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1.0 ATMS AND OBJECTIVES

Alter studying this lesson, you should be able to:

¢ Flucidate the meaning of company as a form of business organtsation

e Describe the characteristics of cempany
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¢ Jdentify the various types of companies
e Distinguish between public and private company
® Discuss the Companies Act. 1956 based on Bhabha Commitice Recommendations

® Recognise the evolunion of the Companies Act, 2013

1.1 INTRODUCTION

The word Compuny denotes any enlily fFormed under the Companies Act, 2013. The
term company refers to the assoctation of person working together. A company is a
voluntary association of individuals formed to carry on busincss to earn profits or for
non-profit purposcs. These persons contribute towdrds the capilal by buying its shares
in which it is divided.

The term "company” was originally used for that group of person who took their meal
together.

From herc we can say that “company" means that group of persons who get associated
for common {awful purpose.

A company 15 an association of individuals incorporaled as a company possessing a
common capital i.e., shave capital contributed by the members comprising it for the
purpose of employing 1 in somne husiness 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 Technologies, Hindusian Lever Ltd., Ranbaxy
Laboratories Ltd., and Larsen and Toubro, etc.

In this lesson, we shall study about company, its characteristics and the types of
campany. Afier reading this lesson you would be able to understand the concepls of
various types of companics, their legal basis, special provisions and privileges for
some classes of companies, distinction between different types of companics, etc,

1.2 DEFINITION OF COMPANY

Definition of Company under Cantpanies Act, 2013: According to Scction 2(20} of
Companies Act, 20}3 “company” means 4 company incorporated (formed and
registered) under this Act or undcer any of the previous comnpanics laws.

Scction 3(1)(1) of the Companics Act, 1956 defines a compuny as 2 company formed
and registered under this Act or an existing company”. Section 3(1)(ii) of the act states
that ““an existing company means a company formed and registered under any of the
previcus companies laws”. This definition does not reveal the distinctive
characteristics of a company.

Chief Justice Marshall of the USA defines, "A corparation is an anificial being,
invisible, mtangible, cxisting only in conlcmplation of the law. Being a mere creation
of law, it possesscs only the prupertivs which the charter of its creation confers upon
it, either cxpressly or as incidental tu its very cxastence™

According to Prof Haney, “loint Stock Company 15 a voluntary association of
individuals for profit, having a capital divided into transferable shares. The owncrship
of which is the condition of membcrship™.

Another comprehensive and clear definition of a company is given by Lord Justice
Lindley, “A company is mcant an association of many persens who contribute money
or money’s worth 1o 2 comman stock and employ it in some trade or business, and
who sharc 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 persons who contribute it, or to whom it belongs, are members. The proportion of
capital to which each member is entitled is his sharc. Shares are always transferable
although the right to transfer them is often more or less restricted”.

From the above definitions, it can be concluded that a company is registered
association which is an art:ficial legal person, having an independent logal, eniity with
a perpctoal succession, a coimmon seal for its signatures, a common capital comprised
of transferable shaves and carrying limited hability.

1.3 CHARACTERISTICS OF COMPANY

The main charactenstics of a company are (refer figure 1.1):

Characteristics of a Company

prm—

lri‘com'“orétgd
Assoclation
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Legal Enftity:
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Figure 1.1: Characteristics of a Company
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Incorporated Association: A company is created when it is registered under the
Companies Act. It comes inlo being from the date mentioned in the certificate of
incorporatjon.

It may be, noted in this connccvon that Section [1 provides that an association of
more than ten persons carrying on busipess in banking or an association or more
than lwenty persoms carrying on any other typc of business must be registered
under the Companies Act and s deemcd to be an illegal agsociation, if 1t 18 not so
registered.

For forming a public company atleast scven persons and for a private company
atleast two persons arc required. These persons will subscribe their names 1o the
Memorandum of Assoctation and also comply with other legal requirements of the
Act in respect of regisiration to form and incorporate a2 company. with or wilhout
limited liability [Sec 12 (1)].

Artificial legal person: A company Is an artificial person. Negatively speaking, it
is not a natural person. It exists in the cyes of the law and cannot act on its own. [t
has to act through a board of directors elecled by sharcholders.

It was rightly pointed out in Bates V Standard Land Co. that: “The boards of
directors are the brains and 1he only brains of the company, which is the body and
the company can and docs act only through them™.

Bui for many purposes. a company is a legal person hke a narural person. It has
the right to acquire and dwpose of the property, to enter into comract with third
parties in its own name and cao sue and be sucd in its own name.

However, il is not a ciuzen 43 it cannol cnjoy the rights under the Constitution of
India or Citizecnship Act. [p Statc Trading Corporation of India v C.T.O. {1963
SCJ 705), 1 was held that netther the provisions of the Constitution nor the
Citizenship Act apply to i,

it should be noted that thougl a company docs not possess fundamental nghts, yet
it is a person e the eves of law. It can enter into contracts with its Dircctors, its
members, and cutsiders.

Justice Hidayatullah once remarked that if all the members arc citizens of India,
the company does not become a citizen of India,

Separate Legal Entity: A company has a legal distmet entity and is independent
of its members. The creditors of the campany can recover their moncy only from
the company and the property of the company. They campnot suc individual
members.

Similatly. the company i3 not in any way liuble for the individual debts of its
members. The propertly of the company 15 to he used for the benclit of the
company and not for the personal benefit of the shareholders.

On the samc grounds, a member cannot claim any ownership rights in the assets
of the company cither individually or jointly during the cxistence of the company
or in ils 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 & company is requircd to pay Income-tax on its profits and when these
profits are distributed 1o 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 cntities.



The principal of scparate legal entity was explaincd and emphasized in the famous
casc of Safomon v Saloman & Co. Lid.

Tie facls of the case are as follows;

Vr Saloman, the owner of a very prosperous shoe business, sold hus business for
the sum of § 39,000 to Soloman and Ca. Ltd. which consisted of Suloman himself,
s wife, his daughter and his four sons.

The purchase consideraiion was paid by the compuny by alloument of & 20,000
shares und § 10,00 debentures and the balance in cush to Mr. Satoman. The
debentures corried a floaiing charge on the assets of the company.,

One share of 8 1 euch was subscrihed by the remaining six members of hus family
Saluman and his o sons became the directors of this companv. Suloman was the
muhagny Direcior,

After a short duranon. the company went into liquidation. A1 that time the
statement of offairs’ was like this: Assets: § 6000, liubilities. Salvman as
debenture holder ¥ 10,000 und unsecured creditors § 7.000. Thus, its ussets were
running shorr of its liabilities by $11.000.

The unsecured creditors claimed a priovity over the dehentre holder on the
ground that compuny and Saloman were one and the same person. Bui the House
of Lords held that the exssience of a company is quuie independent and disninct
from its members and that the assels of the company must be wtiltzed vi payment
of the debentwies first in priority to unsecured creditors.,

Satoman’s case established bevond doubt that in luw a registered compainy Is an
enttty distinct from its members, even {f the person holds all the shares in the
votnpany There is no differcice in principle bemveen o compuny consisting of
onlv two shareholders and a company consisting of two hundred members. In
cdcht case the company Is g separate legal entity.

The principle established in Saloman’s case has also been applicd in the
lollowing:

Lee V. Lee's Awfornung Lid. (1961} A.C. 12 of the 3000 shares in Lec’s Air
Forming Ltd., Lee held 2999 shares.

He voted timselt the managing Director and aiso became Cinet Pilot of the
company on a salary. He died in an aircrash while working for the company.

His wife was granted compensation for the husband in the course of employment.
Court held that Lee was a scparate person from the company he formed, and
compensation was due to the widow.

Thus. the rule of corporate personality cnabled Lee 1o be the master and servant ai
the same time. Tiw principle of separate legal cniny of a company has been. in
facl recognized much carlier than m Saloman’s case.

In Re Kondos Tea Co. Lid. (1886 1LR 13 Cal 43), (7} st was held by Calcunta High
Court that a company was a separate person, a separate body altogether (rom #tx
Shareholders.

In Re. Sheffickd, ote. Society - 22 OBD 470), 1 has been held that 2 corporation s
a legal person. just as much in individual hut with no physical existence.

The characteristic of scparate corporate personaliy of a company was also
emphasized by Chief Justice Marshall of USA when he defined a company “as a
person, artificial, mvisible, intangible and existing only in the eyes of the law.
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Being a mere creation of law, it posscsses only (hose properties which the charter
of its creation confers upon it either expressly or as accident to its very existence”,
[Trusices of Darmouth College v, Woodward (1819) 17 US 518)

Perpetual Existence: A company 1§ a stable form of business organization, Its lifc
does not depend upon the death, insolvency or retirement of any or all shareholder
(s} or director (s).

Law creates it and law alone can dissolve it. Membcers may come and go but the
company ¢an go on {orever.

“During the war all the member of one private company, while in general
meeting, were killed by a bomb, Bul the company survived: not even a hydrogen
bomb could have destroyed it”™.

The company may be compared with a flowing niver where the water keeps on
changing continuously: still the identity of the river remains the same.

Thus, a compuny has u perpetual existence, irrespective of changes in its
nembership.

Commen Seal: As was pointed out earlier, a company being an artificial person
has no body similar 10 natural person and as such it cannot sign documents for
wself.

it acis through natural person who are called its dircctors. But having a2 legal
personality, it can be bound by only those documents which bear its sipnature,

Therefore, the faw has provided for the use of common seal, with the namc 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 m2y have its own regulations in its Articles of Association for the
manner of affixing the common seal (10 a document.

As per Regulation 84 of Table-A the seal of the company shall not be affixed to
any instrument except by the authority of a resolution of the Board or a
Comumittec of the Board authorized by it in that behalf, and cxcept in the presence
ol atleasl two directors and of the secretary or such other person as the Board inay
appoint for the purposc and those two directors and the secretary or other parson
aforesaid shall sign every wstrument to which the seal of the company is so
alfixed in their presence.

Limited Liability: A company may bc company limited by shares or a company
limited by guarantee. In company limited hy sharcs, the liability of members is
limited to the unpaid value of the shares.

For example, if the facc value of a share in a company is T10 and a member has
already paid ¥7 per share, he can be called vpon to pay not more than ¥3 per share
during the Tifetime of the company.

In a company limited by guarantee (he liability of members is limited to such
amount as the member may undertake to contribute to the assels of the company
in the event of its being wound up.

Transferable Shares: In a public company, the shares are freely transferable. The
right to transfer shares is a statutory right and it camiot be tauken away by a
provision in the articles.

However, Lhe articles shall prescribe the manner in which such transfer of shares

will be made and it may also contain hona fide and reasonable restrictions on the
right of members to fransfer their shares.



But absolute restrictions on the rights of members to transfer their shares shall be
ultra vires,

Howcver. in the casc of a private company, the articles shall restiict the right of
member to transfer their shares in companies with its statutory defirttion

In arder to make the right to transfer shares morg effective, the sharcholder can
apply to the Central Government in case of rcfusal by the company to register 2
transfer of sharcs.

Separate Property: As a company is a legal person distinet from its members, it 1s
capable of vwning. enjoying and disposing of property in Hs own name

Although its capital and assets are contributed by 11s shareholders, 1hey are not the
private and joint owncrs of its property.

The company is the real person in which all its property is vestcd and by which it
15 controlled, managed and disposed of.

Delegated Management: A joint stock company 15 an autonomous, scll-governing
and self-controlling organization.

Since #t has u farge number of members, all of them cannol take part in the
management of the affairs of the company.

Actual control and management 1s. therefore. delegated by the shareholders to
their clected representatives, known as dircetors. They look afier the day-to-day
working of the company.

Moreover, since sharcholders. by majerity of votes. decide the geaeral policy of
the company, the management of the company 15 carmed on democratic lines.
Majority decision and centralized management compulsorily being about unity of
action.

1.4 TYPES OF COMPANY

The Companies Act. 2013 provides for the kinds of companies that cun he promoted

and regestered under the Act. The three basic (ypes of companies which may be
registered under the Act are {refer figure 1.2):

{a} Private Companics;

{b) Public Companies; and

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

Section 3.

OFf the Companies Act 2013 siates that a company may be fonmed [or any lawful

purposc by

(4) seven or more persons, where the company o be formed 15 1 be a pubhic
company.;

(b} two or more persons, where the company to be formed 1s to be a private
company: or

{¢} one person, where the company to be formed is to be one person company that
is lo say. a private company, by subscribing their nanws or his name (o a
memoerandurn and complying with the requirements of this Act in respect of
regstration.

L)
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being wound-up. s known as a company limited by guarantce. The members
of a guarantec company are. in ¢ffcet, placed in the pusstiun of puarantors of
the company’s debls up to the agreed amount.

(¢) Compames Limied by Shares: A company that has the liability of its
members linuted by the memorandum to the amount, it any, unpaid on the
shares respectively held by them is termed as a company himited by shares.
For example, a shareholder who has paid 735 on a share of face valuc ¥100
can be called upon to pay the balance of 25 only. Compunies limited by
shares are by far the most common and may be either public or private.

