority rule does not apply to 
cases where Sections 397 and 398 are applicable for prevention of oppression and 
mismanagemen1. A member, who complains that the affai rs of the company are 
being conducted, in a manner oppressive to some of the members including 
himself, or against public interest, be may apply to the Company Law Board b y 
petition under Section 397 of the Act. 

(d) Alternative reme,Ly to winding up: Any member or members, who complain that 
the affairs of the company arc being conducted in a manner oppressive 10 some of 
the members including themselves, may apply to the Company Law Board for 
rcdressal (Section 397). 

(c) Investigation by the Government: Under Section 235 of !:he Act the Centra l 
Government may appoint one or more competent persons as inspectors to 
investigate the affairs of any company and to report thereon in such manner as the 
Central Government may direct: 

(1) Where in case of a company, on a report by the Regisu·ar, under Sub-section 
(6) or (7) of Section 234 read with Sub-section (6) of Section 234. 

( ii) Whcre •-

1. In the case of a company having a share capital on the application e ither 
of not Jess than 200 members or of member holding not less than one­
tenth of the voting power thereof; and 

2. Tn the case of a company not having a share capjtal, on the application of 
not Jess than one-fifth in number of persons on the company's register of 
members. 

The Company Law Board, after giving the parties an opportunity of being heard, 
declare that the affairs of the company ought to be investigated by an inspector or 
inspectors. 

9.5 PREVENTION OF OPPRESSION AND 
MISMANAGEMENT 

As observed in the prece<ling topic that one of the ex cept ions to the majority rule laid 
down in Foss v. Harbottle is the right of the oppressed minority to get re lief against 
the wrongful conduct of the majority. 

This protection to the oppressed minority is a lso sta tutorily prescribed under sec1 ion 
397 of lhc Companies Act, 1956. Th.is statutory prolectio11 for prevention of 
oppression and mismanagement is an a lternative remedy for wi nding up o f the affairs 
of the company. T he reason is that the oppressed minority may file petition with the 
Company Law Board to wind up the. company. 

However, the company may be a sound and profitable concern. In that case, the 
petitioners will not only be deprived of whatever dividends they might have been 
getting bul also the value of the assets of the company might be substantially reduced. 

As Alfred PaJrner rightly said; "The liquidati on of the company may result in the sale 
of ils assets at break11p value without regard to the value of the goodwill or 'know 
how' of the company and the minority shareholder who urged by Lhc shareholder's 
oppression petitions for a winding up order may tn effect play up his opponents 
game". The oppressed minority, therefore, are willing in such cases not to end the 
company but co mend ii. Section 397 of the Coo1panies Act, 1956, is intended to give 
a remedy alternative to compuJsory winding up in such cases. 



The first remedy in the hand!> of an oppressed mino6ty is to move !he Company Law 
Boa.rd. Section 397 provides that any member of a company who complain that 1he 
affairs of lbe company arc being conducted in a manner prejudicial lo public interest 
or in a manner oppressive to any member (s) (including any one or more of 
the,n .-;clves) may make an application to the Company Law Board by way of petition 
for relief. Following requirements must be satisfied for seeking a relief under Section 
397: (i) That the affairs of the com pany are being conducted: (a) in a manner 
prejudicial Lo public interest; or (b) oppressive to any members. (ij) Thai the fact 
justified the compulsory winding up order on the ground that i1 is just and ~quitable 
that the company should be wou nd up. (iii) That l o wind up the company would 
u11fairJy prejudice tbe petitioners [Ramji Lal Baiswala v. Britain Cable L td., ( 1964) l4 
Raj. 135). On being satis fied about the above requirements , the Compa ny Law Board 
may make the necessary orders for ending the matters complained of. The first 
requ irement relates to public interest or oppression. f irst we ana lyse and discover the 
precise connotation of the word "oppression" with lbe help of judicial decis ions. 

The words "oppression" and " misma nagcmcnl" arc not defined in the Act. The 
meaning of these words for the purpose of Company Law should be used in a broad 
generic sense and not in any strict literal sense. 

The meaning of the term "oppression" as explained by Lord Cooper in the Sconish 
case of E lder v. Elder & Western Ltd., (1952) Scottish Cases 49. whic h has been cited 
witb approval by Wancboo, J (afterwards C.J.) of the Supreme Court in Shanti Prasad 
v. Kalinga Tubes, (1965) I Comp. LJ. 193 at 204 is as under : "Tht' essence of tbe 
matter seems to be that the conduct complained of should at tb.e lowest, involve a 
visible departure from the standards of fair dealing, on wltich evl·ry ~harcholder who 
enlrus ts his mont:y 10 the company is entitled to rely". 

Caselct 

An otletnpl to fo1·ce new and more risky objects upon an unwilling minority may in 
circunwa11ces amount to oppression. This was held in Re. Hindustan Co-operarive 
Insurance Soc:iety Ltd., AIR. 1961 Cal. 443 wherein the life insurance business ofa 
company was acquired in 1956 by the q/e Insurance Cor1Jora1io11 (~{ India on 
payment ~f compensalion. The directors. who had the majority voting power. 
refused co distribute this amounr among shareholders, ra1her they passed a special 
resolution changing the objects of the company ro utilise t.he compensation money 
for rhe new objec1s. This wus held to be an "Oppression ". The court observed: 
''The majority exercised their authority wrong/idly, in a manner burden.some, 
harsh and wro11gf11I. They attempted to .force the minority shareholders to invest 
their money in different kind of business against rheir will. The minorily had 
invested thefr money in a life insurance business ·with all its .~afeguards and 
statuto,y protections. But chey were being forced to invest where there wnuld he no 
such protec1ions or safeguards''. 

9.5.J Rule of Majority 

The principle of rule by majority is made applicable to the management of affairs of 
the company. The shareholders pass resolutions on va1ious subjects c.:iLber by s imple 
majority or by three-fourths majority. Once a resolution is passed, then it is binding on 
all the members of tbe company. 

As a resultant corollary, the court will nol intervene to protect minority against the 
resolution, as on becoming a member, the shareholder agrees to submit 10 the will of 
lhe majority of the mem bers. Thus, if a wrong is done to the company, it is the 
company which is lega I entity ba ving its own personality, which can instjtute a suit 
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against the wrongdoer; and shareholders do not have a right to do so. This rule ,vas 
laid down in the leading case of Foss v. Harbottle the facts of th.is case were as 
follows: 

F and T brought an aclion on behalf of themselves and all other shareholders against 
the defendants who consisted of 5 <tirectors, a solicitor and an architect or the 
company alleging that by concerted and illegal transactions they had caused the 
company' s property to be lost to the company. Jt was also a lleged that there was no 
qualified Board. F and T claimed damages from the defendants to be paid to the 
company. 

The Court held, that the action could not be brought by the minority shareholders. The 
wrong done to the company was one which could be ratified by the majority of 
members. The company was the proper plaintiff for wrongs done to the company and 
lhe company can act only th.rough its majority shareholders. 

The majority of the members should be left to decide whether to commence 
proceedings against the directors. The principle or majority rule has since then been 
applied to a number of cases. 

In Rajabmundry Electric Supply Co. v. Nagcshwara Rao, AIR (1956) S. C. 213, the 
Supreme Court observed that: The Courts will no1. in general, intervene at the instance 
of shareholders in matters of intemal administration and will not intetfacc with the 
management of the company by its directors so long as they are acting within the 
powers conferred on them under articles of the company. Moreover, if the directors 
arc supported by the majority shareholders in what they do, the minority shareholders 
can, in general, do nothing about it. 

One may notice that the aforesaid decisions are csscntiaily a logical extens ion of the 
principle that a company is a separate legal person from the members who compose it. 

Once it is admitted that a company is a separate lega l person, 1t follows that ' if a 
wrong is done to it, the company is the proper person to bring an action '. 

Trus is a s imple rule of procedure which applies to a ll wrongs, viz., only the injured 
party may sue. lf, for instance, X intentionally pushes Y clown the stairs and Y breaks 
his leg in consequence, C, who has seen the whole incident cannot bring an action 
against X. C has not been hurt; he is not the injured party; he is the wrong plaintiff. 
The right plaintiff is Y. 

The rule, as applied to companies, however, appears a I ittlc more complicated. After 
all, the directors who have been fraudulent nave injured the company. The company is 
composed of members. 

Losses to the comrany affect all the members, not simply the majority or the mi nority 
or any particular member. Why then, should an individual member not sue, since he 
has been injured? 

The answer is that injury is not cnougb. T he plaintiff mus t show that the injury has 
been caused by a breach of duty to him. In the course of existence a person suffers 
many injuries for which no action can be brought, for no duty owned to him has been 
broken. 

The individual shareholders or even the minority shareholders who try to show that 
the directors owe a duty to them penwnally in their management of the company's 
assets will definitely fajl. The directors own no duty to the individual members, but 
only to the company as a whole. A company is a person and if it suffers injury through 
breach o[ duty owed to it, then the only possible p laintiff is tbc company itself acting, 
as it must always act, through its majority. 



It should, however, be noted that the aforesaid pnnciplc of Foss v. Harbolllc app lies 
only where a coq)orate right of a member is infringed. Tbe rule doesn'1 apply where 
an indivi<lual right of a member is denied. 

The shareholder, by his contrac1 with company underlakes wi1h re.-;pccl to his righ1s 
which his membership carries to accept as binding upon him tbc decisions of the 
majority of shareholders, if arrived at in accordance with the law and the articles; 
these membership rights are referred to as corporate membership rights. 

Other rights of the shareholder, such as right to vote, or right Lo receive dividend are 
h is p~rsonal or individual rights and cannot be taken away by the majority and j f the 
company refuses to record his vole or pa y him the dividend, he can sue in his own 
name and this right of action is unaffected by any decision of the majority. 

Exceptions 10 'The Majority Rule' (Protection of M inority Rights). ln the fo llowing 
cases the rule of Foss v. Harbot1le does not apply, i.e., the minority the shareholders 
may bring an action to protect their iotcrest: 

1. Where the act do11e is illegal or 11/tr11~vi res the company. A shareholder is 
ent itleJ to bring an action agains( the company and i ts officers in respect of 
matters whicb are illega l or ultra-vires the company since no majority of 
sh.an:holders (nol even Lhe entire body of sharcbol<lcrs) can sanction such m.tllcrs 
[Burland v. Earle (1902) A.C.83]. 

2. Breach of foli,dory tlu fy. When a director is in breach of fiduciary tluly, every 
shareholder may be regarded an authorised organ to bring the action [Santya 
Charno Lal v. Ramcshwar Prasad Bajona ( 1950) S.C.R. 394]. ln BJakesly v. 
Johnson ( 1980), a U.S. case, the President Director of a corporation who was also 
the 1najority stockholder did not make adequate disclosure to the minority 
shareholder of facts concerning the sa le of tbe husiness and as a result the latter 
a llowed his stock to be redeemed by the corporation for an inadequate price. Held, 
the president was guilty of breach of fiduciary duty. 