(:00) Other Furms of Companics

(2) Asxociztions not for profit having license under Scetion 8 of the Cumpanies
Act, 2013 or under any previous company law;

(b) Government Companies

{c) Forcign Companies

{d) Holding and Subsidiary Companies

{e} Associate Companies/Joint Venture Conipanies
(f} Investment Companies

{£} Pruducer Companies

{h) Dormani Companies

1.4.2 Private Company

As per Section 2(68) of the Companics Act, 2013, “private company” means a
company having 4 mimmum paid-up share capital of oue lakh rupees or such higher
paid-up share capital as may be prescribed, and which by 1ts amicles:

{i} Restricts the right to transfer its sharcs;

(i1} Except in caxe of Ouc Person Company, limns the number of #s members to two
hundred;

Provided that where two or more persons hold one or more shares in a company
Jointly, they shall, for the purposes of this definition, be treated as a single
member:

Provided further that the following persons shall not be included 1n the number of
members:

(a) Persans who are m the employment of the company; and

(b) Persons who. having been formerly in the employmen of the company, werc
members of the company while tn that cmployment and have continued 1o be
metnbers afier the employmient ceased, and

(1ui) Prombits any invitation 10 the public 1o subscribe for any securilies of the
company
1t must be noted that it 15 only the number of members that s limited to two hundred.

A private company imav issue debenlures to any nwnber of persons, the ondy condilion
being that an invitation to the public 10 subscribe for debentures 1s prombited.

The aforcsard definition of private limited company specifies the restrictions,
limitations and prohibitions, which must be cxpressly provided in the articles of
association of a prrvate himited company.

i
Company: An Introduetion
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As per proviso o Section 14 {£), if a company being a private company alters its
articles in such a mannger that they no longer include the restrictions and limitations
which are rcquired to be included in the articles of a private company under this Act,
such company shall, as from the date of such alteration, cease to be a private
company.

A privale company ¢an only aceept deposit from 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 (/), 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 that a privaic company shail have a minimum of
two directors, The only two members may also be the two directors of the private
company.

Privileges amid Exemptions of Private Company

The Companies Act, 2013 confers certain privileges on private companies which are
not subsidiaries of public companics. Such compamces are also cxempted from
complying with quite a few provisions ol the Act.

The basic rationalc behind this s that since privaic limited companies are restrained
from inviting capital and deposits [rom thc public, not much public interest is involved
in their atfairs as compared to public Jimited companics, Private limited companics
lose the privilcges and exemptions the tnoment they ceasc to be privaie companies.

Privileges of a Private Limited Company

Some priviigges and exempiions enjoved by a private company or its advantages over
a public company inciude the following given in Tablc 1.1:

Table 1.f: Privileges of a Private Limited Company

Section Nature of exemptions/priviteges

67(2)

Financial assisiance can be given o irs employees for purchase of or subseribing 1o {is
own shares or shazes in its holding company.

by the company n its articles.

121(1} Need not prepare a repord on the Annual General Meeting,

134(3)(p) Need not prepare a statcment indicating the manner 1 which tormal annual evaluation
lhas been made by the Board of ils own performance and that of its commitiees and
individual dircctors.

1A9(1) Privare company need not have more than two directors.

146{4) Need not apmoint independent directors on tts Board.

152(6) A propertion of directors necd nof retre every year,

164(3) Additional grounds for disqualificarton for appointment as a director may be specificd

1631 Resmriciive provisions regarding tatal number of dircctorships which a person may
hold in a public company do not include dircctarships held in a private company
which is neither 2 holding nor subsidiary company of a pubhic company.

1674 Additional grounds for vacalion of elfice of a director may be provided in the Articles,

1904) The provisions relating 10 contract of cmplayment with managing or whole-time
directors does not apply (o a private company.

197¢1} Totyd managerial remuncration payable by a private company. to its directors,

including maraging director and whaole-time dircctor, and ils manager in respect of
anty financial ycar may excecd eleven percent of the net prodits.
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As per section 462 (/). the Central Government may in public interest, by notification,
direct that any of the provisions of this Act, shall not apply to such class or classes of
compames or shall apply 1o the class or classes of companies with such exceptions,
modifications and adaptations as may be specificd n the notification. Thercfore, the
Central Government may grant further privileges/cxemptions to Private Companies by
1ssuing a nolification,

Speciul Obligations of a Private Company

In addition to the restrictions imposed on Private Companies as contained in Section
2(68) of the Companics Act, a private company owes cerlain special obligations as
cowmnpared 10 a public company, which are as follows:

A private company. whike filing 11s annual return with the Registrar of Compames as
required by Section 92, must also send with this retum, a certificate siating that:

(1} The company has not, since the date of the closurc of the last financial year with
retcrence to which the tast return was submited or in the case of a first return
swice the date of the incarpovation of the company, issued any invitation to the
public to subscribe for any securities of the company:

{i1) Where the annual return discloses the fact that the number of members, except in
case of a onc person company, of the corapany excceds two hundred, the excess
conaists wholly uf persons who under sccond proviso to clause (i1) of sub-section
(68) of section 2 (1.¢.. the person who is ot wure n the employment of the Co.) of
the Act arc not to he included in reckoning the number of 1wo hundred;

{1} The company continued (o be a Privatc Company during the financial vear.

Cansequences af Alteration of the Articles of Private Companies

As per proviso to scction [4(1), where a company being a provate company alters its
articles in such a mannce that they no longer inelude the restrictions and limitations
which aie required to be included in the articles of a private company under section
2(68). the vompany shall, as from the date of such alieration, ccasc to be a private
company. In such a case, it shall be treated as a public company from the date of
afteravion of s articles,

1.4.3 Further Classification of Private Company ioto One Person
Company and Small Company

The Dr. 1 lranmd committee had recommended that “Company Law should therefore
recopnize g multiple classification of companies.™ In line with the above said
recoinnendation, under the Compames Act, 2013, a private company <an further be
classified imo a4 Onc Person Coinpany and Small Company.

One Persan Company (OPC)

Witlh the implementation of the Companics Act, 2013, a single person could constitute
a company, under the One Person Company (OPC} corceptl. The new Companies Act.
2013 has done away with redundant provisiens of the previous Companies Act, 1956,
and provides for a new entity n the form of one person company (OPC). while
cmpowering the Central Government to provide a simpler compliance regime for
small companics.

The intraduction of OPC n the legal system is 2 move that would encourage
corporatisation of mucre businesses and entreprencurship. In India, i the year 2003,
the 1) Fram Expert Commitice 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 that the small entreprencur is not compcllcd to devote
considerable time, energy and resources on complex legal compliance. OPC is a one
shareholder corporalc entity, where legal and financial liability s limited to the
company only.

Difference between u Sole Propridtorship and an OPC

The fundamental difference between a sole proprietorship and an OPC is the way
hability is treated in lhe latter. A onc-person company is different from a sole
proprictorship becausc it is a separale legal entity that distinguishes between the
promoter and the company.

The promoter’s liability is limited in an OPC m the event of a defauit or legal issues.
On he other hand, in sole proprietorships, the liability is not restricted and extends to
the individual and his or her entire assets.

Box 1.1: Position of OPC in India under the Companies Act, 2013

The Compames Act, 2013 classifies companics on the basis of their number of members into One
Person Company, pnvate company and public company. As statcd above, a private company requires
a minimum of 2 members. In other words, a One Person Company 18 a kind of private company
having valy one member

Ax per section 2(62) of the Companics Act. 2003, “One Person Company™ means a company which
bas 2oly vne person a5 ¥ member. Section 31 K¢) lays down that a company may be foemed for any
tawful purpose by one persan, where the company to be formed 15 to be One Person Company that is
Lo say, a private company. in other words. one person company is a kind of private company. A Onc
person company shall have 2 minwnum of one director.

Thercfore, 2 One Persom Company will be regislered as a privale company with one member and one
director. Dy vire of seclion 3(2), an OPC may be formed either as a company limited by shares or a
compaily limited by puarantee, or an unlimired liability company.

Rule 3 of Companies (Incorporation) Rules, 2014 - One Person Company—

1.

Only a natural person who is an Indian citizen and restdent in India:
(a) shall be eligible to incorporate a Onc Person Company;
(b) shall be a nomine for the sole member of a2 One Person Company.

Explanarion: For the purposcs of this rule, the term "Resident in India" means a
person who has stayed in India for a period of not less than onc hundred and
eighty two days during the immedjately preceding one calendar year.

No person shall be eligible to incorporate more than a One Person Company or
become nominee 1n more than onc such company.

Where a natural person, being member in One Person Company in accordance
with this rule hecomes a member in another such company by virtuc of his being a
nominec in that One Person Company, such person shall meet the cligibility
criteria specificd in sub rule (2) within a period of one hundred and ewghty days.

No minor shall become member or nominee of the One Person Company or can
hold share with bencficial intcrest.

Such company cannot be incorporated or converted inio a company under section
8 of the Act.

Such company cannol carcy out Nop-Banking Financial Investtment activities
including investment in securities ol anybody corporates.
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7. No such company can convert voluntarily mto any kind of company unless two
years have expircd from the date of incorporation of One Person Company, except
threshold limit (paid up sharc capital) is increased beyond fifty fakh rupees or its
average annual tumaver during the relevant period exceeds two crore rupces.

Swmall Company

As recommended by the Dr. JJ lrani Committec. the concept of small companies hag
been introduced in the companies, Acy, 2013, The recommendation of the [rani
committee in this regard was as under:

The Cammitrec sees no reason why small companies showld suffer the cansequences of
regulation that mav he designed to ensure balancing of interests of stukeholders of
lurge, widely held corparates.

Company law should enable simplified decision making procedures by relieving such
companies from select statttory internal administralive procedures.

Such compames should also be subjected 1o reduced financial reporting and awdit
regirepients and simplified capital maintenance regimes. Essentiuily the regime for
sthall compantes should enable them to achieve transparency at a low cost through
simpliticd requircments. Such o framework mav be applied o smull companies
through exemptions. consofidated in the form of a Schedule 1o the Act

Smuall company is a new form of private company under the comnparics Act, 2013

A classification of o private company into a small compuny is based on 1is size i.e..
paidl up capital and tumover. Tn other words, such comnpanies are small sized private
COMPanICs.

As per section 2(85) “‘srnall company™’ incans a company, other than a pubhe
compuny;

(1) Pad-up share capital of which does not exceed fifiy lakh rupees or such higher
amount as may be prescribed which shall not be more than five croce rupecs, or

(i1) Turnover of which as per its last profit and loss account does not exceed two crore
rupees or such higher amount as may be preseribed which shall not be more than
twenly crore rupees: Provided that aothing n this definiion shall apply to:

{a) a holding company or a subsidiary company;
(by a company registercd under section 8; or

(¢} a company o1 body corporate governed by anv special Act.

[.4.4 Public Company
By vinue of Scction 2¢(7/). a public commparty means a conpany which:
{4) Is nol a privalc company:

ib) Has a mmnumuin paid-up share capital of five lukh rupees or such higher paid-up
capital. us may he prescribed,

Provided that a company which is a subsidacy of 4 company, nol beng a private
company. shall be dcemecd to be public company for the pmposes ol this Act even
where such subsidiary company continues to be a private company inifs articles.

As per section 3 ¢/ fu), a public company may be formed for any lawful purposc by
sevell or more persans, by subseribing their names or his name to 4 memorandum and
complying with the requicernets of this Act in 1espect of vegistration, A public
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company may be said to be an association consisting of not Icss than 7 members,
wiuch is registered under the Act.

[n principlc, any member of the public who i1s willing to pay the price may acquirc
shares in or dehentures of it The securities of a public company may be quoted on a
Stock Exchange.

The number of members is not limited to two hundred. It may be noted that in case of
a public company, the articles do not contain the restrictions provided in Scctions
2(68) of the Act, As per section 58(2). the securitics or other interest of any member 1n
a public company shall be freely transferable.

Howevcr, any contract or arrangement between two or more persons in respect of
transfer of securities shall be enforceable as a contract. The concept of free
transferability of shares in public and pnvate companies s very succinctly discussed
in the casc of Western Maharashira Development Corpn. Ltd. V. Bajoj Auto Lid
[20110] 154 Com Cases 593 (Bom). It was held that the Companics Act. makes a clear
distinction in regard to the transferability of shares.

Distinction between private and public company
Following are the main poinis of distinction betwecn a private and a public company:

1. In the case of a private company minimum nwnber of persons to form a company
is two while i1 is scven in the casc of a public company.

(Y

In case of a private company the maximum number of members yust not cxceed
fifty whereas there 1s no such restriction on the maximum number of members in
case of a2 public company,

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

4. A privale company cannot issue a prospectus, while a public company may,
through prospectus, invite the general public to subscribe for its shares or
dchenturcs,

5. A private company can commence busmess immediately after teceiving the
certificale of incorperation, while a public company can cominence husiness only
when it receives a certificate to conymence business from the Registrar,

6. A private company nced nol hotd a statufory meeting but a public company must
hold u statutery meeting and file a statulory report with the Registrar.

7. The directors of a private company arc nol requircd fo file with the Registrar
wrilten consenl to act as directors or sign the memorandum of assoclation or coter
into a contract for thewr qualification shares. But tbe directors of a public coinpany
must file with the Registrar (heir written consent to act as directors, must sign the
memorandum and must enter into a contracl for their qualification shares,

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

9. Directors of a privatc company are noi required to retire by rotalion, but in casc of
a public company, at least two-third of the directors must retire hy rotation.