3. Where the acr complained of constitutes a fraud on the minority. Where the 
majority of a company's members use their power to defraud or oppress the 
minori1y, their conduct is liable to be impeached even by a single shareholder. 
Justice Evershed, M.R. in Greenhalgh v. Ardene Cjnemas lld. ( I 95 1) said, "a 
special resolution would be liable to be impeached if the effect of it were to 
discriminate between the majority shareholders and minority sha rchol<lcrs, so as 
to give the fom1er an advantage of which the latter were deprived". 

Thus, where the majority of members of company 'A·. who wcte also members of 
company ' B', passed a resolution to compromise an action against company 'B' . 
The resolution was charged to be favourable to company ' B · but unfavourable to 
company ' A'. Held, the minority of t:ompany 'A' could gel the compromise set 
aside (Mtmicr v. Hooper' s Telegraph Works Lid.). 

4. Where an Act which requires special resolution to be ~ffective but has, in fact, 
been done by a simple majority. 

5. Where tlte personal rights of an individu al member hove hee11 infringed. As 
already noted, the principle of majority rule is applicable only lo thl! corporate 
membership rights of a member. lnfTingcment of a member's individual rights like 
right to vote, right to receive dividends, etc. , entitles him to proceed in his own 
nnme. 

6. Protection under tlte Companies A ct. The Companies Acl, 1956, vide certain 
specific provisions, extends protection to the minority shareholders by conferring 
certain rights on them: 
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(i) Variation of cl.ass rights. Where the share capital of a company is divided 
into different classes of shares, the rights attached to the shares of any class 
can be varied as provided in the memorandum or articles of the company with 
the consent of the 314th majority of the shareholders of that class. Where this 
is done and the rights are varied by the requisite majority vote, the holders of 
not less than 10 percent of the issued shares of thal class who had not assented 
to the variation may apply to the Court for the cancellation of the variation 
under Section 107. 

(ji) Scheme of reconstruction a11d a111i1lgamation. Section 394 provides for 
schemes of reconstruction and gives protection to minorities. No compromise 
or arrangement in connection with a scheme for the amalgamation of the 
company shall be sanctioned by the courl unless it bas received a rcpm1 from 
the Registrar that the affairs of the company have not been conducted in a 
manner prejudicial to the interest of its members or 10 public interest. 

(iii} Oppression and mismant1geme1tl The principle of majority rule does not 
apply to cases where Sections 397 and 398 arc applicable for prevention of 
oppre.~sion and mismanagement. A member, who complains that the affairs of 
the company are being conducled in the manner oppressive to some of the 
members including himseJf, may apply to the Court by petition under Section 
397. In 0.P. Gupta v. Shiv Genera l Finance (P) Lid. ( 1977), the Delhi High 
Court held, that a member 's right to move the Court under Section 397 was a 
statutory right and cannot be affected by an arbitration clause in the Articles 
of Association of a company. 

(iv) Rights of dissentient shareholders at the time of takeover bids. When an 
offer for the pu.rchase of aU the shares is receivt:d and the offer is accepted b y 
the holders of 90 percent of the shares. the parly making the offer may, on the 
same terms acquire the remaining shares a lso. But a notice is to be given to 
the dissenting shareholders who have a r ight to apply to the court praying that 
their shares should 1101 be allowed to be acquired. on the terms of the. scheme. 
On headng the parties concerned, the court mal<cs an order as it may think fit. 

9.5.2 Powers of Company Law Board for Prevention of Mismanagement 
and Oppression (Sections 397-399 and 402) 

Section 397 provides tbal any member of a company who complains that its affa irs are 
being conducted in a manner oppressive lo a1ly member or members (including any 
one or more of themselves) may apply to the Company Law Board under this section. 
With a view to bring an end the matters con1plaincd of, the Company Law Board may 
make such order as it thinks fit under this sec1 ion, if jt ts of opinion that- (i) the affairs 
of the company are being conducted in a manner prejudicial to public interest or in a 
manner oppressive to any member or members; and (ii) to wind up the company 
would uofairly prejudice the members who have lodged the complaint, but the court 
would be prepared to make a winding up order on the ground that it is just and 
equitable that the company should be wound up. 

An application may also be made under Section 398 to the Company Law J3oard by 
any members of a cotnpany who complain that - (i) the affairs of the company are 
being conducted in a manner prejudicial to public interesl or in a manner prejudicial to 
the interest of the company; or (ii) a material change has taken place in the 
management or control of the company and that by reason of such change, it is likely 
that the affairs of the company will be conducted in a manner prejucticial to public 
interest or in a manner prejudicial to the interests of the company. 



Afle-r hearing the pelition, the Company Law Board may pass such order as it t11inks fit. 

Persons Entitled to Complain. Section 399 specifies 1he persons who are entitled to 
apply to the Company Law Board, for relief in cases of oppression and 
mfamanagemcnt complained of in pursuance of Scctjons 397-398. The numbers 
necessary to make such application is: (i) in the case of a cornpaoy having a share 
capital, lOO members or 10 percent of the total number of jts members whichever is 
less, or members holding IO percent of the issued share capital; (ii) in the case of a 
company not having a share capital, 20 percent (one-fifth) of the total number of its 
members. The Central Government is empowered in an appropriate case to authorise 
any less~r number of members to make such application to the Company Law Board. 

Section 402 provides for the relief that can be provided by the Company Law Board 
and the CLB's order may include: (a) the regulation oftbe conduct of the company's 
affairs in future; (b) the acquisition of the shares or interesls of any members by other 
members or by the t:ompany; (c) the consequent reduction of the share capital in case 
of (b) above; (d) termination, setting aside or modification of any agreement, however 
arrived at, between the comrany and t.he manager, managjng director or nny other 
director; (e) termination. setting aside or modification of auy agreement between the 
company and any other person with rhe latter's consent; (f) setting aside of any 
trnnsft.T, delivery of goods, payment, execulion or other act relating to the property 
made or done by or against the company within three months of the application which 
would amount to fraudnlent preference in case of an individual's insolvency: (g) any 
olher matter for which, in the opinion of the Company Law Board, it is just and 
equitable that provi:..ion should be made. 

9.5.3 Po'"''ers of Central Government to Prevent Oppression or 
Mismanagement 

Section 408 empowers the Ceotral Government to prevent oppression or 
mismanagement by nominating directors on rbe Board of directors of a company. 

9.5.4 lovestigation 

Besides the aforesaid provisions, 10 rrcvent oppression or mismanagement by those 
who control the affairs of the company, the Acl contains certain provisions under the 
head Investigation. 

Check Your Progress 

Fill in the blanks: 

I. The arliclcs arc tbe protective shield for the majority of shareholders who 
compose the hoard of directors for carrying out their object a l. the cost of 
_ _ _ ___ of shareholders. 

2. Where tbe directors representing the majority of shareholders perform an 
_ _ ____ for the company, an individual s)1areholder has right to 
bring an aclion. 

3. _______ refers to an improper exercise of votjng power by the 
majority of members of a company. 

4. The _______ may bring an action against the company, where 
although !here is no fraud, there is a breach of duty by directors and 
majority shareholders to lhe detriment of the company. 

5. The principle of _ ______ is made appJfoable to tbc 
management of affairs of the company. The shart bolders pass rcsolutious 
on various subjects either by simple majority or by ___ _ _ majority. 
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• The concept of shareholders' democracy in the present day corporate wor)<l 
denotes the shareholders' supremacy in the governance of the business and affairs 
of corporate sector e ither directly or through their elected representatives. 

• Under the Companies Act the powers have been divided between two segments; 
one is the Board of D irec tors and the other is of shareholders. The directors 
exerc ise their powers through meetings of board of directors and shareholders 
exercise their power lhrough Annual General Meetings/Extra-ordinary General 
Meetings. 

• The general principle of company law is that every member holds equal rights 
with other members of the company in the same class. The sca le of rights of 
members of the same class must be held evenly for smooth functioning of the 
company. In case of diffcrence(s) amongst the members, the issue is decided by a 
vote of the majority. 

• Since the majority of the members arc in an advantageous position to run the 
company according to their cornma.nd, the minority shareholders are often 
oppressed. The company law provide for adcqualc protection for the minority 
shareholders when their rights a re trampled by the majority. 

• Tbc court will no1 usually intervene c:11 the ins tance of shareholders in matters of 
internal administration and will not interfere with the management of a company 
by its directors so long they arc acting within the powers conferred on them under 
the articles of the company. 

• The supremacy of the majority> h.oweve.r, does not prevail in all situatioos. There 
are certain acts which the majority of shareholders cannot approve or a fftrm. In 
such cases, any sh.areholder may sue to enforce obligations owed to the company. 
He brings the action as representative of the corporate intcre.'>l. 

• Any member of a company who complain that the affairs of the company arc 
being con<lucte<l in a manner prejudicia l lo public interest or in a manner 
oppress ive to any member(s) (including any one or more of themselves) may 
make an appl ica1ion to the Company Law Board by way of petition for relief. 

9.7 LESSON END ACTIVITY 

T he articles o f a company provided for the rnking of a poll at a general meeting o[ the 
company if so demanded by fi vc shareholders. At a general meeting the Chairman, in 
breach of the articles, declined to take a polL One of the shareholders brought an 
action on beha lf of himself and other shareholders against Lhc directors and company, 
seeking a declaration 1hat uccisions taken at the meeting were 1nvalid and seeking an 
injunction to restrain their implementation. Ar.e the shareholders competent to file the 
suit? 

9.8 KEYWORDS 

Democracy: Democrncy means the rnle of people, by people and for people. 

Oppression: As per Section 397( I) of Comparues Act I 956 has been defined as 'when 
affairs of the company are being conducted in a manner prejudicial to public interest 
or in a manner oppressive to any member or members'. 

Recoustructioll: When a company is suffering loss for several past years and suffering 
from financial difficullics, it may go for reconstrnction. 



Amalgamation: Amalgamation is defined as the combination of one or more 
companies into a new entity. 

9.9 QUESTIONS FOR DISCUSSION 

I. "A company is a democratic institution in whlch the majodty have a right to 
control the company". Do you support this statement? Give your comments in the 
rule laid down in Foss v. Harbottle. 

2. .Explain clearly the meaning of 'majority rule' as applied in managjng a i.;ompany 
registered under the Companies Act 1956. Are there any exccpuons to this ru le? If 
so, explain in the light of 1he statutory law and case law. 