10. The number of directors tn a private company may be increased to any extent
without the permission ol tbe Central Govermment, but in case of a public
company if the number of directors 1s to be more than twelve then the approval of
the Centra! Government is necessary.



H. Two mombers have to be personally presemt to form the quorum in a private
company but 1n a public company this number is five members.

12. Tn a private company. there arc no restrictions on managenal ramuneration

13. In addiion to the above, a private company cnjoys soine spevial privileges. A
public company enjovs no such privileges.

14. A private company cannot 18sue share warranlts.

1.4.5 Limited Company

As per section 3¢2), a company formed under this Act may be cither
(a} A company limited by shares: or

() A conpany limited by guarantee; or

{c) An unlimited company.

The term Limited Company' means a company limited by shares or by guarantee. The
iability of the membars, in the case of a limited company, may be limitcd with
retevence to the nominal valuc of the shares. respectively held by them or to the
amount which they have respectively guarantced 1o contribute in the event of winding
up of the company.

Accordingly, a Jimitcd company can be further classified e
{a) Company linuted by sharcs, and
(b} Company limited by guarantec. Companies Limited by Shares

Ay per section 2¢22), “comnpany limited by shaces™ medns 3 company having the
hability of 1ts members [imited by the memorandurn to the umount. it any. unpaid on
the shares respectively held by them.

Accordingly, no member of a company limated by shares can be called upon to pay
more than the nominal valuc of the shares held by him If his shares arc [uliy paid-up,
hie has nothing more to pay.

But in the case of partly-paid shares, the unpaid portion is payable at any thne during
the existence of the company on a call being made, whether the company 15 a going
concern or is being wound up.

This 15 the essence of a company limited by shares and is the most conunoa o in
existence. Companies Limited by guarantec as per section 2/2/) “company linited by
guaraniee” means a company having the liablity of us members limded by the
memorandum to such amounl as the members may jespecuvely underiake to
contribute to the assets of the company in the event of ils bemg wound up,

Clubs, trade associations and sacietics for promoting differcent objects are examples of
such a company It should be noted that a special fearure of this tvpe of company 15
that the hability of members to pay their guarantced amounts ariscs only when the
company has pone into liquidadion and not when 11 15 4 going concern

A guarantce campany may or may not have a share capital. As regards the funds, a
guarantec company without share capital obtains working capital frony other soureds,
¢.g. fecs or prants. But a guarantce company having a share captial raiscs i1s initial
capital Trom its members, while the normal working funds would be provided from
other sources, such as fecs, charges, subscriptions. <tc.

The Memorandum of Association of every guarantee company must state that every
member ol the company undertakes to contribute 10 assets of the company in the event
of its being wound up while he is a membecr for the payment of the debts and liabilities
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of the company contracted before he ceases to be a member, and of the charges, costs
and expenscs of winding up, and for adjustiment of the rights of the contributories
among themselves, such amount as may be required, not exceeding a specified
ameount. The Memorandum of a company limited by guarantee must state the amounl
of guarantee. It may be of different denominations.

In case of a guarantee company having share capital the shareholders have two-fold
lhiability: 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 the
company gocs into liquidation. The voting power of a guaranicc company having
share capital is determined by the sharcholding and not by the puarantec,

A pguarantee company must include the word “limitcd” or the words “private limited”
as part of its name, and must register its arucles. and it shall adopt the provisions of
the Table ‘G’ and ‘H’ of Schedule 1. It just aise state the number of members with
which 1t proposes (o be registeved, 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 hmited by guarantce and nol having a share capital, purporting to give any
person a right to participate in the divisible profits of the company otherwise than as a
member shall be void.

1.4.6 Unlimited Company

As per section 2(92), “unlimited company™ means @ company not having any limit on
the hability of its members, Thus, the maximum liability of the membcr of such a
company, in the ¢cvent of being wound up, might stretch upto the full extent of their
assets to mect the obligations of thc company by contributing to ity assets.

However, the members ol an unlimited company are not hiable directly to the creditors
of the company, as in the case of partners of a firm. The hability of the members s
only towards the company and in the event of heing wound up only the Liquidator can
ask the mcmbers 1o contrihute (o the assets of the company which will be uscd in the
discharge of the debts of the company.

An unlimited company may or may not have share capital. Under Section 18, a
company registered as ap unlimited company may subscquently re-register itsell as a
limited company, by alfering #s memorandom and articles of (he company in
accordance with the pravisions of Chapter 11 of the Companies Act subject to the
provision that any debts, liabilities, obligations or contracts incurred or cntered into,
by or on behalf of the unlimited company beforc such canversion are not affected by
such changed registration.

1.4.7 Association Not For Profit

As per Scction 4(!), the memorandum of a company shall stalc the name of the
company with the Jast word “Limited” in the casc of a public limited company, or the
last words “Private Limited” in the casc of a private limited company.

However, Section 8(1) permits the registration, under a licence granted by the Central
Government, of associations not for profit with limited Hability without being required
to use the word “Limited” or the words “Private Limited” after thew rames.



This 15 of great valuc to companies not engaged in business likc bodies pursuing
thantable, cducalional or other purposes of great utility. The Central Government may
grant such a licence of

() 1t s intended to form a company for promoting commerce, art, science, Sports,
cducation, rescarch, social welface. rcligion, charity protection of envuonment or
any such othcr object; and

(1) The company prohibits payment of any dividend to its members but intends to
apply its protfits ur other income in promotion of its objects.

Further under scction 8(5) wherc 1t is proved to the satisfactton of the Central
Government that a Yinited company registered under this Act or under any previous
company law has been formed with any of the objects specified above and with the
restrickions and prolbitions as imentioned aforesaid, it may, by licence, allow the
company 1o be registered under this scction subject to such conditjons as the Central
Government deemns 11l and to change its name by omiting the word *Limited”, or as
the caze may be, the words “Privatc Linuted” from its name and thereupon the
Registrar shall, on application, in the prescribed form, register such company under
this section and all the provisions of this scction shall apply to that company.

The caompany s regstered without paying any stamp duty on its Memorandum and
Aricles. On registration, the Association cnjoys zll the privileges of 2 limited
company. and is subject 1o all its obligations, except, thuse m respect of which
exemption by a notification is granted by the Central Governiment,

A licence may be granted by the Central Government under Secton § of the Act on
such conditions and subject 1o such regulations as it thinks fit and those conditions and
regulations shall be binding on the body to which the licence 1» gramed. The Central
Government may direct that such conditions and regulations shall be inserted n the
Memorandum, or in the Articles. or partty m the one und partly in the other.

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

An association registcred under the Act, which has been granted a licence under Sub-
scetion (1) of Section 8 which is subject to all (he obligations under (he Act, except in
some cascs where the Central Government has issued some notifications dirceling
exemption, to such licenscd companies from vanous provisions of the Act, as
specified 1n those notifications. 1t covers aspects such as shortar natice of general
meetings, publication uf name under section 12, cte.

The Central Government may by order at any time revoke the licence whereupon the
word "Laimited” or "Private Limited” as the case may be, shall have to be used as part
of its name and Lhe comnpany will lose the excinptions that might have becn graated by
the Central Goverpment.

However, the Central Government can do so only afier providing such association an
opportunity to be heard and the aggricved assaciation can challenge the order of the
Contral Govermunent under Article 226 of the Constitution.

Further a copy of every such order has lo be filed with the Registrar. 1t 1 permussible
for the Central Government to grant exemplion to a class or classes of companties (rom
one or more of the provisions of the Act under Sub-section (1) of Section 462.
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1.4.8 Government Companies

Section 2(45) defines a “Government Company™ as any company in which not less
than fifiy one percent of the paid-up sharc capital is beld by the Central Government,
or by any State Government or Governiments, or parly by the Ceniral Government
and partly by one or more State Governments, and inchedes 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 department nor a (Government establishment
[Hindustan Steel Works Construction Co. Ltd. v. State of Kerala (1998) 2 CLJ 383).

Since employees of Governmenti coimpamies are nol Oovernment servants, they have
no legal nght to claim that the Govermmnent should pay their salary or that the
additional expenditure incurred on account of revision of their pay scales should be
met by the Government. lt is the responsibility of the company to pay them the
salarics [A.K. Bindal v. Union of [ndia (2003) 114 Corn Cascs 590 (SC)].

When the Government engages itscll in trading ventures, particularly as Government
companics under the company law, it dos not do so as a State but it does so in the
cssence as 4 company. A Government company s nol a department of the
Government,

1.4.9 Foreign Companies

As per scetion 2(42), “foreign company’ means any company or body corporate
incorporated outside India which;

(2) has a place of business in India whether by itself or through an agent, physieally
or through e¢lectronic node; and

(b} conducts any business activity m India in any other manner, Sections 379 to 393
of the Act deal with such companies.

Section 380 of the Act [ays down that cvery foreign company which estahtishes a
place of business in Tndia must, within 30 days of the establishment of such place of
business, file with the Repistrar of Companics for registration;

(a) a certificd copy of the charter, stalvtes or memorandum and articles, ol ilic
company or other instrument constituting or defining the constitution of the
company and, if the mstrument 3» not in the Enplish Janguage, a cerlified
translation thereof in the English ianguage;

{b) the full address of the registered or principal office of the company;

{c) alist of the directors and scerctary ol the company containing such particulars as
may be prescribed;

{d) the name and address or the names and addresscs ol one or more persons resident

in India anthorised (0 accept on behalf of the company service of process and any
notices or other documents required to be served on the company;

{€) the full address of 1he office of the company in India which is deemced to be its
principal placc of business m [ndia;

(D particulars of opening and closing of a place of business in India on earlier
occasion or oceasions:

(g) declaration that nonc of the dircctors of the company or the authorised
representative in India has ever been convicted or debarred from formation of
companies and management in India or ahroad; and



{h} any other nformation as may be prescribed. Every foresgn company has to ensure
Mat the name of the company. the country of incorporation, the fact of linited
habihty of members is exbibited in the specified places or docwments as requircd
under Section 382,

Sectson 381 requires a Forcign Company to maimain books of Account and file a copy
of balance sheet and profit and loss account In prescribed form with ROC every
calendar ycar Thesce accounts should be accompanied by list of place of business
cstablished by the forcign company in Tadia.

section 376 of Wi Companics Act, 2013 provides further that when a forcign
vompany. which has been carried on business in India, ceases to carry on such
business in India. it may be wound up as ao unregistered company under Sections 375
10 378 of the Act, even though the company has been dissolved or ceased 1o exist
under the laws of the country in which it was incorporated.

Section 379 provides that where not less than 50% of the paid-up share capital.
whether cquily or preference or partly equity and panly preference of a foreipn
company is held by one or more citizens of Tadia or by one or more bodics corporate
incurporated in indra, whether singly or in the aggregate, such company shall comply
with such provisions of this Act. as may be prescribed by the Cential Government
with regards 10 the business carned on by 1t in India, as if it were a company
mcorporated i India

As regaids the apphcability of the provisions of the Companics Act. 2013 to forewgn
compamcs the fallowing provisions of Section 384 are to be poted:

{1} The provisions of Section 71 relating to Debenutes shall apply mustaiis mutandis 10
a forcign company.

ti1) The previsions of Scetion 92 regarding (Gling of annwal returns) shalf, subject 1o
such exceptions, modifications or adaptations as may be made therein by the rules
made under the Act, apply to a foreign company as they apply lo a company
tncorpurated in India,

{iu) The provisions of Section 128 relating to the {to the cxtent of requiring it Lo
maintain at #s principa) place of business in Tndia books af account with respect to
moneys received and spent, sales and purchase made and assets and liabilitics, in
the cousse of or in relation to 1its business 1n India), Section 209A (inspection of
accounts), Section 233A (Special audit), Scction 2333 (audit of cost accounts),
Section 234-246 (investigations), so far as may be, apply only 1o the Indian
business of a foreign company having an established place of business in India as
they apply to i company mcorporated m India.

(iv) The provisions of Chapter VI (Registration of Charges) shall apply mestaiiv
mutandis vo charges un properiies which are created or acquired by any forcign
company

(v} The provisions of Chapter X1V (Inspection, Inquiry and Investigation) shall apply
muduris mtandes (o the Indian business of a foreign company as they apply to a
campany incoiporated in ladia.

As par Scction 386{c), having a share transfer officc or share registration atlice
will constatute 4 place of business.

In Tovarishestvo Manufaciure Liudvig Rabenek, Re [1944] 2 All ER 556 it was
held that where representatives of a company incorporated outside the country
frcquently stayed in a hotel in England for locking afier matter of business, it was
held that the company had # placc of business in England. ln a certain case, it was
held that mere holding of property cannot amount to have a place of husiness. A
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representative of a foreign company in India was merely receiving orders from
customers. it was held that it was not a “placc of business™ [P.J. Johnson v
Astrofiel Armadom [1989] 3 Comp LJ 1].

The following activities arc held as not constituling “carrying on of business™
1. Carrying smal] transactions.

Conducling tneetings of shareholders or even directors.