3 . "The rule in Foss v. I-larbolt(e presently has lost its importance because of 
adequate statutory provisions made in the Compunies Act, 1956''. Discuss the 
adequacy of these provisions. 

4. "Majority wj ll have its way but minority must be allowed to have its say". Discu~s 
the above proposition with reference 10 prevention of oppression and 
mismanagement? 

5. Enumernte the powers of the Company Law Board to prevent oppression and 
mis01a nagernent. Whal arc the powers of the Central Governmc:ot to prevent 
oprrcssion and mismanagement? 

Check Your Progress: Model Answer 

I . Minority 

2. Illegal or ultra vircs act 

3. Fraud on the minority 

4. Minority shareholder 

5. Rule by majority. three-fourths 
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10.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Identify the types and methods of winding up 

• Discuss the liqu i<lators 

• Explain the dissolution of companies 

l 0.1 INTRODUCTION 

W inding up of a company is the process whereby its life is ended and its property 
administered for the benefit of its creditors and members. An administrator called a 
' liquidator' , is appointed and he takes control of the company, coHects its assets, pays 
its debts and finally distributes ,my surplus arnong the members in accon.lance with 



their rights. 1n simple words winding up means applying the assets of a company in 
the discharge of its liabilities and returning any stnl)lus Lo those entitled to it, subject 
to the cos1 of doing so. The sta tutory process by which this is achieved is called 
' liqu1dation'. Winding up of a company differs from insolvency of an individual 
inasmuch as a company cannot be made insolvent under the insolvency law. Besides, 
even a solvent company may be wound up. 

L0.2 TYPES AND METHODS OF WINDJNG UP 

A company may be wound up in any of the three ways: A. Compulsory winding up 
under an order of the Cou1t . B. Voluntary winding up. C. A voluntary winding up 
under the supervision of the Court. 

10.2.l Winding Up by the Court 

Winding up by the court, abo called compulsory winding up, may be ordered in cases 
mentioned in Section 433. The Court will make an order for winding up on an 
application by any of the persons enlisted in Section 439. 

Grounds for compulsory winding up [Section 433(3)]. A company may bt: wound up 
by the Court on the following grounds: 

Special resolutiou. The company may by special rcsolut..ion, resolv<:: that iL be wound 
up by lhc court The resolution may ht:: passed for any cause whaLSoevcr. However. tne 
court may noc order winding up if it finds it lo be opposc<l to publ ic interest or the 
inlcrc~Sl o f the company as a whole. 

Default i11 holdi11g staruiory meeting. If default is made m delivering Lhe :.tatutory 
repo11 to the Registrar or i.n holding the statutory mee1ing. the company may be 
ordered lo be wound up. Petition on this ground can be presented either by the 
Registrar o r by a contributory. Jf it has to be filed by any other person it should be 
filed before the expiration of 14 da)'l, after the last day on whjch the statutory meeting 
ought to have been held (Section 439 (7)]. 

Failure to commence business. Tf a company docs not commence hus1ness within a 
year from incorporation or suspends business for a whole year, it may be ordered to be 
wound up. Failure to commence or to carry on business is not treated as a ground for 
compulsory winding up unlt:ss the company has no intention of carrying on business 
or it has become impossible to do so. 

Reduction i11 membership. lf the number of members is reduced below the statutory 
minimum of 7 in a public company or 2 in a private company, lhe company may be 
ordered to be wound up. 

Inability to puy debts. The cowt may ord~ a company to be wound up if it is unable 
to pay its debts. According to Section 434, a company shall be deemed to be unable to 
pay its debts if: (a) a creditor for more than one lakl1 rupees has served on the 
company a t its registered office a demand under his hand requiri(lg payment and the 
company has for three weeks thereafter neglected to pay or socurc or compound Lbe 
sum to the reasonable sat1sfaction of the creditor; or (b) execution or other process 
issued on a judgement or order of any court in favour of a creditor of the company is 
returned unsa1jsfied in whole or in part; or (c) it is proved to the satisfaction of the 
court that the company is w,able to pay its debts, taking into ac-count iL'i contingent 
and prospeclivt::. ljabilitics. 

The provision that the court is to take into account the company's contingent and 
prospective liabi lit ies is important. A company which has to date paid nil its debts as 
they fell due mc1y still be ordered to be wound up if a consideration of its assets and 
liabilities shows tbat it will or may shortly be unable to do so. lnability is to be seen in 
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the commerciaJ sense of a rnnning enterprise and not in the sense of liquidation, i.e., if 
the company cannot ,meet its current demand, even though its assets, when realised, 
would exceed its liabilities, it will be deemed to be unable to pay its debt and ,may be 
wound up. 

But the important condition to be fulfilled is that the creditor should have a complete 
title to the debt and the debt must have become payable. Where there is a bona fi,de 
dispute regarding the debt, the company cannot be charged to have neglected to pay it. 

Just and equitable. The court. may also order for the winding up of a company if it is 
of the opinion that it is just and equitable that the company should be wound up. ln 
exercising its power on this ground, the court shall give due weight to the interest of 
the company, its employees, creditor~ an<l shareholders and the interest of the general 
public. The relief based on the just and equilablc clause is in the nature of a last resort 
when other remedies are nol efficacious enough to protect the general interests of 1hc 
company. While in the above fi ve cases dcfimt<.: conditions should be fulfi lled but in 
the 'just and equitable' clause the entire matter is left 10 the ' wi<lc and wise' direction 
of the C.LB. The winding up must be just and equitable not only to the persons 
applying but also to the company and 10 .:111 its shareholders [Hind Oversea::, Pvt. Ltd. 
v. R.P. Jhunjhunwala (J 977) ASJL. X!l[J. A few of the examples of 'just an<l 
equitable' grounds on the basis of which the CLl3 may order the winding up arc given 
below: · 

(i) When the substratum (f the company has gone. The substratum of a company is 
deemed to be gone where its objects have failed or become impossible of 
achievement. 

(ii} When there is a complete deadlock in the managemenl. A company will be 
wound up on this ground even though it is making good profits. Tn Re-Yenidje 
Tobacco Co. Ltd. A and B, the only shareholders and directors of a Private 
Limited company became so hostile 10 each other that neither of them would 
spe<1k to the other except through the secretary. Held, there was a complete 
deadlock and consequently the company was wound up. 

(iii) Where the company was formed for fraudu/enr or ilLegal pwposes. For th.is 
purpose, fraud in !he prospectus or in the manner of conduct ing company's 
business is not sufficient. 1t must be shown that the original object o[ creating the 
company was fraudulent or illegal [Re T. E. Brismead & Sons lid. ( I 897) 1 
Ch.45J. 

(iv) Where the principal shareholders have adopted an aggressive or oppressive 
policy towards the minority (R. Sabapathy Rao v. Sabapathy Press Ltd. AJR 
( 1925) Mad. 489]. However, the CLB will order winding up only when it is 
satisfied that it is impossible for the business of the company to be carried on for 
the benefit of the company as a whole because of the way in wh.ich voting power 
is held and used. 

(v) When the company is a 'bubble', i.e., it never had any real busincs~ [Re-London 
and Country Coal C. (1867) LR. 3 Eg. 365]. 

(vi) Where the business of the company cannot be carril!.d except at loss. But, mere 
apprehension on the part of some shareholders that loss instead of gain will result 
has been held to be no ground [Rc-Mahamandal Shastra Prakashik Samiti Ltd. 
(1917) J 5 All LT. 193). Similarly, in Re-Shah Steamship Navigation Co. [( 190 l) 
l O Born. L.R. I 07), it was that 'The Court (now CLB) wi II not be justified in 
making winding up order merely on the ground that the company has made losses 
and it was likely to make further losses' . 



(vii) Where a private company is in essence or subs1a11ce a partnership, it may be 
ordered co be wound up if such circumstances exist under which it would be just 
and equitable for the court to order for the dissolution of the parlnersh.ip finn. Jn 
Re~Davis and Coltett Ltd. [(1935) Ch. 693] one member improperly excluded the 
other, who held half the shares, from taking part in the company's business. HeJd, 
the company be wound up. 

(viii)Requiremenrs for Jnvestigatio11. Where directors were making alJegations of 
dishonesty against each other in respect of defalcations of the funds of the 
company, the company W-dS ordered ro be wound up on the ground that it was a 
case in which the conduct of some of the officers of the company required an 
investigation wruch could only be obtained in a winding up by the Court [Re 
Varieties Lrd. (1893) 2 Ch. 235). 

Who may p et.i1ion (Section 439). A petition for the compulsory winding up of a 
company may be presented by: (1) the company itself by the passing of a special 
resolution; or (2) any creditor or creditors, inc luding any contingent or rrospecti ve 
creditor or creditors; or (3} a contributory or contributories; or (4) any combination of 
creditors, company or contributories acting joinlly or separately; or (5) the Registrar; 
or (6) any person authorised by the Central Government, as per Section 243. (7) the 
official liquidator (Section 440). 

The compo11y [Section 439(1) (a)]. A company may make a petition for its winding 
up, when the members of the company have so resolved by passing a special 
resolu11on. Howcv~r, it is oot very common for comparues to apply for winding up 
orders since, if dt--sired. Lhey have only co pass a special resolution for voluntary 
winding up under Section 484 of the Act. But, \-vhere rhc <lire<:tors find the company to 
be insolvent due to circumstance5 which ought to be investigated by the CLB, they 
may file a petition for wio<ling up order on behalf of the company. 

Creditor's petitiun /Section 439(1) {b)J. A creditor has a right to a winding up. If he 
can prove lbat he claims an undisputed debt and that tbe company has failed lo 
discharge it. The word 'Creditor' includes secured creditor, debenture holder and a 
trustee for debenture holders. rt is not even necessary that the secured creditor sbould 
give up his security (ln Re-India Electric Works (1969) 2 Comp. LT. '169). A 
contingent or prospective creditor (such as the holder of a bm of exchange not yet 
matured or of dc;bentttre5 not yet payable) is also entitled lo petition for winding up lbe 
company. But, he must give a reasonable security for costs and estanlish a prima facie 
case for winding up [Section 439 (8)). 

Sometimes a creditor's petition is opposed by other creditors. Jn sucb cases the CLB 
may ascenain the wisht.-s of lhc majority of the creditors. However, the opiruon of the 
majority of creditors docs not bind lhe court. Tbe questton will ultimately depend 
upon the stale of the company. If the company is commercially insolvent and tbe 
object of trading at a profi.1 cannot he auaincd, winding up order will fol.low as a 
matter of course. 

A creditors' petition is generaJJy based on the ground that the company is unable to 
pay its dcbls. He will not ordinarily be be-drd to urge that a windjng up order should be 
made because the substratum of the company is gone which is usually the proper 
concern of tbe company's shareholders [Bukhtiarpur Bihar Light Rly. Co. Ltd. v. 
Union of India, AIR (1954) Ca!.499). However, 1f tbe debt of a petitioning credjtor is 
disputed no order for winding up can be made [Md. Amin Bros v. Dominition of 
India, AJR (l952) Cc1 l. 323]. 

Comributory's petitio11 /Section 439{)) (c)j. A 'contriburnry' means any person liabJe 
to contribute to the assets of a company in the event of its being wound up. But for 
this pmposc the term ·contributory' includes a holder of fuUy J?aid shares. A 
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' contributory', howcvei.-, may pet1L10n only: (i) on the ground that the number of 
members js reduced below the statutory minimum of seven members in case of public 
company and two in case of a private company; (ii) on any other ground if the shares 
in respect of which he is a contributory or some of them were originally a llotted to 
him, or/have been held by hjm and registered in his name for atlcast six out of the 
eighteen months preceding UJe commencement of the winding up, or/have devolved 
upon him through the death of the former holder. 

Example: A transfer though executed and starnped in June, l 997, was regis tered in 
October, 1998. The shareholder presented a winding up petition in December, 1998. 
Held: the petition was not valid s ince she bad not held shares for six months as 
required by the Act. 

A holder of fully paid shares is a contributory for the purpose of a petition not becau se 
he is liable to contribute but beca use he may have an interest in the assets in a winding 
up. The section provides: " A contributory shall be entitled to present a petition for 
winding up a company notwithstanding that he may be the holder of fully paid-up 
shares, or lhat the company may have no assets at a ll or may have no surplus assets 
left for distrihulion among the shareholders after the satisfaction of its liabilities". 

The legal rcpresent.ativc of a deceased shareholder may petition. Even an insolvent 
shareholder, whose name is still there on the register, may, at the instance of tbc 
assignee, p etition. 

Joint Petitwn {Section 43 9(1) (d)J. 13y a ll or any of the parties specified above. This 
means that any combination of the company, the creditors and the contrjbutories can 
present a petition for winding up_ 

The Registrar {Section 439{1)(e)j. The registrar may file a petition where: (i) a 
default is made in delivering lhc statutory report to him or jn holding the sta1utory 
meeting; or ( ii) the company has not commenced its business with·in a year fro m its 
incorporation: or (iii) the number o[ its members has fallen below the statutory 
minimum; or (iv) the fina ncial condition of the company, as disclosed in its balance­
sheet or from the rep011 of a special auditor appointed under Section 233A or any 
inspector appointed under Section.~ 235 to 23 7 it appears rhat it is w,ablc to pay its 
debts; or (v) it is just and equitable that the company be wound up. 

The petition on the ground of default in delivering the statutory report or holding the 
statutory meeting cannot be presented before the expi ration of \4 days after tbc last 
day on wh ich the statutory meeting ought to have been held. !n any case, the registrar 
cannot present the petition unless sanctioned by the Central Government. 

Central Govemment Petition (Section 243). The Central Government may petition 
for winding up where it appears from the report o[ inspectors appointed to investigate 
the affairs of a company under Section 235 th<1l the business of the company has been 
conducted for fraudulent or unlawful purposes. T he Govern ment may authorise any 
person to act on its behalf for the purpose [Section 439( I )(b)]. 

Official Liquidator's Petition (Section 440). An offic ial liquidator may present a 
petition for winding up by the Court \ \~1cre a company is being wound up voluntarily. 
The Court, however, shall not make a winding up order unless it is satisfied that the 
voluntary wjnding up cannot be continued wit h due regard to the interest of the 
creditors or contributories or botb. 

Commencement of Winding Vp (Section 441). The winding up o[ a company by the 
co·urt shall be deemed to commence al the time of the presentation of the petition for 
the winding u p. lf no order for winding up js made and the winding up p etition is 
dismissed, the dale of presentation of tbe winding up petition has no relevance. As 
such, until winding up o rder is made, the company will have to comply with the 



requiremcnis of the Companies Act as are required if company not wound up. Also rbe 
word'> 'shall be deemed to commence' indicate th.at although the winding up of a 
company does not 1n fact commence al the time of Lbe prcsentatfon of the petition, it 
nevertheless shall be taken to commence from thal time if and wben the winding up 
order is made. However, where before the presentation of a petition for the winding up 
of a company by the Court, a resolution has been passed by the company for voluutary 
winding up, the winding up of the company is deemed to have commenced at the Lime 
of the passing of the resolution. 

Prncedure flJr winding up order 

The winding up petition mus, be presented to the Court. 

After the presentation of the petition but before the hearing, application may be rna<.I~ 
to the Cot111 either by the company, credit0r or contributories: to appoint a pn,visional 
liqui<.la LOr to safeguard the assets pending the bearing. Before making such 
appointment, however, the Court must give notice to the company so as lo enable it to 
make its representation in the matter unless, for reasons to be recorded in writing, it 
think.~ fit to dispense with such notice. The powers of the provisional liquidator are the 
same as those of a liquidator unJess limited by the Court (St..-ction 450). 

On hearing a winding up petition, the Court may [Section 443() )): (i) dismiss it, with 
or without costs; or (ii) adjourn tbe hearing conditionally or unconditionally; or 
(iii) make any inicrim order that it thin.ks fit; or (iv) make an order for winding up the 
company with or without cosrs, or any other order rhat it th.inks fit. 

The Court cannot, however, refuse to make a winding up order on the ground only 
th.it the assets of the company have been mortgaged lo an amount equal 10 or in 
ex.cess of those assets or tba1 the company has no assets. ''Where the petition is 
presented on the groun<.l that it is just and equitable that the company should be wound 
up, the Court may refuse to make an order of winding up if it is of the opinion that 
some 01her remedy is available lo the petitioners and that they are acting unreasonably 
in seeking to have the company wound up instead of pursuing tbat other remedy'' 
[Section 443 (2)). 

Where Lhe petition is presented on the grounds of default in delivering the statutory 
report to the registrar or in holding the statutory meeting, the Coun may: (a) instead of 
making a winding up order, direct thal the statutory report shall be delivered or tha t a 
meeting shall be held; and (b} order the costs to be paid by persons who, in the 
op inion of the cour1, are respons ible for the default [Sc::ction 443 (3)]. 

ln all matters rela ting to the winding up of a company, lbe Court may bave regard to 
the wishes of creditors or contributories of the company as proved to it by any 
sufficic::nt evidence and for the purpose may direct that their meetings may be held or 
conducted as directed by the court (Section 557}. 

Conse<Juence of winding up order. The consequence of winding up order through 
court arc as follows: 

1. The Cou11 must, as soon as lhe winding up order is made cause intimation thereof 
to be sent to the officia l Jiquidator and the Registrar (Section 444). 

2. The peti1ioncr and the company must also file with the Registrar within 30 days a 
certified copy of the order [Section 445(1)]. Tbe Regis1rdt should file with himself 
a certified copy of lhe winding up order of the Court when himself is a pclitioner 
under Section 439. If default is made in filing the certified copy of Lbe order, the 
petitioner, or the company and every officer of the company who is in default, 
shall be punishable with fine uplo ~1 ,000 for everyday during which the default 
conlinues (Section 445). 
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3. The Registrar should then make a minute of the order in his books relating to the 
company and notify in the Official Gazette that such an order has been made 
[Se,ction 445(2)). 

4. The order [or winding up is deemed to be a notice of discharge to the officers and 
emp loyees of the company, except when the business oft he company is continued 
[Section 445(3 )]. 

5. The order opcralcs in the interests of all the creditors and all the contributories, no 
maller who in fact asked for it (Section 447). 

6. The Offi<.:ial L iquidator. by virtue of bis office becomes the liquidator of the 
company and takes possession and control of the assets of the company (Section 
449). 

7. All actions and suits against the company arc stayed, unless the Court gives leave 
to continue or commence proceedings (Section 446). 

8. All the power of the Board of Directors cease and the same are then exercised by 
the liquidator [Sections 491 & 505). 

9. On the commencement oC winding up, the limitation ceases lo run in favour of lhe 
company. 

l 0. Any dispos.ition of the property of the company and any transfer of shares 111 the 
company or alteration in the s1atus of members made after the commencement of 
winding up shall, unlcs!i the Court otherwise orders, be void [Section 536(2)j. 

11. Any attachment, distress or execution put in force, without leave of the Court, 
against lhe estate or effects of the company after the commencement of the 
winding up shall be void [Section 537 (a)l but not for clues payable to Government 
[Section 537(2)). 

l 2. Any saJe held, without leave of the Court, of any of the properties or effects of the 
company afkr the commencement of winding up shall be void [Section 
537(b)]. l3. Any 0oating charge created within 12 months preceding the 
commencement of winding up is void unless it is proved that the company after 
the creation of the charge was solvent, except as to, any cash advanced at the time 
of or subsequent to the creation of the charge or to any interest on that amount @ 
5% or such other rate notified by the Central Government (Seclio□ 534). 

The secured creditor is outside the winding up and can realise his security without the 
leave of the Court . 

Statement of affairs to be made to the liquidator (Section 454). When a winding up 
order 1s made by the Coun, the directors of the company must rnal<e to the liquidator a 
statement as to the affairs of the company, stating the following particulars: (i) the 
debts and liahiutics of the company; (ii) the assets of the company, showing S<..."J)arately 
the cash in hand and in bank, if any; (iii) the name, residence and occupation of each 
creditor stating separately the amount of secured debts and unsecured debts; (iv) the 
debts due to the company and the name, residence and occupation of each person from 
whom the sum js due and the amount likely to be realised therefrom. 

The object of such a statement is to give the liquidato( an idea as to the financial 
affairs and liabililies of the company. The creditors and contributories of the company 
can inspect the statement. The statement shoulcl be made within 21 days (or such 
extended time not exceeding 3 months as the official Uquidutor or Court may for 
special re.asons aJlow) a:ftc-r the relevant date. 

The relevant dale is the date of the wit1ding up order hy the CLB or where a 
provisional liquidator is appointed, the <late of his appointment. The stateme.nt must be 
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submilled and verified by affidavit by one or more of the persons wbo, at the relevant 
<late arc the Directors and by the person who at that time is the Manager, Secretary or 
other Chief Officer of the company. 

Defau lter sba II be punishable with imprisonment upto 2 years or with fine upto < I ,000 
for everyday during which default continues or with both. 

Committee of i11spectio1L The Court may, ai the time of making an or<lec of winding 
of a company or at any time thereafter, direct lhai there shall be appointed a 
committee of inspection to act with the liquidator. fn such a case the liquidator must, 
within 2 months from tbc date of such direction convene a meeting of the creditors of 
the company for the purpose of determining who are to be members of the committee. 