L g

Operating bank accounts.

Transterring of shares or other secunties.
Operating through independent contractors.
Procuring orders.

Creattng or financing of debts, charges, ctc. on property.

o A

Sccuring or collecting debts or enforeing claims to property of any kind.

1.4.10 Hoiding, Subsidiary Companies and Associate Companjes

On the basts of control companies can be classified into holdmg, subsidiary and
aysociate compawtes. Holding company As per Scction 2 {46), holding company, in
relation to one or morc other compantes, mcans 4 company of which such companies
are subsidiary companies,

Subsidiary Company

Scction 2 (R7) provides thal subsidiary company or subsidiary, in relation to any other
company (thai is to say the holding company), means a company in which the holding
company:

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

(11} [xercises or controls morc than one-half of the total share capital cither at its own
or together with one or more of its subsidiary companics: Provided that such class
or classes of holding companies, shall not have layers of subsidiaries beyond the
prescribed limit {Provise to be notified). For the above putpose:

(a) A company shall be deemcd to be a subsidiary company of the holding
company ¢ven if the control referred (o in sub-clause {i) or sub-clausc (ii) is
of another subsidiary company of the holding company;

{b) The composition of & company's Board of Directors shall be deemed to be
controlled by another company if that other company by cxercise of some
power excrcisable by it al its discretion ¢an appoint or remove all or a
majority of the directors;

{c) The cxpression “company” includes any body eorporate.

Associate Compuny

As per Scction 2(6), “Associate company”, in relation to another company, means a
company 1n which that other compapny has a signilicant mflucnce, but which is not 2
subsidiary company of the company having such influence and wicludes a joint
venture company.

Explanation to Section 2(6) provides that “significant influcnce” means control of at
leas{ (wenty percenl of tolal sharc capilal, or of busmess decisions undcr an
agreement.

To add more governance snd transparcncy in the working of the company, the concept
of associatc company has been introduced. 1t will provide a more rationzl and
objective (tamework of associate relationship between the compames. Further, as per
section 2 (76), Related party includes *Associate Company’.
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Hence, contract with Associate Company will require disclosure/approval:entry in
statutory register as is applicable to contract with a related party.

[.4.11 investment Companies

As per explanation (a) to Section 186, “Investment Company” means a company
whose principal business s the acquisition of shares, debentures or other sccurities.
An investment company 15 2 company. the principal business of which conrsists (n
acquiting, holding and dealing in shares and securities.

The word ‘investment’, no doubl, suggests only the acquisition and holding of shares
and securilies and thereby earning income by way of interest or dividend, etc,

But mvestiment companics jn actual practice earn their mcome not only through the
scquisiion and hofding but also by dealing in shares and securities L.c., to buy with a
view to scl) {ater on at higher prices and to sell with a view ta buy later on a1 lower
prices.

Ifa company is engaged in any other business to an appreciable extent, it will not be
trealed as an wmvestment company. The following two sets of legal opinions are quoted
helow as to the mea ning of an investment company:

{1} According to unc set of legal opinion. an "investment company” means compiany
which acquires and holds shares and securstics with an intent (o earn income only
from them by holding them

On the other hand, another school of legal opinwon holds that ““an Inyestmem
Company mcans a company, which acquires sharcs and securities for camung
mcome by holding them as well as by deating in such shares and other scenritios™,

{it) According to Section 2(10A) of the Insurarce Act. 1938, an investiment company
medns a company whose principal business is the acquisition of shares, stocks,
debentures or other sceurities.

1.4.12 Producer Companies

Scction 465(1} of the Companies Act, 2013 provides that the Companies Act, 19560
and the Registration of Compandes {Sikkim) Act, 1961 (herealter in this section
referred to as the repealed cnactments) shall stand repealed.

However, proviso (o Section 465(1) provides that the provisions of Part IX A of 1he
Companies Acl, 1956 shall he applicable mutatis muandis to a Producer Company in
a munncr as if the Compancs Act. 1956 has not been repealed until a special Act is
enacted for Produces Companies.

in view of the above provision. Producer Compantes are sull governed by the
Companmics Act, 1956, Companics (Amendment} Act, 2002 had added a new Pan IX
A to the main Companies Act, 1956 consisting of 46 new Scctions from 5814 1o
381ZT.

According w the provisions as prescribed under Section 581 A (1} of the Companics
Act, 1956, a producer company 1s a body corporate having objects or activities
specified in Section 581 B and which is registered as such under the provisivns of the
Act. The inembership of producer companies 15 open to such praple who themsclves
are the primary producers, which is an activity by which seme agnculiural produce s
produced by such primary producers.

1.4.13 Dormant Companies

The Companies Act, 2013 has recognized 2 new sct of compunies called as dormant
companies, As per Section 455 (1) where a company is forined and registered under
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this Act for a future project or to hold an assetl or intcllectual property and has ng
significant accounting transaction, such a company or an inactive company may make
an application 1o the Repistrar in such manner as may be prescribed for obtaining the
status of a dormant company.

Explanation appended to Section 455(1) says that for the purposex of this scction:

(1) “inactive company” means a company which has not been carrying on any
business or operation, or has not madc any significant accounting transaction
during the last two financial years, or has nol filed financial statements and annual
returns during the last (wo financial years;

(i1} “significant accounting transaction™ means any wansaction other than:
(a) Payment of fees by a company to the Registrar,
(b) Payments made by it to fulfil the requirements of this Acl or any other law;
{c} Allotment of shares to fulfil the requircments of this Act: and
{d) Pavments for maintenance of ils oflice and records.

As per Section 455(2), the Registrar on consideration of the application shatl allow the
status ol a dormant company to the applicant and issuc @ certificate in such form as
may be preseribed to that cffect. Section 453(3) provides thal the Registrar shall
maintain a register of dormant companics in such furm as may be prescribed.

According to Section 455(4}, in case ol a company which has not filed financial
statcments or annual returas for two financial years consecutively, the Registrar shall
issue a notice to that company and enter the name of such company in the register
maintained for dormant companies.

Further a dormant company shall have such minimum number of dircetors, file such
documents and pay such annual fee as may be preseribed to the Registrar to retain its
dormant status in the repister and may become ap active company on an application
made in fhus behalf accompunied by such documenis and [ee as may be prescribed
[Section 455(5)].

The Repistrar shall sinke off the pame of a dormant company from the register of
dormant companies, which has [ailed to comply with the requirements of this section
[Section 455(6)).

1.4.14 Public Financial Institutions

According to Scetion 2 (72), “Public [inancial institution™ means:

(1) The Life Insurance Cormporation of India, cstablished under Section 3 of the Life
Insurance Corporation Act, 1956;

(it) The Infrastructure Development Finance Company Limited, referred to in clause
{v1) of Sub-section (1) of Scction 4A of the Companies Act, 1956 so repealed
under Section 465 of this Act;

{iii) Specified company rcforred to in the Unit Trust of India (Transfer of Underiaking
and Repeal) Act, 2002;

{iv) Institutions notificd by the Central Government under Sub-scction {2} of Section
4A of the Companies Act, 1956 so repealed under Section 465 of this Act;

(v) Such other (ostitution as may be notified by the Central Government 1n
consultation with the Reserve Bank of India; However, no institution shall be so0
notified unless:

{(a} Tt has been established or constituted by or under any Central or State Acl: or



fb) Not less than [Nfty-one perccnt of the paid-up share capita) is hcld or
controlled by the Ceniral Goverament or by dny State Government or
Governments or partly by the Central Government and partly by one or more
State Governments.

1.4.15 Statutory Corporations

A Company formed under an Act of Parliatnent or State Legislature is called a
Statutory Company/Corporation.

The special enactment contains ats constitution, powers and scope of its activities.
Change in its structure is possible only by a lepislative amendment. Such companics
arc usually forimed to carry on the work of some special public imparnance and for
which the undertaking requires cxtraordinary powers, sanclions and privileges.

A major ohjective for incomporating statulory corporations s to serve public interest.
The necd for establishing a statutlory comporation is rhat the State wishes to enter a
icld of human activity which has traditionally been, or will in normal course be,
undertaken by non-official persons and groups.

Such companies do not use the ward “ltmited™ as part of their names, c.g., Reserve
Bank of India, LIC, ctc. However, in respect of Insurance, Banking, Electricaty Supply
or Electricnty Generatron companies and othet companies poverncd by any special Acl
which are incosporated ard registered under the Companies Act, the provisions of
Insuraace Act, Banking Repulation Act, Electnicity Act amd such special Act will
prevail, respectively, when thev are inconsistent with the provisians of the Companies
Act, 2013, applicahle generally.

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

The Companres Act, 1956 was enacted with a view to consulrdate and amend the
carlicr Jaws relating 10 companies and certain other associations. The Act came into
furce on 17 April. 1956, Tlis Companies Act was based largely on the
recoimmendations of the Company Law Comnunee {3habhs Commitiee} which
suebmitted its report in March, 1952

This Act was the fonmgest picce of legiskation c¢ver passcd by our Parliament.
Amendments have been made n tlus Act periedically. The Companics Act, 1956
consisted of 658 Scetions and 15 Schedules.

Full and fair disclosure of various matters in prospectus: detailed information of the
financial affairs of company to be disclosed in its aceoum; provision for infervention
and investigation by the Governiment inte the a{fams of a company: restictions on the
powers of munagenal personnel; enforcement of proper performance of their duties by
company managgment; and protection of minonity shareholders were some of the main
featurcs ot the Compamcs Act, 1956,

The Companics Act. 1956 had undergone changes by amendments m 1960, 1962,
1963, 1964, 1965, 1966, 1967, 1969, 1971, 1977, 1985, 1988, 1996. 1499, 2000, 2002
(Amendment). 2002 (Sceond Amendment}). and 2006, The Companics Act. 1936 was
also amended pursuant o the enactment of the Depositones Act, 1996. Based on the
recomiunendations of Shasti Committee, the Companics (Amendment) Act, 1960
inwaduced several new provisions relating to various aspects of company marnagement
which were overlooked in the 1936 Act.

The Compames {Amcndment) Act, 1963 provided tor the appointment of a
Company's Tribunal and constitution of the Board of Company Law Admunistration.
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It also empowered the Central Governiment to remove managerial personnel involved
1n cascs of fraud, etc. Based on the recommendations of the Vivian Bose Commission,
the Companies (Amendment) Act, 1965 introduced somc major changes, such as clear
definition of the main and subsidiary objects of a company in its Memorandum of
Association; Strengthening the provisions rclating fo investigation into the affairs of
the company, cte.

The Companies Act was farther amended twice in 1966, Two important changes were
introduced by the Companics (Amendinent) Act, 1969. The institutions of managing
agents and secretaries and treasurers were abolished with effect from April 3, 1970.
Sccondly, contributions by companies to any political party or for any political
purpose were prohibited.

The Companies (Amendment) Act, 1974 which camc into force from February 1,
1975 had introduced some importlant 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 comorate sector. The Companies (Amendment} Act of 1977 brought
about certan changes in Sections 384, 220, 293, 6020 and 634A of 1956 Act.

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

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 Companics Act, 1956, were amended and a ncw Section

529A was introduced.

The Companies (Amendment) Act, 1983: Based on the recommendations made by the
Expert Committee (Sachar Committee), the Companies (Amendment) Act, 1988
substantially amended the Companies Act, 1956 in order to streamline some of the
existing provisions of the Companics Act, 1956 and to ensure better working and
administration of the Act.

The important changes introduced by the Amendment Act of 1988 were: Defimtion of
Secretary brought in limc with the defimtion of ‘Company Secretary” in the Company
Secretaries Act, 1980 and includcs an individual possessing the prescribed
qualifications.

The concept of company secretary in practice was introduced for the first time in the
Companics 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 Gnvernment.

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

1. Every person holding equity share capital of a company and whosc namc is
entered as bencficial owner in the records of the depository shall be decmed to be
a member of the concerned company.

2. Stamping of transfer instruments is not required where both the transferor and
transferee are entered as beneficial owners in the records of a depository.

3. The sccuritics of a company olher than a private company have been made (reely
transferable.

The transfer has 10 be effected immediately by the company/depository.



The register of members shall indicate the shares held by a member in Demat
mode but such shares nced not be distinguished by a distinctive number,

Company to give in the offer document option to the investor to ask for 1ssuc of
sceurities in Demat mode.

The Compames {Amendment) Act, 1999 made the following major changes to the
Compames Act, 1956.

Compamnies alfowed to issue Sweat Equity shares and to buy-back their own
securttics,

Faellity for nommation provided for the benefit of sharcrdebenture/deposit
holders.,

An [nvestoy Education and Protection Fund to be established,

National Advisory Comumitice on Accouniing Standards {or companies 10 be
established.

Priov approval of Ceutrat Govermment not  required for  igler-corporale
invesiment/fending proposals subject to certuin conditions.

Further the Companies (Amendment) Act. 2000 made the following major
amendmenls;

b

Prinate Companies and Public Companics o have a mynimum paid-up capial of
Rupees one lakh and five fakh respectively.

Change of pluce of registered office from the junisdiction of onc Registrar of
Cumpanes to another Registrar of Conyanics within the same state requircs
confirmauon from the Regional Director.

Provisions rclating to deemed pubiic companics became inuperative and a new
provision relating to conversion of a public vompany W a private company
snserted i the Companies Act, 1956,

SEB! grves powers regarding ssue and transfer of securities and non-payment of
dividend by listed public companics.

Certain incusurcs meluded for protecting the interest of small depesit holdas in a
compauny.

Preferential olfer/Private placesuent of securitics to 50 (1ifly) persons or more
trealed as pubbe issue. This shall not apply Lo a preferential offer made by public
financial institutions and NGFCs.

Provisions relating to shelf-prospectus and nformation imemorandutn, issuc of
equity shorc capital with differential nghts as to dividend, voting or otherwisc
meluded

Every histed company makmg mitial public offer of any security for a sum of
Rupees ten crores or more will have 1o issuc the same only in 2 demalenahsed
form.

The Companes {Amendment) Act, 2002 and Companies (Second Amendment} Act,
2002 wmade the following changes (o the Companics Act, 1956

1

]

L¥F}

New Part IXA consisting of Section 581A to 3BIZT relating 1o Producer
Companjes inscrted.

The existing Company Law Board is proposed to be dissolved and in its place a
Natonal Company Law Tribuna) (Tribunal) is to be constiiuted.

Appeals apgainst the orders of the Tribunal can be filed with the Appellate

Tribunal. Further appeals agamnst the orders of the Appellate Tribunal would lic to
the Supreme Court.
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4. The Board for industrial and Financial Reconstruction is to be abolished and
SICA will be repealed.

Transter of all the powers from the BTFR to the Tribunal.
Transfer of certain powers of the High Court to the Tribunal.

Greater role for professionals in the adminisiration of Company Law.

S T

Transfer of powers rclating to winding up, mergers and amalgamations from
Court to the Tribunal.

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

® The applications, bakance sheet, prospectus, return, declaration, memorandwm and
articles of association, particulars of charges or any other particulars or document
required to be filed or delivered. are to be filed n electrenic form.

@ The document, notice, any communication or mtimation, required to be scrved or
delivered under the Act to the Registrar of Companies, should be served or
delivered Lhrough clectrome form.

e Applications, balance sheet, prospectus, relurn, register, MOA and AOA,
particutars of charges or any other document and return filed shall be maintained
by Registrar in electronic [orm.

o (Central Government may provide such value added services thraugh the electronic
form. '

e All the provisions of [nformation Technology Act, 2000 relating to the electronic
records, in 50 far as they are not inconsistent with the Companies Act, shall apply
to the records in elcctronic form.

1.6 EVOLUTION OF THE COMPANIES ACT, 2013

The Companics Act, 1936 was cnacted with the object to amend and consolidate the
law rclating to companies. This Act provided the legal [ramework for corpuorale
cntities in India and was a ruinmoth legislation,

As the corpmate sector prew n numbers and size of operations, the need for
strearnlining this Act was felt and as many as 24 amendments had taken place since
then, Major amcndments were made through the Companies {Amendment) Act, 1988
aller comsidering the recommendations of the Sachar Committee, and then again in
1998, 2000 and in 2002 through the Companics (Second Amcundment) Act, 2002.

Unsuccessfil attempts were nude in 1993 and 1997 to replace the present Act with a
new law. Compantes {Amcndment) Bill, 2003 containing mportant provisions
relating to Corparate Governance and aimed at achicving competitive advantage was
also introduced.

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

Thus, modermsation of company law goverming setting up and [unclioning of
enterpriscs, structures for sharing risk and reward, governance and accountability to
the investors and other stakcholders and siructural changes e the law commensurate



with globul standardy had become critical for govermny and guiding a vibrang
corporate sector and business environment. To frame a law that enables companies to
achieve global competiuvencss 1n a fast changing economy, the Government had
laken up a fresh exercise for a comprehensive revision of the Companies Act, 1956,
albeit tlrough a consullative process.

As a fust slep n this directron, a Concept Paper on Company Law drawn up in the
tegislative Tormat was exposcd for public viewing on the clectronic media so that all
interested pacties may not only express their opiuens on the concepts involved but
may also suggest formulations on various aspects of Company Law.

The response o the concepr paper on Company Law was tremendous, The
Government, therefore, felt it appropriate that the proposals contained in the Concept
Paper and suggestions reccived thereon be put to merited evuluation by an
independent Expert Committec.

A Comumttice was constituted on 2% Deccmber, 2004 under the Chaitinanship of Tor.
J Trani, Director, Tata Sons, with the lask of advising the Government on the proposed
revisions to the Companies Acl, 1956 with the objective to have a simplilied compact
faw that will be uble 10 address the changes taking place in the national and
internanona! scenariv. enabic the adoption of nternationally accepred best practices as
well as provide adequate Nexibifity for timely ¢velution of new arrangements 1n
rcsponse 1o the reguirermnents of ever-changing business modets. The Committec
subnited ns report to the Government on 31% May, 2005.

The Companies Act. 213 has introduced new concepts supporting enhanced
disclosurc. accountability, better board governance, better facilitstion of business and
su on. [t includes the foliowing aspects:

®  AsspCiaty Company

¢  Owe person compdny

®  Small company

¢ Dormunt company

® Independent director

®  Women dircetor

e Resident direetor

®  Special court

e Secretarial standards

s Scerctanal audit

e  (Clussuction

® Rugsslered values

¢ Rotanon of auditocs

e Vigl) mechanism

# Corparate social responsibility
®  (Cross horder imergers

® [rohibiticn of insywder waimng

o Gilobal depositorics receipts

Ty
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Check Your Progress

Fill in the blanks,

l. is a voluntary association of individuals for profit,
having a capita] divided into transferable shares,

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

3. In the members are lable for the company's debts in
proportion (o their respective interests in the company and their hability is
unlimited. Such companies may or may not have share capital.

4. The fundamental difference beiween a and an OPC is
the way liability is treated in the latter.

5. A must include the word “lumited” 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 (rom the Latin word (Com = with or togcther;
panis = bread), and it originally rcferred to an association of persons who ook
their meals together.

In the lepal sense, a company is an association of both natural and artificial
persons incorporated under the existing law of a country. A company has a
scparale legal entity (rom the persons constituting it.

The main characlerisiics of a company are corporate persenality, limited liability,
perpetual succession, scparate property, transferability of shares, common seal,
capacity to sue and be sued, contractual rights, limitation of action, scparatc
management, terimunation of existence, etc.

Company Law in India has been modelied on the English Company Law.

In India after independence, the Companies Act, 1956 was enacted with a view to
consolidate and amend the earlier Jaws rclating to companies and certain other
associations.

Companies Act, 2013 was passed by the Lok Sabha and Rajya Sabha on 18"
December and 8™ August, 2013 respectively. 1t received the assent of the Hon'ble
President of [ndia on 29™ Au gust, 2013 and was notified in the Gazette of India on
30" August, 2013. The Companies Act, 2013 has replaced the Companies Act,
19356.

Major amendments to Companies Act, 1956 had been made by the Depositones
Act, 1996 the Companies (Amendment) Acts, 1988, 1999. 2000, 2002 & 20006
apart [rom various other Amendments Acts.

From the point of view of incorporation, companies can be classilicd as chartered
companics, statutory companies and registered companies. Companies can be
catcgorized as unlimited companics, companies limited by guarantee and
companies limited by sharcs,

Companies can also be classified as public companics, private companies, one
person companics, smail companies, associations not for profit having licence
under Section 8 of the Act, Government companies, foreign companies. holding
companies, subsidiary companies, associale companies, imvestment companies
and producer companies.
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Answer the following questions:

I, Four persons are the only membcers of a private company. All of them go for a
pleasure trip in a car and due to an accident all the four dic. Does the private
company exist”

b

The members of 3 private limited company consist of A’ and ‘B’ who are also its
directors. On 4™ August, 2012 *A’ leR India for a {orcign business tour and on 28"
August, 2012 he dicd abroad. On 1** Scptember, 2042 *B' purchased on crodit ¥
10.000 worth of goods from ‘C’ on behalf of the company. *C" now proposes to
make “B’ personally liable for the payment of the debu. 1s ‘B” Liabic?

1.9 KEYWORDS

Compurey: Companty 15 an assotiation of pevsons who contribule to its capital and 15
registered under Companies Act, 1956,

Private Companies: Private companies are compamies which by their Articles of
Assoctation (1) Restrict the maxunum number of members to iRty (10 Restrict the
tranpsferability of shares (iii) Put restriction on mwviting public 1o buy its shares {iv)
Minimuin paid up capital of such company is onc lakh rupees.

Public Companies: Compamies that are not private companics are public compames.

Producer Company: A producer company is a body corpurate having objects or
activitics specified in Section 5818 of Companies Act. 1956 and which s registered
as such under the provisions of the Act.

Investment Compuny: lovestment Company means a company whose principal
busincss is the acqusition of shares, debentures or other sccurities.

1.10 QUESTIONS FOR DISCUSSION

1. Define company. Explain in brief its characteristics.

3. State in bricf the various kinds of companies which can be registered under the
Companies Act, 2013,

3. Define a private company and state the special privileges which 11 enjoys under
the Companies Act, 201 3.

4. Discuss tn brief disadvamages and obligations of a private company.
5 Define 2 public company and distinguish it from a private company.
6. What 15 2 Government Company?

7. Ihscuss in bnef the law relating to statutory corporabions.

8. What 1s a foreign compuny !

Check Your Progress: Model Answer

1. Joint Stock Company

i

Antificial Person

Unlimited Liability Companies

= L

Sole proprictorship

L

Guarantee {Compuny
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0 AIMS AND OBJECTIVES

2

After studying this lesson, you should be able to:

Elucidate and explicate the meaning of promotion, legal position of the promoter,
ils dutics, steps in company promotion, types, functions, and necessary decuments

required to be submitted

Describe the incorporation of business and issue of certificate of incorporation by

remstrar
Qutline the subscription of capital

Discuss the commencement of business
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2.1 INTRODUCTION

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

To fully understand the process one can divide the formalities into four distinct stages,
which are:

{i} Promotion;

(i) Incorporation;

(111) Subscription of capital; and

() Commencement of business.

These stages are appropriate from the pointol view of formation of a public

limited company. As far as thc private limited companies arc concerned only the
first two stages mentioned above are appropriate.

In other words, a private company can start its business immediately after obtaining
the certificate of incorporation. As it is prohibited (o raise funds [rom public, it does
not necd to issue a prospectus and complete the formality of minioam subscription.

A public company, on the other hand, goces through the capital subscription stage and
then receives the certificate ol commencement. Thus. it has to undergo all the lour
stages,

In this lcsson, 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 ol 4 company. it i3 a pcrson or a group of
persons who gencrates the idea of incorporating a company and takes all the effective
sieps to meorporatc it.
Promoter: [Scetion 2{69}]:- [t means a person
e Who has been named in prospectus or is adentified by the company in annual
return.
Who has control over the alfairs of the company, dirccily or indirectly.
In accordance with whose advice, directions or instructions the BOD is
accustomed to act.
According to C.W. Grestembeg, Promotion mayv be defined as the discovery of
business opportunities and the subsequent organisation of funds, property and
managerial ability info a business concern for the purpose of making profils
therefrom.
According to H.E. Heagland, Promotion is the process of creating a specific business
enterprise. Iis scope is very broad, and numerous individuals are frequently asked to
make their coniributions to the programme. Promotion begins when someone gives
serious consideration to the formudution of the ideas upon which the business in
question is io be based. When the corporation is organised and ready for operation,
the major function of promotion comes (o an end.
According to Guthmann and Dougall, Promotion starts with the conception of the idea
from which the business is to evolve and continues down (o the point at which the
business is full. ready to begin operations in a going concern.

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



Thas, it begins with somebody having discovered a potential business opportunity.
Any person or a group of persons or even a company may have discovercd un
opportunty.

If such a person or @ group of persons or a company procceds 1o form a company,
then, they arc said to be the promoters of the company. They have the power of
defining the object of the company and deciding various matters for the company
propused to he incorporated like (1) Pumoses for which the company is to be
mncorporated (1) Proposcd scale of operations (ii1) Capital involved (iv) Directors, cie.

The promaters can sclect the type of company as they wish to form themselves into
private company, public company, non-prolit making company., ete,

2.2.1 Legal Position of the Promater

Following are the legal position of the promotcer:

(i) Not an agent; He cannot be an agent of the company for which he promaotes
because his principle (company) does not exists at the time when e acts on its
hehalf.

(ii) Not ¢ frusfee: A promoter is not the trustec of the company because there cannot
be any trus! before Lhe compzny comes into its existence.

(1) Fiduciary positien/relation to the company: The promoters stand in the fiduciary
refution to the company 1 c., a relation of trust. confidence and good faih.

Hence, @ promoter is netther an agent nor a trustee of the company but he is in a
Nduciary relutionship with the company.,

Caselet

Lindlev LJ. in Lvdncy and Wigpaol Tron Ove Co. v, Bird, (18306) 33 Ch. D 43, described
the positoon of o promoter as folions.