Within 14 days from the date of the creditors meeting (or such further time as the 
court in irs direction may grant for the purpose), the liquidator should convene a 
meeting of the contributories to consider the decis ion of the creditors' meeting with 
respect to the membership of the committee. It is open lo the meeting of the 
comributories to accept the decision of Lhe creditors' meeting with or without 
modifications or to reject it. 

The liquidator must apply lO the Court for directions as lo what tht! compo~ition of the 
<.:ommitt(!c shall be and who shall be members thereof. However, it will not be 
necessary to seek directions in this regard where Lhc mt:clmg of the contributories 
accepts the decision of the credjrors' meeting in its entirety. 

Section 465 provides: ( i) a committee of inspection cannot have more than 12 
members; (ii) the committee shall have the right to inspect the accounts of the 
liquidator at a ll n::asonablc times; (iii) it must meet at such times as it may from time 
to time appoint and tbc liquidator or any member of the comm.inee ma y also call a 
meeting of the committee as and when he lhinks necessary; (iv) the quorum for the 
meeting of the committee shall be 113rd of the total number or l WO whichever is 
higher; (v) a member of the committee may resign by notice io writ ing. But where a 
member of tbc committee is adjudged an insolvent or compounds or arranges with his 
creditors, or is absent from five consecutive meetings of the cornmi11cc without the 
leave of the n1embcrs, he sha II cease to remain a member. 

General powers ufth.e Court 

I. Power of Court to stay winding up (Section 446). The Court may at any titne 
after making a winding up order (on the application either of the Official 
Liquidator of any creditor or contributor and on proof to the satisfaction of the 
CLB th.ar aU proceedings in rela tion to the winding up order be stayed) make an 
order staying the proceedings either altogether or for a limited cjme, on such terms 
and conditions as the C'LB thinks fit. 

2. Settlement of the list of contribntori.es (Section 467). The Court has the powec lo 

cause the assets of the company to be collected and applied in discharge of its 
Uabilities. For th.is purpose the court has the power to make a list of conlributories. 
in settling the list of contributories the CLB shall distinguish between those wbo 
are contributories in their own right and those who are contributories as being 
representatives of, or liable for the debts of others. 

3. The power to make calls (Section 470). The Court is empowered 10 make calJ on 
all or any of the contributories to the extent of their liability. 1t should be noted 
that no statutory liability for an unpaid call can be st:L off against a crcdir except in 
the following cases: (a) in the case of an unlimited company, a contributory may 
set off his debt against any money due to him from the company on any 
independent dealing or contract with the company. But no set oIT is allowed for 
any money due t.o rum as a member of the company in respect of any dividend or 
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profit; (b) if, in the case of a limited company, there is any director or manager 
whose liability is unlimited, he shall have the same right of set off as described in 
(a) above; (c) in the case of any company, whether limited or unJimite<l when all 
the creditors have been paid in full, any money due on any account whether to a 
contributory from the company may be allowed to him by way of set off against 
any subsequent call. 

4. Payment in.to hank of moneys due to company (Section 471). The Court may 
order any contributory, purchaser or other person from who any money is due to 
the company to pay the money into the public account of India in the Reserve 
13ank ofJndia instead of to the liquidator. 

5. Power to exclude creditors not proving ill time (Section 474). The Court may fix 
a time or times within which creditors are to prove their debts or claims. In such a 
case, if the creditors fail to establish their claims in time, they may be excluded 
from the benefit of any distribution made. 

6. Adjustment of rights of contributon·es (Secti,m 475). The Coun is empowered to 
adjust the right of the contributories among themselves and distribute any surplus 
among the person entitled thereto. 

7. Power to order costs (Section 476). The Court may, in the event of assets being 
insuffic ient to !-atisfy the liabilities, make an order for the payment out of the 
asset, of the costs, charges and expenses incurred in the winding up, 1n suc.:h order 
of priority inter se as the court thinks just. 

8. Powel' to summon persons smpected of having property of co111pa11y, etc. 
(Section 477). The Court may summon before it any officer of the company or 
person known or suspected to have in his possession any properly or books or 
papers of the company or known or su~vectcd to be indebted to the company. Any 
such person may be examined on oath. The Court may also require him to produce 
any books and papers in his custody o.r powc.r relating to the company; but where 
he claims any lien ou books or paper~ produced by him, the production must he 
without prejudice to that lien. 

If any officer or person summoned, after bejng paid or tendered a rea~onablc su m 
for his expenses, fails to appear before the Courl at the time appointed \vithout any 
valid .reason., the c.:ourt may cause him to be apprehended and brought before the 
Court for examination. 

9. Power to order public examination of promoter, directors, etc. (Section 478). 
WJ1ere the Official Liquidator has made a report to the Court, stating that in his 
opinion a fraud has been committed by any person in the promotion or formation 
of the company, or by any officer of tbe company since its formation, the CLB 
may direct that person or officer may c1ppear befor.e the Court ,mct be puhlicly 
examined. Examination shall relate to the promotion or formation or the conduct 
of the business of the company, or as to his conduct and dealings as an officer 
thereof. Official Liquidator, any creditor or contributory may lake part in such 
exa rru nation. 

The Court may put such questions to the person examined as il thinks fit. The 
person shall be examined oo oath and must answer all such questions as the CLB 
may put or allow to be put, to bim. Notes of the examination must be taken in 
writing and must be read over to or by a nd signed by the person examined and 
may thereafter be used in evidence against him. Statemt:nt so recorded sbaU be 
open to the inspection of any creditor or contributory at all reasonable times. 

10. To order the appointment of a committee of inspection. (Already discussed) 



11. Power w on·est a contributory intending to abscond (Second 479). At any time 
(either before or after making a winding up order), the Court may, on proof of 
probable cause for believing tba1 a contributory is about to quit India or otherwise 
to abscond 01 is about to remove or cancel any of his property, for the purpose of 
evading paymeol of calls or of avoidfog examination in respect or the affairs or 
the company, cause: (a) tile contributory to be arrested and safely kepl until such 
time as the Court may order; and (b) his books and papers and movable property 
be seued and safely kept until such time as the court may order. 

12. Pmver to order for dissolution of the compuriy (Section 481). When the affairs of 
a company have been completely wound up or when lhe Court is of the opinion 
that the liquidator cannot proceed with the winding up of a company for want of 
funds and assets or for any other reason whatsoever and it is just and reasonable in 
the citcumstanccs of the case that an order of dissolution of the company should 
be made, Lhe Courl shall m:1ke an order t hat the company be dissolved from the 
date of Lhe order. The liquidator must, within 30 days, send a copy of the order to 
the Registrar who shall make in his books a minute of the dissolution of the 
company. If he makes a default in forwarding a copy as aforesaid, he shall be 
punishable with fine which may extend to ~500 for everyday during wh.ich the 
default continues. 

On the exp iry of 5 years rrom 1be date of tlissoluuon, the name of the company 
should be struck off the Register. Out within 2 yr.:ars of the date or the dissolution 
on application by tbc liquidator of the company or by any other person who 
appears to the Com1 to be interested, the Court may make an order, upon such 
terms as the Court thinks fit. declaring the dissolution to ha ve been void. After 
such an order is passed, such proceedings may be taken as might h::1ve been taken 
if the compaoy had not been dissolved (Section 559). 

10.2.2 Voluntary Winding Up 

Winding up by rhe creditors or members without any inlervention of the: Court is 
called 'voluntary winding up' . In voluntary winding up, the company and its creditors 
are left to settle their affairs without going to the CLB for directions or orders if and 
when necessary. Winding up should not be confused with insolvency. Company may 
be solvent and running a prosperous business yt:I it may decide to he wound up 
voluntarily, e.g., in pursuance ofa scheme of reconstruction o.r ama lgamation. 

A company may be wound up voluntarily: ( I) if the company in general meeting 
passes an ordinary resolution for voluntary winding. up where the period (ixed by the 
A.rbclcs for lhe duration of the company has expired or the event b:.is occurred on 
which under the Articles the company is to be dissolved; (2) if lhe company resolves 
by special resolution that it shall be wound up volunt<irily (Section 484). 

When a company has passed a resolution for voluntary winding up, it must within 14 
days of the passing of 1he resolution, give notice of the resolution hy advertisement in 
Official Gazene and also in some newspaper circulating in the <.hstrict where the 
registered office of the company is situated. lu case of default, the company and every 
officer of the company who is in default shall be punjshable witb .fine wruch may 
extend upto ~500 for every day during which the default continues (Section 485). 

Co11seque11ces of 110/1111tury winding up. The consequences of voluntary winding up 
arc as follows: 

I. A voluntary winding up is deemed to commence at lhe time when the resolution 
for voluntary winding up is passed (Section 486). This will be so even when after 
passing a. resolution for voluntary winding up, a petition is presented for winding 
up by the Courl (Section 441). 
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2. The company, from the commencement of winding up, must cease to carry on its 
business except so far as may be required to secure a beneficial winding up 
although the corporate state and powers of the company continue u ntil final 
dissolution (Section 487). 

3. All transfer of shares and alterations in the status of members, made after the 
commencement, are void unless sanctioned by the liquidator tScction 536). 

4. A resolution to wind up voluntarily operates as notice of discharge lo the 
employees of the company (Fowler v. Commercial Times Co.) except: (a) when 
the liquidation is only with a view to ' reconstruction' [Midland Counties Bank 
Ltd. v. Attwood ( 1905) 1 Cg. 357) or (b) when business is continued by the 
liquidator for the beneficial winding up of the company. 

5. O n the appointment of the liquidator, all the powers of the Board of Directors, 
managing director or ' manager' shall cease except (Section 491 ): 

(a) for the purpose of g iving noLice 10 tht: Registrar about the mime of the 
liquidator appointed, or 

(b) insofar as the company in general meeting or 1hc liquidator may sanction tlte 
continuance. of their powers. 

10.2.3 Types of Voluntary Winding Up 

Voluntary winding up may be of three types: (a) Members' Voluntary winding up ; 
(b) Creditors' Voluntary winding up; (c) Voluntary wind ing up under supervision o f 
the Court. 

10.2.4 Members' Voluntary Winding Up 

Members' Voluntary winding up is possible only when the company js solvent and is 
able to pay its liabilities in full. Following a re the important provisions regarding 
members' voluntary winding up. 

J. Declaration of solvency (Section 488). Where it is proposed to wind up a 
company voluntarily, its directors, or in case the company ha~ more thao two 
directors, the maj ority of the directors, may at a meeting of the Board, make a 
declaration verified by an affidavit, to the effect that they have made a full enquiry 
into the affairs of the company and that having done so, they have formed the 
opinion that the company has OQ debts, or tha1 it will be able to pay its debts in 
full with.in such period not exceeding 3 years from the commencement of the 
winding u p as may be specified in lhe declaration. ln order to be effective, this 
declaration must be: 

(i) made within five week<. immediately preceding the date of passing of the 
winding up resolution by the members; 

(ii) dcUvered to the Registrar for filing before the said date; 

(iii) accompanied by a copy of the report of the auditors of the company on the 
profit and loss account prepared since the date of the last account and the balance­
sheet of the company made out as on the la::;t mentioned date and also embodies a 
statement of the company's assets and liabil ities as al that date. 