“Although nat um ggoni [or the company, nor a frusiee for it heforc s formation, the old
Jandhar provcpdes of kew of ageney and of trusieeship huve been extended and very
property varended 10 meet such cases. fr 1 well scttled thar a promorer of o company 1s
accowntable 1o it for ufl money secretly obtmned by fim from i just us the relationship of
the prinvipul und agent or the trusice and cestut yue truse had really exisied berveen him
and the company when the proney was ebiained ™.

Simdduriyv, 11 was vhserved in Lagunus Nitrute Co. v. Luyunas Syadieate, (1899 2 Ch 392
thae "promoters” stand in a fiduciuny relanon 1o the company they promote und 1o those
poersons whom rhey inducc o hecome sharehalders in it

The promoters wndoubiediy stand in « fiductony positton, They have in thewr hands the
creatton amd mowdding of the company. They huve the power of defining how and when and

in whet shape wied under whose supervision if shall come into existence and begin 1o act [Hs |
per Lord Cairns tn Evlunper v New Sombrerg Phosphaie Co., (1873) 3 App. Case 1218 |
1236}

In a serwes of semilar cases under the English Law it has bevn held that the prameners, being
in a fidurary position, way nof make, etther dircetly or indirectly, anv profit ur the expoense
of the compuny and that if he does make a profit in disregard of this rule. the company can
campel hine s accouns for i,

The promaiers can be campelled 10 surrender the secret profirs [Emma Sitver Mining Ca v.
Grant, 1879 11 Ch. D und Erfanger v. New Somhrera Phosphute Co, fsuprajf
_ - _— 1

r—_—— — . - . .

s
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2.2.2 Duties of a Promoter

The Companics Act, 2013, contains some provisions 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 insufficient
disclosurc 1n any explanatory statcment annexed to the notice of a general
meeting, by a promoter, director, manager, if any, or other key managerial
personnel, any bencfit accrues to such promoter, director, manager or other key
managerial personnet or their refatives, cither directly or indirectly, the promoter,
director, manager or other key managerial personncl, as the case may be. shall
hold such benefit 1n yust for the company, and shall, without prejudice to 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 1o the oxtemt of the
benefit received by hum

In the case of default in complying with above provisions, cvery promoter, director,
manager or other key managerial personnel who is in default shall be punishable with
finc which may extend to 50,000 rupcees or five times Lthe amount of bencfit accruing
to the promoter, dircelor, manager or other key managerial personnel or any of his
relatives, whichever is more. [Sub-scction (5) of Section 102]

The above provision is based on the principle that a promoter cannot make either
directly or wndircctly, any profit at the expense of the company he promotes, without
the knowledge and cansent of the company and that if he does so. in disregard of this
rule, the coinpany can compel him te account for it. In relation to diselosure it may be
noted that part disclosurc will also atiract the same consequences,

A pronoter s not forbidden to make profit but he is barred [rom making any secret
profit. He may make a profit out of promotion with the consent of the company in the
same way as an agenl may relain a profit obtained through his agency with his
poncipal’s consent.

Caselet

In Gluckstein v. Burnes. (1900} 4.C. 240 it way held thar where « promoier makes some
profits it connection with u trunsaction to which company is a purty and does not muke full
discloswre of his profits: the company has the right to affirm the contracts und prometer
should handover his profhis to the company.

(b} A promoter is not allowed to derive a profit from the sale of his own property to
the company unless all matcrial 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
ol it by the promoter. Either way the dishonest promoter is deprived of his
advantage.

Cuasclet

in Frianger v New Sombrern Phosphate Co., (1878) 3 A.C. 1215, a syndicete of which E
was the head purchased an istund containing mines of phosphate for £ 5,000 I then
Jormed a company 1o buy thiv islund. A contract was made between X a nominee of the
syndicate und the company for its purchase at £ 1. 10.000. The details of the sale were not
disciosed 1o the shareholders or 1o the independent Board of directors. The company now
soughi 10 rescind the coniract of sale. It was keld ihat as there had been no disclosure by
the promuoiers of the profir they were making, the company was entitled o rescind the
coriraci.




In case. thercfore. the promoter wishes to sell his own property to the company, he o
shauid either disclose the fact: Formanion ofa Company

(1) To an independent Board of directors;

{i)  In the articles of association of the company:
{10} In the prospectus; or to the cxisting; and

v} Jotended shareholders directly.

In addition to disclosing sceret profits, a promoter has the duty to disclose 1o the
company any interest he has in a transaction entered into by hum.

(€} As per section [3(8), a company, which has raised money from public through
prospectas and sl has any unutilised amount out of the money so raised, shall nol
change its objects for which it raised the money through prospecius unless a special
resolution Js passcd by the company and the dissenting shareholders shall be given
an vpportumty to exit by the promoters and shareholders having control in
accordance with regulations 1o be specified by the Securities and Fxchange Board.

{d} As per scction 27(2;. the dissenting shareholders being those shaicholders wha
have not agreed 1o the proposal to vary the terms of contracts or objects referred to
in the prospectus, shall be given an exit offer by promotars or controlling
shareholders at such exit price. and in such manner and condiions as may be
specificd by the Sceurities and Exchange Board by making regulations in this
behalf.

{e} As per scction 167¢3), where all the directors of a company vacate their offices
under any of the disqualifications specitied in sub-section (1}, the promoter or, 1
his absence. the Central Government shall appoint the rcquued number of
directors who shall hold office till the dircetors are appownted by the company in
the general mecting,

() As per secuon 168(3), where all the dircctors of @ company resign from therr
offives, or vacate their offices under section 167, the promoter or. in his absence,
the Central Government shall appomnt the required number of directors who shald
hotd office till the directors are appointed by the company in general meating,

{g) As per section 284(1}, the promoters, directors, officers and employees, who arc
or have been in cmployment of the company or acting or associated with the
company shall cxtend [ull cooperation to the Comnpany Liquidator i discharge of
his fanctions and dutics during winding up by the Tribunal,

Promater’s duties ander the Indian Contract Act

Promoters’ duties cannot depend on a contract because at the time the promotien
begms: the compdny s not incorporated, and so cannol contract with its promoters.

The promoter's dutics must be the same as that of a person acting on bchaif of anothet
indrvidual without a contract of employment, If he docs makc any misrepresentation
in a prospeetus he may be held guilty of fraud under Section 17 of the Indian Contract
Act, 1872 and would be held hable for damages.

Termination of Promoters’ Duties

It 15 a general opinion that a promater completes his duty the moment the company,
that he promotes., is sncorporated or when the Board of directors is appainted. But, in
reality it continues until the company has acquired the property for which it was
formed to manage and has raised its initsal share capital, and the Board takes over the
management of the alfairs of the company from the promaters.
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Remedies Available to the Company against the Promoter

If 2 promoter makes a secret profil or docs not disclose it, the company has got a
temedy against him. This varies according to the circumstances, which can be divided
into two possible sinuations.

1.

[ ]

()

Where the promoler was not in a fidueiary position when he acquired the property
which he 15 selling to the company, but only when he seld it to the company.

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

He can hardly be said to be in a fiduciary relation to the company. As long as he
makces a full disclosure of the (act that the property is his and he s the real vendor,
he may scll 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.

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 (ollowing circumstances:

{a) Where the promoter bought property with a view to sell «t to the company
which he intends to promote, he occupies [iduciary posibion vis-a-vis the
company. He must disclose all the facts to the company,

{(b) Where the promoter resells property 1o the company at an increased price, the
property which he purchased after he has commenced to act in the capacity of
a promoter, he cannot retain the profit which he has not disclosed to the
company.

{c} Wherc a person is a promater for acquinng, the property {ov the company, the

rules of agency will apply, so that any profit he makes will belong to the
company.

Where, the promoter bought the property with a vicw to sell it to the company he
promotes, the company may cither;

{2) Rescind the contract and if he has made 4 profit on some ancillary transaction
that may also be recovered; or

{b} Retfain the property, paying no more for it than what the promoler has paid.
depriving him of his profit; or

{c) Wherc the above remedies would be inappropriate, such as when the property
has been alicred so as Lo render recession impossible and the promoter has
already reecived his inflated price, the company may sue him for misfeasance
(breach of duty to disclose). The measure of damages will be the difference
hetween the market value of Lhe property and the contract price.

2.2.3 Steps in Company Prometion

The wark of promotion of a company involves four stages namely;

1.

bl

Discovery of an idea and Preliminary investigation
Detailed investigation
Asscmbling and

Financing the promotion



1.

Discovery of an Ideu and Prefiminary Investigation: The promoter starts oul
with an 1dea to start some business either sn a new ficld which has not becn
commercially exploited or in some existing lines of manufacture or business. He
makes a preliminary investigation to find ot whether it is worthwhile to make a
detatled investigation. He makes a rough cstimate of probable revenues and
expenditure.

Detailed Investigation: The promoter needs 1o make a detarled investigatan of
his idea with the assistance of many cxperts like engineer, chemst, market
analyst, financial cxpert, management consuhtant, elc.

On the basis of the repons of these cxperts, the promoters would be in a position
to know the capital requirements, place of location, size of the unil. demand
condition (n the murket, price of producl. cost of productian, probable return on
capital, ete.

A detailed investigation will help the promoter to decide whether the estimated
income will be adequate to 1ake care of the cstimated cest of production and
compensation to the owner (or risks and services.

Assembling: After a detailcd investigation, if the promoter v satisited with the
practicability and profitahility of the proposed concern. he siarts asscinbling the
proposition.

“Asscmbling’ mcans getting the support and consenl of smne other persons to act

as directors or Tounders, arranging for patents, a swiable site for the company
machinery and cquipmeni and making contracis for fitling the positions.

Financing the Proposition: After assembling, the propostion, the promoter
prepares 2 “prospectus’ 10 prescent to the public and to undar wniters 1o persuade
them to. {inance the “proposition”,

A prospecius contains complete details of the proposinun and also the reports of
various cxperts who have investigated the proposition. The prumoter also takes
steps to incorporate the company, and to secure the certificate (o conunence the
busingss.

Fur incorpurating the company and also [or obraining the contilicate 16 commence
husincss. the promoter has to fulfill many legal formalities,

2.2.4 Types of Promaters

The task of business prumnation may be caroed out by an individual. a firm, a body
corporatc or a banker. Bascd on the naturc of their operation the promoters can be
classified into the following catcgones:

{4)

(b

Professional Promoters: These promoters are specighsis in promoting new
busincss ventures. They do t on a whole tunc basis as therr occupatinn or
profession. Thev wminiate all the steps in establishing new carerprises and find out
the persons who can finance 1.

After completing all the formalitics they pass on the manageinent o thein owners
or shareholders and then move to another now venture.

Financigl Prometers: Thesc promoters float companies only during [avourable
conditions in the secucities market. They have the financal capacity and look
forward to oppartunitics for nocw investment.

EiY
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(c)

(d)

(e)

(f

Technical Promoters: These promoters are technical experts in different fields,
They muke use of (heir specialised knowledge, experience and training in
promoting new business. They gencrallv charge fees (or their scrvices,

Entrepreneurial Promofers: They are Lthe people who conceive new idcas of
business, take neccssary sleps to sel up the business unif fo give 1t a shape and
uitimately control and manage it. Most promoters m India (like Taw, Birla,
Ambanics} fall in this category.

Specialised Institutions: There are ceriain financial institutions which provide
financial assistance and guidance in launching ncw venturcs and oflen collaborate
with new entreprencurs to promote new business. They also provide management
and technical cxpertise Lo the existing enicrprises.

Government: Both the central and stalc governments also act as promoters in
mos| cases where the ncw business 15 {loated cither in public sector or joint sector
which involve a huge amount of capital and risk. HMT, ONGC, SAIL, BHEL are
glaring examples of units sct up by the governmen.

2.2.5 Functions of a Promoter

The important functions of promoters may be listed as below,

(M)

(ii)

Identification of Business Opportunity: The first and foremost aclivity of a
promoter is to ideatify a busincss opportunity. The opportunity may be in respect
of producing a new product or scrvice or making some product available through
a different channel or any other opportunity having an mvestment potential. Such
opportunity 13 then analysed to sce its technical and economic feagibility.

Feasibility Studies: 1t may not be feasible or profitable to convert all identified
business opportunitics into real projects. The promoters, therefore, underiake
detailed feasibility studies 1o investigate all aspects of the business they intend to
gtart.

Depending upon the nature of the project, the following feasibility studics may be
undertakcn, with the kelp of the specialists like engincers, chartered accountants
etc.. 10 examine whetber (he perccived business opporfunity can be profitably
exploited.

(a) Technical feasibifity: Sometimes an idea may be good but technically not
possible to exccute. It may be so because the requircd raw matertal or
technology is not casily available. For example, in our earlies story suppose
Avtar needs a particuiar metal to produce the carbureitor. Jt that metal is not
produced 1n the country and becavse of poor political relations, i1 can not be
inported from the country which preduces it, the project would be technically
unfeasible until arrzngements are madc to make the metal available from
alternative sources.

(b) Financial feasibility: Every busincss activity requires funds. The promoters
haye to estimate ihe fund requirements for the identified business opporluntty.
If the required outlay for the project is so large that it cannot casily be
arranged within the available mcans, the project has to bc given up. For
example, one may think that developing townships is very lucrative, Jt may
turn out that the required funds are in several crores of rupees, which cannot
be arranged by floating a company by the promoters. The tdea may be
abandoned becausc of the lack of financial feasibility of the project.



{c} Econemic feasibilitv. Somctimes it so bappens that a project » 1echnically
viable and financially feasible but the chance of it being profiable is very
little. In such cases as well, the 1dca may have to be abandoncd Promoters
usually 1ake the help of experts to vonduct these studies. It may be noted 1hat
thesc cxperts do not become promoters just because Lhey are assisting the
promoters in these srudies.

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

(1} Name Approval: Having decided 1o launch a camnpany, the promoicts have to

The Registrar of Compames,

sclect o nume for it and submit an application to the regisirar of compames of the
state in which the 1egistered office of the company is to be snuated, for its
approval. The proposcd name may be approved if 11 s nat considered undesirable.

It may happen that another company exists with the same name or a very similar
namc ot the preferred name is misleading, say, to suggest that the corpany is ina
particular business when it 13 not true.

In such cascs the proposed name is not accepted bul some alternale name may be
approved.

Therefore, three mames, in order of thew priority are given in the application 1o the
Registrar of Companies. Performa Application for availability of names (Form
1A) s given.

FORM NO. 1-A
The Companics Act. 1961
{Application Form for Availability of Namcs*)

Sir,
Subject: Availabiiny of Names-information Furnishing of:

We, the foltowing appheants are desiraus of fornung a eompany to be registered under the
Campames Act, 1956, the State Union Territory of:

1.

Name and full address of the person{s) appiving for avaiiabiiy, ot the name
{IN BLOUK LETTERS).

Proposed name of the Company.

Stare whether Public ur Private.

in case the proposed mune mennoned m stermn 2 15 noi avadable, 3 names (o be
considered. in the arder of preference.

Mawn objectives of 1he propused company,
Name and address of the prospective Directors of Promaters, etc,

Particuiars of the names and siruation of registered office of other companies in the
»aMe group or vader the same managemeil.

Proposed authormed capiLal.

Please furnish particulars and cesults of any application wmoved to (hus or any other

Repistrar previously for availability of name.
Comid ..

4l
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10. Particulars of remittance of [ee.
Situation

Dated Signature of the applicant

* Refer Rule 4 A of the Companies/Central Government’s/General Ruies and Forms, 1936

(\v) Fixing up Signatories (o the Memorundum of Association: Promolers have o

decide about the membars who will be signing the Mcmorandum of Association
of the proposed company.

Usually the people signing memorandum are also the first Directors of the
Caompany.

Their wntten consent to act as Directors and to take up the qualification share in
the company is nccessary,

(v) Appaintment of Professionals: Certain professionals such as mercantile bankers,

auditors, etc. arc appointed by the promoters to assist them in the preparation of
necessary documents which are required to be with the Registrar of Companies.,

The names and addresses of sharecholders and the number of shares allotted to
guch arc submitted 10 the Regisirar in a statement called return of allotment.

(vi) Preparation of Necessary Documents: The promoter takes up steps to prepare

certain legal documents which have 1o be submitted under the law, to the Registrar
of the Companics for getting the company registered.

These documents are Memorandum ol Association, Articles of Associaiion and
Comnyent of Directors.

2.2.6 Documents Required to be Submitted

Following are the documents required:

a.

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

(Y The name clause: This clause conlains the name of the company with which
the company will bc known. which has already been approved by the
Registrar of Companies.

(11} Registered office clause: This clause contains the name of the stale, in which
the registered office of the company is proposed 10 be situated. The exact
address of the registered office s not required at this stage but the same must
be notified to the Registrar within thinty days of the incorporation of the
company.

(i1 Objects clouse: This is probably the most important clause of the
memorandum. li defines the purposc for which the company is formed. A
company s not fegally entitled to undertake an activity, which is beyond the
abjects stated in this elause. The object clause is divided into two sub-clauscs,
which are:

¢ The main objects: The main objects for which the company is formed arc
listed in this sub-clause. Jt must be observed that an act which is either
cssential or inecidental for the attainment of the main objects of the



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

¢ (Onher objects: Objects not included in the main objects could be stated in

this sub-clause. Howevcr, if a company wishes 1o undertake a busincss
nchided ta this sub-clause, it has to cither pass a special resolution or pass
an ordinary resotution and get central povernment’s approval for the
same.

(v ) Liabifin: clanse: This clausc limits the fialy of the members (o the amount
unpaid on the shares owned by them. For cxample, 1if 4 shareholder has

purchascd 1000 shares of T10 cach and has already paid 6 per share, his/her
liabwlity ss Timited to T4 per share. Thus, cven in the worst case, he/she may be

called upon 10 pay T4, 000 oaly.

(v) Capital cluuse: This clause specifies the maximum capital which the company

will be authorised to raise through the issue of shares. The authoriscd share

capilal of the proposed company along wilh its division into the number of
shares having a fixed face value 1s specified in this clause. For exaunple, the

authorised shate capital of the company may be ¥25 with divided into 2.5 lukh
shares of T10 cach. The said company cannol issuc share capmal 1 cxeess of
the amouni mentioned n this ¢lavse.

(V1Y Asvocwiion clawse: in this clavse, the signatories to the Memorandum of

Associabion state their intention 1o be associated with the company and also

give thew consent o purchase quabification shares. The Memorandum of

Associdion must be signed by atleast seven persons m cuse of a public

company and by two persons in case of a private company. A copy of a

Memorandum of Association is given.

———

P

Name: The name of the company is Exccllent Educational Services Limited. 11 15
hereinatter referced o as EES Lid.

Regivtered Office: The Repisiered office of the company shatl be sinaied in the NCT
of ethi and at present it ws at: Sr1 Aurobindo Marg, New Delhi-16.

{A) Main Objectives:

12l

th)

{d}

MEMORANDUM OF ASSOCIATION

(Specimen)

To engage 1n the design. development and delivery of world ¢lass service products
in the sphere of education for domestic as well as global markets

Ta estabish and swenpthen presence/market share in the vanous segmenis
represenimg vargus siages in the education/re-cducation process m the Life-long
learming context, viz . wdentification of prospects. curmiculum-design, pedagogy.
exammation and evaluation, anticipatng socictal‘market needs. content-delivery,
placement services and human resource development and renewal

To develop, publish/produce eaching, training and siudy miatenals, Journals,
peniedicals,  feports,  books,  monographs  and  other  multlingual
Jirerature/multimedia products for promoting the objectives of the company.

To orgamse propranuncs, conferences, leciures, semmars, symposia  and
wurkshops on issues xmpacting education, industry, business and soctety.

Cemdd
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(B} Ancillary Objectives:

{2} To develop special competencies and capabilities for designing, developing and
delivering service products for persons with physical and memnial disabilities;

{b) To limse and nerwock with various individuals and iwnstitutions in government and
non-government sectors and fostering mutuatly beneficial relattonship in the field
of education;

(¢} Tohost a website for virtual learmning;

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

(e} Toown, puchase and lease movable and immovable property in furtherance of the
aims and objectives of the company,

(Y Teoffer prizes, grants, stipends and scholarships it furtherance of the objectives of
company;

(g) Te provide a lorum for raising, discussing and resalving of tssucs, problems and
challenges m the ficld of education; and

(h) Te do generally all such other lawful things as are conducive or incidental 1o the
arainment of the above objectives.

4. Liubility Clause: Liability of the members would be limited o the amount of unpaid
value of the share

5. Capiral Subscription Clause; The company shall be registered with a capitl of ¥2.5
crore divided into 25 lakh shares of T10 each.

We the following persons voluntarily agreed to be the signatories to the Memnorandum of
Association:

Rawv1 Kumar Sanjiv Singh
Usha Nisima Mishra

Sanjay Singh - Ashish
Anoop Saurav kumar

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

b, Articles of Association: Articles of Association are the rules regarding internal
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 limitcd company may adopt Table A which 15 a model set of articles
given in the Compames Act. Table A 1s a document containing rules and
regulations for the internal inanagement of a company. 1f a company adopts Table
A, therc is no need to preparce scparate Articles of Association. For companies not
adopting Table A, a copy of the Articles of Association, stamped and duly signed
by signatorics to the Memotandum of Association is required for registration.

¢. 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 fo act in that capacity and undertake te buy and pay for
qualification shares, as mentioned in the Articles of Association.



d. Agreement: The agreement, if any, which the company propases to enler with any

'|

|

PERFORMA FOR STATUTORY DECLARATION

individual for appomtment as its Managing Director or a whole tyme Director or
Manager 15 another document which is requiced to be submutted to the Regisirar
for getung the company repistered under the Act.

Statutory Declaration: A declaration stating that all the icgal requitements
pertaining to registration have been complied with is to be submnted to the
Regisirur with the above mentioned documents for getung the company registeied
undar the daw, This statement can be signed by an advocate of High Court or
Supreme Court or by a Chartered Accountant in full time practice or by g person
named in the aniicles as 4 dircctor or manager or secrciary of the company.
Peiforma of statutory declaration is given under.

“FORM NO.1"
The Companpivs Act. 1958

Declaration of Compliance with requirements of the Companies Act, 1956 on Application
for Registration of # Company,

PURSUANT TO SECTION 32 (2)
NAME OF THE COMPANY
MPRESFNTED BY

CHARTERED ACCOUNTANT.
L, {NAMEOFCA)_ _ _  Patnerofr _ __  (NAWME OF CA FIRM
& TTS ADDRESS: . do solemniy and sincerely declare that | am a Chartered

Acceuntant in whole time practice in India. who is engaged m the tormacion of the company
M- — — PRIVATE LIMITED™

And that ell the requirements of the Companies Act. 1956 and the rules thereander i,
respect of matters precedent (o the registration of the said company 20d incidental thereto
have becn complied with and [ make this solemn declaration couscientiously heheving the
same 1o be true,

PLACF : NEW DELHI {NAME OF CA}
DATED - CHARTERED ACCOUNTANTS

f.  Payment of fee: Along with the above-mentioned documents, necessary fecs have

W be paid for the repisiration of the company. The ainoum of such tecs shali
depend on the authoriscd sharve capitai of the company.

2.3 INCORPORATION OF BUSINESS

Afler completing the aforesaid formaalities, promoters make an application for the
incorpuration of the conpany. The application 1s 10 be filed with the Regstrar af

Companies of the state within which they plan o cstablish the registered otfice of the
company.,

15
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The application for regisiration must be accompanied with certain documents aboul
which we bave already discussed in the previous scctions. These may be briefly
mentioned again:

1. The Memorandum of Association duly stamped, sigaed and witnessed. [n case of
a pubiic company, atleast seven members must sign . For a private company
however the signatures of two members are sufficient, The signatories must also
give information about their address, occupation and the number of shares
subscribed by them.

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

3. Written conscnt of the proposcd directors to act as directors and an undertaking (o
purchase qualification shares.

4. The agreement, if any, with the proposed Managing Director, Manager or wholc-
time Director.

5. Acopy of the Registrar’s letter approving the name of the company.

6. A stawtory declaration affirming that al} legal requirements for registration have
been complicd with. This must be signed by an advocate of a High Court or
Supreme Court or a signatory to the Memorandum of Association or a Chartered
Accountant or Company Secretary in whole time practice in India.

7. A nolice about the cxact address of the registered oflice may also be suhmitted
along with these documents.

However, if the samme is not submitled at the time of incourporation, it ean be
submiticd within 30 days of the receipt of the certificatc of mcorporation.

8. Documcntary evidence of paymenl of registration fees.

The Registrar upon submission of the application along with the required documents
has to be satisficd that the documents are in order and that all the statuiory
rcquirements regarding the registration have been complicd with. However, it 15 not
his duty 1o carry out a thorough investigation about the authenticity of the facts
mentioned in the documents.

When (he Registrar is satisfied, about the completion of formalities for registration, a
Certificatc of Incurperation is issucd to the company. which significs the birth of the
campany. The certificatc of incorporation may therefore be called the birth certificate
of the company. With cffect from November 1%, 2000. the Registrar of Companies
allots a CTN (Corporate ldentity Number) to the Company.

2.3.1 Effect of the Certificate of Incorporation

A company is legally born on the date printed on the Certificate of Incorporatéon. 1t
becomes a legal entity with perpetual succession on such date, ]t becomes entitled 1o
entcr into valid coniracts.

The Cerlificate ol Incorporation is a conclusive evidence of the regularily ul the
incorporation of a company.

Imagine, what would happen to an unsuspecting party with which the campany cnters
into 4 contract, if it is later found that the incorporation of the company was improper
and hence invalid.



Therefore, the legal siwation is that once a Certificate of Incorporation has been
1ssued. the company has become a legal business entity irrespective of any flaw in its
registration,

The Certuficate of Incorporation is thus conclusive evidence of the legai existence of
the company. Somc interesting examples showing the impaci of the conclusiveness of
the Cortificate of Incorporation arc as undet:

(a)} Documents tor registration werc filed on 6 January Ccruficate of Incorporation
was ssued on 87 Sanuary,

But the date mentioned on the Centificate was 6™ January It was decided that the
company was in existence and the contracts signed on 6" January were considered
valid,

{b) A persan forged the signatures of others on the Memorandum. The Incorporation
was still considercd valid.