Any director of a company making a declaration under this section without having 
reasonable grounds for the opinion that the company will be able to pay its debts 
in full within the period specified in the declaration, shall be punishable with 
imprisonment for a term which may extend to six-months, or with fine upto 
~5,000 or with botJ1. lf the company is wound up in pursuance of a resolution 
passed within the perio d of five weeks a_ftcr mt.1king lhc decJaration, but its debts 



are not paid or provided for jn full with-in the period specified jo the declaration, it 
shall be presumed, until the contrary is shown, that the director did not have 
reasonable grounds for his opinion. 

Jf the above provisions are not complied with, the winding up shall not be a 
members' voluntary winding up [Vosjca vs. Janda Rubber Works AJR (1950) East 
Punjab 180) and in such case provisions (Sections 490 and 498) relating to 
members voluntary winding up cannot app ly and if liquidator is appointed in 
pursuance of Section 490 or 498 such appointment would be bad in law. ln such a 
case 1hc provisjons relating to crcclitor's voluntary winding up (Sections 500-509) 
should be followed and the violation of these provisions will make the winding up 
proceedings void ab initio (M. KakshmiaJ1 v. Registrar of Companies, 
Trivandnim- unreportcd case decided by lhc K.erala High Court) and if default is 
made io calling a meeting of the creditors then the co,npany and the directors as 
the cosc may be, shall be punishable wit h fine which may extend to ~J0,000 and 
in case of default by the company, every officer of the company who is in default, 
!{hall be liahle to the like punishmenl [Section 500 (6)). The court may, jf moved 
by the compa ny or its shareholders, instead of treating the winding up proceedings 
as invalid, <lirct;t the company to convene the creditors meeting [Light of Asia 
Insurance Company, I.LR. 1940 (2) Cal.325]. The above rules will be applicable 
even where a declaration of solvency has been filed but in accordance with the 
provisions of Section 488(2). 

The company, however, may pass a fresh resolution for its winding up the a1lcr 
and complying witb the requ irements of Section 488 (Declaration of Solvency}. 

2. Appointment and remuneration of liquidators {Seclion 490). The company in 
general meeting must· (a) appoint one or more liquidators for the purpose of 
winding up the affairs and distributing the assets of the company; and (b) fix the 
remunenition, if any, to be paid to be liquidator or liquidators. 

Any remuneration so fixed cannot be increased in any circ\lmstances wllatever, 
whether with or without the sanction of the court. No liquidator shal I take charge 
of his office un less his remuneration is fixed. Further, if a vacancy occurs by 
dt:ath, resignation or otherwise in the office of the liquidator appointed by the 
company, lhe company in general meeting may, subject to any arrangement wi th 
its creditors, fill the vacancy. For this purpose a meeting may be convened by any 
contributory or the continuing liquidator or by the court on the applicat'ion of any 
of them (Section 492). 

3. Board"s power to cc.1sc. On the appointment of a liquidator, all the powers of the 
Board of Directors and of the Managing or wholetime directors or manager shall 
cease except for purpose of gjving a notice of such appointment to the Registrar. 
But thei r powers may continue if sanctioned by the general body or by the 
liquidator so far as 1hc sanction applies (Section 491 ). 

4. Notice of appointment of liquidator to he given to registrar (Section 493}. The 
company must give notice to the Registrar regarding the appointment of liquidator 
wjth.in IO days of his appointment In case of default, the company anJ every 
officer of the company (jncluding liquidator) who is in defaull shall be puoishabJe 
with fine which may extend to i1,ooo for everyday during which tbc default 
continues. 

5. Power of liqujdator to act:ept shares, etc., as considcratioa of sale of property of 
the company (Section 497). The liquidator may accept shares, policies or like 
interests in cons ideration of the sale of the company's unde11aking to another 
company, wit:h an objective to distribute them amongst the members of transferor 
company, provided: (a) a special resolution is passed by the company to that 

155 
Wmding Up o f Companies 

http:gener.ll


256 
Indian Companie:. Act 

effect; and (b) he purchases the interest of any dis!>enting member at a price to be 
determined by agreement or by arbitration. 

The money to the dissenting members should be paid before the company is 
dissolved and should be raised in such manner as may be determined by special 
resolution. 

6. Duty of liquidator to call creditor' s meeting in case of insolvency (Section 495). If 
the liquidator is at any Lime of opinion that the company will not be able to pay its 
debts in full within the period stated in the declaration of solvency, or that period 
has expired withour the debts having been paid in full, he must forthwith summon 
a meeting of the creditors and must lay before the meeting a statement of the 
assets and liabilities of the company. lf he fails to comply with the above 
n::quiremeots, he shall be punishable with fine which may extend to ~5,000. 

7. Duty of the liquidator 10 ca ll general meeliog at the end of each year (Section 
496). ln case winding up continues for more than one year the liquidator must: (a) 
call a general meclmg of the company at the end of the first year from the 
commencement of winding up and at the end of each succeeding year. or as soon 
thereafter as may be convenient within 3 months from the end of the year or such 
longer period as the Central Government may a11o·w: and (b) lay before the 
meeting an account of his acts and dealing and of the conduct of the winding up 
during the preceding yl::llr. 

8. Final meeting and dissolution [Section 497). As soon as the affairs of the company 
arc fully wound up, 1he liquidator must : {a) make up an account of the wjnding up 
showing how the winding up has been conducted and the property of the company 
ha:i been disposed of; and (b) call a gcneraJ meeting of the company for the 
purpose of laying the account before it, and giving any explanation thereof. 

The meeting must be called by advertisement specifying the time, place and object 
of the meeting and must be published atJeast one month before the meeting in the 
Official Gazette and also in some newspaper circu lating in the district wht.Te the 
registered officl:!- of the company is situated. 

With.in one week after the meeting, the liquidator must send to the Registrar and 
the Official Liquidator each, a copy of the account and the return regarding 
holding of the meeting. Jn case quorum was not present at the meeting calleu, he 
must report accordingly. 

On receipt of the above documents, the Registrar will register them and the 
offkial liquidator shall make a scrutiny of the books and papers of tbe company 
and report to the CLB, the result of his scrutiny. If the (cpo1t of the Official 
Liquidator shows that the affairs of the company have not been conducted in a 
maimer prejudicial to tbe interest of its members or to public interest, then, from 
the date of submission of report of the CLI3, the company shall be deemed to be 
dissolved. In the case of an unfavomablc report, the CLB shall dfrect the Official 
Liquidator 10 make a further investigation of the affairs of the company. On 
receipt of the report of the Official Liquidator on such further investigation, the 
CLB may either make an order that the company stands dissolved with effect from 
tJ1e date specified in the order or make such order as the circumstances of the case 
brought out in the report permit. 

J0.2.5 Creditors' Voluntary Winding Up 

The procedure in a creditors' voluntary winding up is based upon the assumption that 
the company is insolvent. From the beginning, meetings of creditors arc held in 
addition to those of the members. The chief power to appoint the liqujdator is in the 



hands of the creditors and there is provision for the appointment of a committee of 
inspection, if de.qircd, LO which is left the fixing of the liquidator's remuneration. The 
detailed provisions as enlisted in Sections 500 to 509 arc given below: 

Meeting of Creditors (Section 500). When no statutory declaration of soJvency has 
been made and filed as required by the Act, the Board of DiTeclors, acting on behalf of 
the company must summon a meeting of the creditors, for the same day or the next 
day after the meeung at which the resolution for voluntary winding up 1s to be 
proposed. The notice for the meeting has to be sent by post to the creditors 
simullaneuusly with the sending of the notices of the meeting of the company. Notice 
of the meeting should also be advertised in the Official Gazette and in two newspapers 
circulating in the district of the registered office or principal place of business of the 
company. 

The Board of Directors must prepare and lay before the meeting a statement of the 
position of the company's affairs. together with a list of its creditors and the estimated 
amounts of their claims. Violation of Section 500 is punishable with fine which may 
extend to ~10,000. 

Notice to registrar. A copy of any resolution passed al lhc creditors' meeting must be 
filed wilh the Registrar within IO days of the passing thereof. If default is made then 
tbc company and every guilLy officer shall be punishable with fine which may extend 
to t500 for every dl:ly of the default (Section 50 l ). 

Appoi11t111e11t uf liquidator {Sectiou 502). The t.'Tcditors and the rnembcr.; at their 
re~-pe<.;tive first meetings may nominate a person to be hquidl:ltor for the purpose of 
winding up the affairs and distributing the assets of the company. If the creditor an<l 
1hc mcmoers Jlominate different pcrsoru;, the creditor's nominee will as a rule by the 
liquidator . 

.13ut any director, member or c,'feditor may apply to the court for an order that the 
company's nommcc or the Offo.:ial Liquidator or som.e olber person should be 
appointed. If no person is nominated by the creditors, lhc members' nominee shall be 
the liqu,dat.or. Vacancies in the office caused by death, resignation or othl!rwisc may 
be filled by creditors, except where the liquidator was originally appointed by or by 
the direction of the couct. when the court will on application fill the vacancy. 

Cummittee of inspection (Section 503). The eremtors at their first or any subsequent 
meeting may, if they think fit, appoint a committee of inspection of not more than fi vc 
members. lf such committee is appointed, the company may, either at the meeting at 
which the winding up resolution is passed, or at a later meeting, appoint five persons 
to serve on the committee. If the creditors object against tbc persons appointed by the 
company. then the matter will be referred to the court for tbe Jina! decision. The 
powers of such committee are lhe same, as those of a Commiuee of Tnspection 
appoin1cd in a compulsory winding up. 

Fixing of liquidator's remufleration (Sectiou 504). The remuneration tO be paid to 
the liquidator or l1q_uicfators has to be fixed by the committee of inspection or if there 
is no much commillce, by the creditors. Where the remuneration is not so fixed, it 
must be determined by lhc court. Any remuneration once fixed sha ll not be increased 
in any circumstances, whatever, whether with or without sanction of the courl . 

Board'.-. powers to cease on appoi11tment of liquidator (Section 505). On the 
appoiotmcnt of liquidalor, all the powers of the Board of Directors shall cease, except 
in so far as tbe committee of inspection, or if there is not such committee, the creditors 
in general meeting, may sanction the continuance thereof 

Duty uf liqui<lator flJ call meeting of compa11y and of creditors at 11,e end of each 
year [Secfio11 508/. fn Lhe event of the wjnding up continuing for more than one year, 
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the liquidator must call a general meeting of the company and a meeting of the 
creditors at the end of the first year, from the commencement of the winding up and at 
the end of each succeeding year, or as soon thereafter as may be convenient within 3 
months from tbe end of the year or such longer period as the Central Government may 
allow. Further, he may lay before the meeting an account of his acts and dealings and 
of the conduct of winding up during the preceding year, together with a statement in 
the prescribed form and containing the prescribed particulars with rcspecl to the 
proceedings and position of the winding up. 

Final meeting and dissolittion (Section 509). As soon as lbe affairs of the company 
are fully wound up, the liquidator must: (a) make up an account of the winding up, 
showing how the winding up has been conducted and the property of the company has 
been disposed ot; and (b) call a general meeting of the company and a meeting of tbe 
creditors for the purpose of layiug the account before the meeting and giving any 
explanation thereof. 

Each such meeting must be called by advertisement and must specify the time, place 
aJ1d objects thereof and must be published atleast one month before the meeting in the 
Official C,a7.ette and also in some newspaper circulating jn the distri.;t where the 
registered office of the company is situated. 

Within one week after the date of the meetings, the liquidator shall send to the 
Registrar and tht: Official Liquidator a copy of tile account and a return of the meeting 
held [Section 509 (3)]. 

The Official Liquida\or, after scrulioy of tl1e books and papers of the company, shall 
rnakt: a report Lo the court. lfthis report states that the affairs oftbe company have not 
been conducte<l in a manner prejudic ial to tbe interest of the company or public then 
from the date of the submission of the report the company sh.all be deemed to he 
dissolved; otherwise the court w:ill ask Official Liquidator to make further 
investigation and may, atter that report, order that the company shall stand dissolved 
froin the specified date [Section 509 (6)]. 

I 0.2.6 Distinction between Members' Voluntary Winding Up and 
Creditor's Voluntary Winding Up 

1. Members' voluntary winding up can be resorted to hy solvent companies and thus 
requires the filing of a ' declaration of solvency· by the d iret.:tors of the company 
with the Registrar; C reditors' winding up, on the other hand, is resorted to by 
insolvent companies. 

2. Jn members' voluntary winding up rhere is no need to have creditor's meeting. 
But in the case of creditors' voluntary winding up, a meeting of the creditors must 
he ca lled immediately after the meeting of the members. 

3. Liquidator, in the case of members' winding up is appointed by the members. 13ut 
in the case of creditors' voluntary winding up, if the members and creditors 
nominate two different persons as liquidators. creditors' nominee shall become the 
liquidator. 

4 . In the case of creditor's voluntary winding up, if the creditors so wish a 
'Committee of Inspection' may be appo.inted. ln the case of inembers' voluntary 
winding up, there is 110 provision for any such committee. 

10.2.7 Voluntary Winding Up under Supervision of the Court 

At any time after a company has passed a resolution for voluntary windjng-up , the 
Court may make an order that the voluntary winding-up should continue subject to the 



supervision of the Court (Section 522). Application for such supervision order may be 
made either by a creditor, a contributory, the company or the Jiqujda1or. 

One advantage of having a supervision order is that the liquidator is allowed to occupy 
the same position and exercise the same power (subject to tcstrictions where 
necessary) as voluntary liquidator. At the same time the advantage of a compulsory 
winding-up as regards stay of suits and other proceedings and making and enforcing 
calls, etc., arc also secured and the Court is empowered lo exercise all the powers 
which it can exercise in a compulsory winding-up. 1n truth, a supervision order 1s an 
amalgam of both - a voluntary winding-up and a winding-up by Court as it is made 
on such terms and conditions as the Court thinks just. 

Such an order is passed by the court under tbc following circumstances: 

I. the resolution for winding-up wa!) obtained hy fraud, or 

2. the rules relating to winding-up order are not being observed, or 

3. the liquidator is prejudicial or is negligent in. collecting the assets. 

The Court in such a case gets t.hc s<.1me powers as i1 has in the case of compulsory 
winding-up. The Court may also appoint an additional liquidator or liquidators. fl may 
also remove any liquidator and fill any vacancy occasioned by the removal Ol" hy death 
or hy resignation (Section 524}. A liquidator so appointed shall have the same powcrs, 
be subject to the sarne obligations and io ail re~pccts stand in the same position as if he 
had been appointed in accordance with the provisions of the Act rdallng to the 
appointment of liquidator in voluntary winding-up, subJecl, however, t.O any 
restrictions the Court may impose (Section 525). 

Unless the Court irnposes restrictions on the exercise of any powers by the liquidator. 
he will have a ll the powers conferred on a liquidator in voluntary winding-up [Section 
526(l)]. The Court will have as wide powers as in compulsory winding-up. The Court 
may stay suits or legal proceedings. rt can make or enforce calls and a ll other orders 
necessary for beneficial winding-up of the company [Section 526(2)). 

Powers of Court ro Order Compulsory Windiug-up (Section 527). The court may 
pass an order for compulsory winding-up superseding the order or windi ng-up under 
its supervision. The Court may then appoint a person who is the 1,quidator, either 
provisionally or permanently to be liquidator in winding-up by the court in addition to. 
and subject to the control of Official Liquidator. 

Dissolutioll of Comp,my. ln the case of winding-up UJldl.T the supervision of the 
Court, the company is deemed to be dissolved from the date the order of the court is 
issued IO that effect. The Court will issue such an order when the affafrs of 1hc 
compnny have been completely wound-up and the liquidator has made an application 
to the Court requesting it to order for the dissolution of the company. 

Where a company has been dissolved according to the due process of law, (except 
under Section 560-dcfunct companies) on the expiry of 5 years from lhe date of 
dissolution of the company, the name of the company should be slruck off the Register 
of companies after noting against its name that it has been dissolved. 

10.3 LIQUIDATORS 

The commencement of winding up of a company does not put an end 10 the existence 
of the company. Its assets arc to be realised and d1s1ribu1cd aroong the debenture 
hoklcrs, credirors, shareholders, etc. For the purpose, somebody has lo act as an agent 
of the company. Such agent is eallcd liquidator. For the purpose of tiling Income Tax 
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Retum for the income earned during the winding up it has been held that the liquidator 
will be regarded as principal officer of tbe company (Mysore Spun Silk Mills Ltd.). 

Rules relating to their appointrnenl, rights, powers and dutie.c; can be discussed under 
the following head-,: 1. T n compulsory wi nding up. 2. 1n voluntary winding up. 

10.3.1 Liquidators in Compulsory Winding Up 

Appointment of official liquidator. On a winding ur order being made in respect of 
company, the officia l liquidator, by virtue of his office becomes the liquidator of the 
company (Section 449). Section 448 provides that the official li4uidator (i) may be 
appointed from a panel of professional firms of chc1rtered accountants, advocates, 
company secretaries, cost and works accountants or firms having a combination of 
these professions, which the Central Government shall constitute for the Court; or (ii) 
may be a body corporate com,isting of such professionals as may be approved by the 
Central Government from time to time; or (iii) may be a whole time or a part-time 
officer approved by the Central Government However, before appointing the official 
liquidator, the Court may give due regard to rhe views or opinion of the secured 
creditors and workmen. 

Provisional liquidator. After presentation of the petition but before the hearing, 
application may be made to the Court by the company or creditors or contributories to 
appoint a provisional liquidatot to safeguard the assets pending the J1earing. The 
powers of a provisional liquidator are the same as those of a liquidator unless limited 
by the Court A,; soon as winding up order is ma<lc. the provisional liquidator bec.:omes 
the liquidator of the company {Section 450). 

10.3.2 Committee of inspection to Act with Liquidator 

The content for this point has heen mentioned in Creditors' Voluntary Winding Up 
(I 0.2.5). Please refer to the section provided above. 

10.3.3 Liquidators in voluntary winding up 

(J) ln Member's Voluntary Windmg up the following points have already been 
explained: (a) Appointment and Rcmuncn:1tion; (b) Nolice of his appointment to 
Registrar; (c) Duty to call creditors' meeting in case of insolvency; (d} Duty lo call 
general meeting every year; (e) Duty to call final meeting. 

(11) In Creditors' Voluntary Winding up the following points have already been 
explained: (a) Appointment; (b) Remuneration; (c) Duty to call meeting of the 
creditors at the end of each year; (d) Duty to call final meeting. 

Common points as regards liquidators in voluntary winding up; 

Restriction 011 appointment. A body corporate cannot be appointed as a voluntary 
Jiqujdator and any such appointment would be void. lf a body corporate acts as a 
liqu idator, that body corporate, its director or manager shall be punishable with fine 
upto ~ 10,000 (Section 513 ). 

f m1ber, any person who gives or agrees to give or offers to any memhcr or creditor of 
a company any gratification whatever wjth a view to: (a) securing his own 
appointment or nomination as the company's liquidator, (b) securing or preventing the 
appointment or nomination of some person other than himself, as a liquidator of the 
company, shall be punishable with -fine upto ~1 ,000 (Section 5 14). 

Power of Court to appoint and remove a liquida1or (Section 515). (1 ) If for any cause 
whatever, there is no liquidator acting, the Court may appoint the official liquidator or 
any other person as liquidators. (2) The Court may, on cause shown, remove a 
liquidator and appoint an Official Liquidator or any other person as a liquidator in 



place of the removed liquidator. (3) The Court may also appoint or remove a 
liquidator on the application made by the Registrar in this behalf. (4) Jf tbc Official 
Liquidatoi: is appointed as liquidator, the remuneration to be paid to him shall be fixed 
by the Court and shall be credited to the Central Government. 

Notice by liquidator (Section 516). Within 30 days afler his appointment, the 
liquidator must publish in the official gazette and deliver to I.he Registrar a notice of 
his appointment in the prescribed form, olhcnvise a punishment of t500 for every day 
of default shaU be attrc1cted. 

10.4 DISSOLUTION OF COMPANIES 

A company is said to be dissolved when j t ceases to exist as a corporate entity for aJI 
practical purposes but it is not the extinction of the company. The company is kept, 
after dissolution, in 'suspended animation' for 2 years. The disso.lution of a company 
may be dec lared void by the Court, under Sectioo 559, within a period of two years 
from the date of dissolulion. Thus, wi1hin a period of 2 years from the date of 
dissolution, the company can be revived by the Court by declaring the dissolution 
void. The Court will <lo so at the application by the liquidator of the company or by 
any other person who appears to the Court to be interested in this [Section 559 (1 )]. Jt 
will be the uuty of the applicant to f'i le a copy of the above order of the Court, with the 
Registrar, within 30 days after the making oflhe order [Section 559(2)). 

Modes of Dissolution. Dissolution of a company may be brought about in any of tbe 
following three ways: 

(I) 1n case of defunct companies - By removal of us name from lbc Register of 
Companies {Section 560). Jf the Regist(ar has reason 10 believe that a company js not 
carrying on business, he is empowered lo adopt the procedure prescribe<l by Section 
560 and strike out the company's name from the register as being 'defunct'. This may 
be done whether tht: eo{Tlpany is a going concern or in liquidation. 

(2) In pursuance of amalgamation or reconstruction. By order of the court without 
winding up, i.e., where a reconstruction or amalgamation is being ca rried under 
Section 394(b)(iv). 

(3) In pursuance of the winding up of lhe cornpany. 

Dissolution of defunct companies (Section 560). A defunct company means a 
company which has never commenced business or which is not carrying on business. 
Section 560 lays down the procedure for the dissolution of defunct companies, without 
resorting to the winding up tnachincry. The procedure is as follows: 

l. Where the Registrar has reasonable cause to believe that a company is not 
ca rrying on busin~s or is not in operation., he shall send to the company by pos< a 
letter inquiring whether the company is carrying on business or is in operation. 

2. If the Rt!gistrar docs not wjtbin one month of sending the letter rccejve any answer 
tJ1creto, he shall, within 14 days a fler expiry of the month, send to the company by 
post a registered letter referring to the first letter and stating that no answer thereto 
has been received and lhat, if an answer is not received to the second letter within 
one month from the <late tl1ereof, a notice wilJ be published in the Official Gazette, 
with a view of striking the name of the company off the Register. 

3. If the Registrar either receives an answer from the company to the effccl that it is 
not carrying on business or is not in operation, or does not within one month after 
st:;n<ling the second letter receive any answer, he may publish in the Official 
Gazette and send to the company by registered post a notice that, at the expiration 
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of3 months from the date of that notice, the name of the company, unless cause is 
shown the contrary, be strnck off the register and the company will be dissolved. 

The dissolution of the company in the above stated manner, shall not, however, affect: 
(a) the liability, if any, of every director, manager or other officer who was exercising 
any power of management and of every member of the company. In other words, such 
persons shall be bable a~ if the company had not been dissolved; and (b) the power of 
the court to wind up a company. 

ResUJratio11 oftl,e name of the company. ff a company or any member or any creditor 
feels aggrieved by the remova l of the company's name from the Register of 
companies, the Court may, on an application by the aggrieved party, any time within 
20 years from the publication in the Official Gazette of the notice of striking off the 
name of the company, order that the name of the company should be restored in the 
Register. Power of the Court to order for restoration of company's munc is 
discretionary and will be given when the Court is satisfied that: (I) after restoration, 
the company will be in a position to carry on its business; or (2) at the time of striking 
off, the company W-ds can-ying on business or was in operation; or (3) it is just and 
equitable that the company's name be restored. 

The Court may aJso, on passing such an order, give such directions and make such 
provisions as seem just for placing t,he company and all other persons in the same 
position, as nearly as may be, as if the name of the company had not been struck off. 

A certified copy of the Court' s order must be dchvercd to the Registrar and upon such 
delivery the company shall be deemed to have continued in existence as if its name 
had not been struck off. 

Dissolution in pursuance of "malgamation {Sectimt 394(/)J. The Court may, either 
by the order sanctioning the compromise or arrangement or by a subsequent order , 
make provision for the dissolution. without winding up, of the company whose 
W1dertaking, property or liabilities, either wholly or in part, under the scheme of 
amalgamation or construction, is transferred to another company. 

But no such order shall be made by tbe Court unless the official liquidators has, on 
scrntiny of the boo.ks and papers of the company, made report to the Court that the 
affairs of the company have not been conducted in a maMer prejudicial to the interest 
of its members or to public interest. The Court can, hQwever, within 2 years <leclare 
the dissolution void (already explained). 

Dissolution in pursuance of winding up. The corporate existence of a company 
continues through winding up till it is dissolved. lt may be dissolved as follows : 

(A) In case of compulso1y winding u.p (Section 481) . The Court will make an order 
dissolving a company if: (i) the affairs of the company have been completely wound 
up (i.e., assets collected and liabilities paid as far as practicable); or {ii) the liquidator 
cannot proceed with the winding up for want of funds and assets or for any other 
reasons whatever; or ( ii i) it is just and reasonable jn the circumstance of the case that 
an order of dissolution of the company should be made. 

On making of the order of the dissolution, the company shall be dissolved from the 
date of the order (Section 48 (1 )J. The official liquidator shall file a copy of the order 
of dissolution with.in 30 days of making of the order (Section 497). 

(B) 117 case of members ' volu.nta,y wimling up (Sectirm 497). As soon as the Official 
Liquidator, after scrutinizing the books, accounts and papers of the company, makes a 
report to the Court thal the affairs of the company have not been conducted in a 
manner prejudicial to the interest of its members or to public interest, then from the 
date of the submission of the report ro the court, the company shall be deemed to be 



dissolved. Where tbc liquidator reporLc; that the affrurs have not been so conducted, t)1e 
CLB shall direct him lo make further investigation and suhm.it his second report to t11e 
Com1 and may order tJ1at die company shall stand dissolved ftom a date specified in 
that order [Section 497(b)]. 

(C) [11 case of creditors vo/umary wintling up (Set:tion 509). Same as above [Section 
509{6)]. The Coun can, however, declare the dissolution void wil11in 2 years. 

When a company has been dissolved according to the due process of law, except when 
such dissolution is under Section 560, on the expiry of 5 years from the date of 
dissolution of the company. the name of the company should be struck off the Register 
of Companies after noting against its name that it has bem dissolved. Thus in case of 
defunct companit::S, dissolution and extinction takes place at the same time but in other 
cases extinction follows 5 years after. 

Check Your Progress 

Fill in t.h.e blanks: 

J. ff the number of members is reduced below the statutory minimum of 
in a public company or 2 in a private company, the 

company m.iy be ordered to be wound up. 

2. Windjng up by the <.:reditors or members without any intervention of the 
Cou1i 1s ca llc<l ______ _ 

3. Voluntary wmding up may be of three types: (a) _ _______ ~ 
(b) Credit0rs · Voluntary winding up; (c) ___ _____ _ 

4. The _____ and the members at their respective first meetings may 
nominate a person to be liquidator for the purpose of winding up the 
affairs and distributing the assets of the company. 

5. On a windjng up order being made in respect of company, 
the. ______ _ , by virrue of his office becomes the Jiquu.lator of 
the compa.ny. 

10.5 LET US SUM UP 

• The winding up oc liqu idation of a company is the process whereby its life is 
ended and its property admioislrated for the benefit of its creditors and members. 

• A company may be wound up in any of the three ways: (i) compulsory winding up 
under an order of the court; (ii) voluntary winding up, and (iii) voluntary winding 
up subje<.:t to the supervision of the Court. 

• Tbc winding up of a company by the Court shall be deemed to commence at the 
lime of the presentation of the petition for winding up. 

• When a winding up order is made by the Court, the drrectors of the company must 
make to the liquid for a statement as to the affairs of the company under section 
45-1. 

• The Court may, at the time of making an order of winding up of a company or al 
any time Lhereafter, direct that there shall be :-ippointcd a committee of inspection 
to Act with the liquidator. Winding up by the creditors or members without any 
intervention by the Court is called 'voluntary winding up'. 

• A company may be wound up voluntary: (i) if the company in genernl meeting 
passes an ordinary resolution for voluntary winding up where the period fixed by 
the articles for the duration of the company has expired or the event bas occurred 
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on which, under the articles, the company is to be dissolved. (ii) if the company 
resolves by special resolution that it shall be wound up voluntarily. 

• A voluntary winding up is deemed to commence at the time when the resolution 
for voluntary winding up is passed. 

• Voluntary winding up may be: (i) Members' voluntary winding up or 
(ii) Creditors' voluntary winding up. 

• The members' volunta ry winding up is possible only when the company is solvent 
an<l is able to pay its liabil ities is full. The Board of Directors has to prepare a 
declaration of solvency. 

• Where no declaration of solvency is made, then the voluntary winding up will he 
creditors voluntary winding up upon the assumption that the company is not 
solvent. 

• At any time after a company has passed a resolution for voluntary winding up, the 
court may make an order that the voluntary winding up should continue subject to 
rhe supervision of the Com1. 

• Appljcation for su<.:h supervision order may be made either by a creditor' a 
contributory, the company, or the liquidator. After the winding up procedure is 
completed, the company is d1:;;so!ved. 

• A company is said to be dissolved when it ceases to exist as a corporate body. 
However, the dis . .,olution of a company may be declared void by the Court within 
two years from the dutc of dissolution. 

10.6 LESSON END ACTIVITY 

Study the ' Preferential Payments' as envisaged in the Companies Act, 1956. Would 
you like that the order of payment given therein be changed? If so, why? 

10.7 KEYWORDS 

Cot1-tributory: l l means any person who is liable to contribute to the assets of a 
company in the event of its being would up. 

Voluntary winding up: A winding up either by the creditors or by the members 
without any intervention of the court is called voluntary wfoding up. 

Compulsory windit1g up: Compulsory winding up refers to the process by which a 
company ( or part of a company) is brought to an end and lhc assets an<l prope11y arc 
redistributed. 

Dedarntion of solvency: It is a Jeclaration by the directors of a company that the 
company has no debts, or that it will be able to pay its debts in full within such period 
not exceeding three years from the cornmencemcnt oftbe windiog up. 

Voluntary winding up subject to 1he supervision of the Courts: When, at any tune 
after a company has passed a resolution for voluntary winding up, a Court makes an 
order that the voluntary winding up shall conlinue subject to its supervision, then it is 
known as voluntary winding up subject to the supervision in the Court. 

Dissolution: A company is said to be dissolved when it ceases to exist as a corporate 
body for all practical puJTloses. 



10.8 QUESTIONS FOR DISCUSSION 

1 What L~ winding up? Discuss the circumstances io which a company rnny be 
wound up by the Company Law Boa(d. 

2. What is rhc effect of a winding up order passed by the Company Law Boa rel? 

3. Define tht:\ term 'contributory'. Discuss lhc liability of members of a company in 
the event of its being wound up. 

4. Explain the proce<lure to wind up a company voluntarily. 

5. What is a defunct company? What procedure is followed to dissolve it? 

6. What is the difference between wioding up and dissolution'! 

Check Your Prog ress: Model Answer 

l . S~vcn, Two 

2. Voluntary winding up 

3. Members· Volunta,y winding up, Voluntary wu,ding up under supervision of 
tbe Court 

4. Creditors 

5. OCfic1al liquidator 
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