Thus, whatever be the deficiency in the formahiies, the Cerfificate of
Incorporation once issued. 15 a conclusive evidence of the cxisience of the
company.

kven when a company gets registered with illcgal objects, the barth of the
company cannol be quesitoned. The only remedy available s to wind i up.

Becausc the Certificate of Incorporation s 5o cruciai, the Registrar has to go vory
curclully before issuing Jt.

On the issue of Certificate of Incorporation, a private company can immediately
commence its business. It can raise nccessary funds {lom [riends, relatives or
through private arrangemeni and preceed fo start business.

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

SPECIMEN OF CERTIFICATE OF INCORPORATION

I hereby certity that . iname of the company) 1s this day
incomurated under the Companies Act 1956, and that the Company is limaed, !

Given under my hand at Delln, this seventh day of November, two thousand and five,
Fees: Deed Stamp T o e \
Stamp Duty on Capital T o
RTI Sd/-
Regrsirar of Compames

Dethi

M

Corperate [dentity Number of Company : 1352 a( 200

2.3.2 1ssue of Certificate of Incorporation by Registrar

Scction 7(2) states that the Repistrar on the basis of documents and information filed
under suh-section (1) of scction 7. shall register all the documents and information
referred 1o fo that sub-section in the register and issue a certsficate of incarporation in
the prescribed form 1o the effect that the proposed company is incorporated under this
Act,

47
Forrmation of 3 Company



48
Indhian Companies Act

From the datc of incorporation mentioned in the certificate of incorporation, such
subscribers to the memorandwn and all other persons, as may, from time to time,
bccome members of the company, shall be a body corporate by the name contained in
the memorandum, capabie of cxercising ail the functions of an incorporated company
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
inlangible, to contract and to sue und bc 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 Registrar in respect of any association
shall be conclusive evidence that all the requirements of the Act have been complied
with in respect ol registration and malticrs precedent and incidental thereto, and (hat
the association is a company authorised to be registercd and duly registercd under the
Acl.

The Cerntificate of lncorporation is conclusive evidence that everything is in order as
rcgards 1o registration and that the company bas come into cxistence [rom the carliest
moment of the day of incorporation stated therein with rights and liabilitics of a
natural person, compeient to enter into contracts [Jubilee Cotton Mills Ltd. v. Lewis,
(1924y (A.C. 958)]. The valhidity of the registration cannot be questioned afier the
issuc of the certificate.

In Moosa v. Ebratunt ILR (1913} 40 Cal. | (P.C.) the Memorandum of Assosiation of
a company was signed by two adults and by a guardian of the other 5 subscribers, who
were minors. The Registvar, however, registered the company and issued under his
hand a Certificate of Incorporation. It was contended that this Ceruificate of
Incorporation should be declared voud

Lord Macnaughten said: “Their Lordships will assume that the condibons of
registration prescribed by the fudian Compames Act were not duly complicd with; that
there werc no seven subscribers to the Memorandum and that the Registrar ought not
lo have granted the certificate. But the certificate 1s conclusive for all purpose. Thus,
the certificate prevenis anyone from alleging that the company does not cxist™

It is for the purpose of incorporation only (hat the cerlificate was made conclusive by
the [cgislalure and the certificalc cannot legalise the illcpal object contained in the
Memorandum. Where the object of @ company 15 unlawfol. it has been held that the
certificate of registration is not conclusive lor this purpose, { Performing Right Society
Lid v. London Theatre of Varieties (1992) 2 KB 433].

Allotment of Corporate identity number

Section 7(3) states that on and from the date mentioned in the contificate of
incorporation tssued under sub-section (2), the Registrar shall allot to the company a
corporatc identity number, which shall be a distinet identity for the conpany and
which shall also be included in the certificate.

Documents of incorporation to be preserved

Section 7(4) states that the company shall inzintain and preserve at 1ts registered office
copics of all documents and inforination as originally filed under sub-sectson (1) till ity
dissoluhion under this Act.
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furnishing any false or incorrect information or representation or by suppressing
any material fact or informaubn 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 seciion
447 [Section 7(61].

2.4 SUBSCRIPTION OF CAPITAL

A public company can raisc the required funds (rom the public by means of issue of
shares and debentures. For doing the same, it has 1o 1ssue a prospectus which is an
invitation to the public to subscribe 1o the capital of the company and undergo various
other fonmalities. The following steps are required for raising funds from the public:

(1) SEBI Approval: SEB] (Sccurttics und Exchange Board of India) which is the
regulatory aathority in our country has issued guidclines for the disclosure of
information and investor protection.

A company inviting funds from the gencral public must make adequate disclosure
of all relevant information and must not conceal any material information [rom the
potential nvestors. This is necessary for protecting the interest of the investors,

Prior approval from SEBI is. thercfore, required before going ahcad with raising
funds from public.

(i) Fiting of Prospectus: A cony of the prospectus or statement ia licu of prospectus
is filed with the Registrar of Companies. A prospectus is ‘any document described
or issued as a prospecius including any notice, circular, advertisement or other
document inviting depasits from the public or inviting offers from the public [or
the subscription or purchase of any shares or debentures of, a body corporate’. In
other woeds, il 1§ an invitation 1o the public 1o apply for shares or debentures of
the company or to make deposus tn the company.

Investors make up their minds about investment in a company primanify on the
basis of the information contained in this docuinent, Therefore, there must not be
a misstatement in the prospectus and all sigmificant information must be f{uily
disclosed.

(i) Appeintment of Bankers, Brokers, Underwriters; Raising funds from the public
is a stupendous task. The application money 1s to be received by the bankers of the
company. The brokers wy to scll the shares by distribwting the forms and
encouraging the public 1o apply for the shares. If the company 15 not reasonably
assured of a good public response to the issue, it may appoint underwriters to the
issuc. Underwriters undertake o buy the shares if these are not subscribed by the
public. They receive a commission for underwriting the issuc. Appointment of
underwriicrs (s ot necessary

(iv) Minimum Subscription: Before commencing the business, cvery public limited
company must have to show that adequate funds have been raised from the public.
So when the companyv gives the offer to the public to subscribe its shares, it must
cosurc that 3 mnimun number of shares must be subscribed by the investors. This
is called mimmum suhscription, which is 90% of the total number of shares
offered to the public.

If the application money received is less than the minimum subscription, theo the
company must return all the application money of the investors and it cannot start
its operation. To avoid this risk, the share 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



appeinting underwriters 10 ensure the minimum subscription of capital is known
as Underwrding.

in order to prevent companies from commencing business with inadequate
resourees. it has been provided that the company must reccive applications for 2
certain manunum number of shares before going ahead with the allotment of
shages.

According to the Compandes Act, this ig called the ‘mimimum subscription’. The
hmit of mimimum subscription is 90 percent of the size of the 1ssue. Thus, if
applications reccived for the shares arc for an amount 15 less than 90 percent of the
issue sjze, the allotment cannot be made and the application money received must
be returned to the applicants.

(iy Application to Stock Exchange: An application is made to atlcast one stock
cxchange for perynission to deal in 1ts shares or debentures. If such pernussion
1s not granted before the cxpiry of ten weeks from the date of closure of
subscription Vist, the allotment shal} become void and all money received from
the apphcants will have to be returned to them within cight days.

() 4llotment of Shares: In casc the number of shares allotied is less than the
numbet applied for, or where no sharcs are allotted to the applicant, the excess
application money. if any, is lo be returncd (o apphicants or adjusted towards
allotment money duc from then Aflotment letters are issucd (o the suecesstut
allottecs.

Return of allotiment, signed by a dicector or secretary is filed with the Registrar of
Companics within 30 days of allotment. A public company may not invite public
to subsciibe to its shares or debenturcs. Instead, it can raise the funds through
friends. relatives or some private arrangements as dong by a private company, In
such cases. therc 1s no need to issue a prospectus, A ‘Stalement in Lieuw of
Prospectus’ 1s filed with the Repistrar atlcast three days before making the
allotment.

2.5 COMMENCEMENT OF BUSINESS

If the amount of numumum subscription 1s raised through ncw issue of shares, a public
company apphes to the Registrat of Companics for the issue of Cermificate of
Conunencement of Business. The following documents are required:

1.

A declaration that shares payable in cash have been subscnihed for and aliotied up
10 the mintmum subscription mentioned in the prospectus;

A declaration that cveyy director has paid in cash, the application and alletment
money on his shares in the same proporiion as others;

A declaration that oo money 18 payablc or lizhle 1o become payable to the
applicants because of the failure of the company to either apply for or obtain
permussion to deal 1o is securities on a stock exchange; and

A statatory dectaration that the ahove requircrents have becn complied with. This
declaration can be signed by a director or secretary of the company.

A public company rasing funds privately, which has cacher fifed a Staterment m lieu
of prospectus, has to submit only documents 2 and 4 listed above. The Registrar shall
cxamine these documents. ’

I these are found satisfactory, a ‘Certificate of Commencement of Business’ will be
issucd. This certificate is conclusive evidence that the company is eniitled to do
business. With the grant of this certificate the {formation of a public company is
complete and the company can legally siart doing business.

5
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r CERTIFICATE OF COMMENCEMENT OF BUSINESS

L e { Stawe) J

(Specinten)

I hereby certifly thal .....c.oocevvevvinnn, Wd. of ... .voirieren.. which wasg incorporated under
The Companies Acl, 1936, on the ..o day Of..oi e 200......... and which has
this day filed 2 statutory declaration in the prescribed form that the conditions of section
149 have been complicd with, is entitled to commence business,

Given under my hand at ... ... thisdayof ... iwo thousand......... ...
SEAIL
Registrar Joint Stock Compamies

FORMATION OF A JOINT STOCK COMPANY
Flow Chart

Stage |
Promotion
i) Dhscovery of ldea
{b) lnvestigation
{c) Assembling
{d) Financial Arrangement

Stage 1! ]
Registration or Incorporarion
(a} Prcparation of MOA and A0A.
{b) Filling of necessary documents for
regastration,
{c) lssue of Certificale of Incorporation.

y
Types of Company
Private Limited > Public Limied
Company Company
Stage N
Raising of Capital -+
{a) Issue of prospectus.
(b} Filling of praspecius with the Stape IV
Registrar. = Commencement of Business
{c) Allorment of Shares, (a) Submussion of following dacument
{d) lssue of Share Certificates, 10 Regasirar of Company
() Copy of Prospeeius.

{ii} Staterent of minimum
subiscription.

{(iiyPurchase of qualification share,

(Iv) Statutory Declaration that all
the requirciments relating to
commencernent of business
have been complied with.

(b) [ssuc of Cedtificate of
Camnencement uf Business.

Start

> Operation




Check Your Prozres: S

Fill in the blanks,

L is a person or a group of persans who gencraies the
tdea of incorporating a company and takes all the effective steps (o
Incorporaty it.

2 float compantes only during favourable conditions i the
securities market.

3. The contains the name of the company with which the
company wiil be known, which has alrcady been approved by the
Registrar of Companies,

4. ——__ are the rales regarding intemal management of a

company,

3. After completing the zforesaid formalities, ppomoters make an application
for the of the company.

2.6 LET US SUM UP

Promoters are the persons who concesve the 1dea of forming a company, and take
the necessary steps to incorporase it by registration, provide it willy shure aod loan
capital and acquire the business or property which it 1s 1o manage.

A promater is neither an agent of, nor a trustec Tor the company. But he cecupies a
fiduciary position in relation to the company.

Steps m Promotion of company
(4) Discovery of 1dea

{by Investigation and Verification
() Assembling

(d) Financing the Proposiion

A vompany comes into existence only when 1t 15 incorporated or registered with
the Repistrar of Companies. The promoter has to take the following steps for this
PUmosc:

(a) Approval of name,

(0)Filing of Documents, and

(¢) Paviment of Filing and registralions fecs.

Afier completing the aforesaid formalities, promoters make an application for the
incorporation of the company. The Cenificate of Incorparation is a conclusive
cvidence of the regulanty of the incorporation of a company.

The [irst few steps to be taken by a protroter i ineorporating a conpany are 10

apply for availability of namne ol company. prepare the memorandwin and articles
of aswociation and get themn vetted, printed, stamped and signed.

A private compagy can umnediately start s business afler recewing the
Certificate of fncorporation. However, 2 public eompany can start is business
only after getting the Certificate of Commencement of Business.

i1
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e [mportant documenis prepared while forming a company:
{aj Memorandum of Association
(b) Articles of Association
{¢) Prospectus

e A private company raises funds from the members or borrowing from banks and
others. A public cornpany has o raise funds from the public by issuing s
prospectus.

® [f the amount of mmmum subscription is raiscd through new jssue of shares, a
public company applics to the Registrar of Companies for the issue of Certificate
of Comimencement 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 1o invite them to subscribe its
share capital.

(k) The document that binds a member with the company, company with members
and members wilth members,

{c} The dacument that contains rulcs for internal management af the company.
(d) The document that specifies the aims of the company.

{e} Thc document issued by the pubhc company which does not want to issuc a
prospectus,

2.8 KEYWORDS

Promoiian: 1t refers to all those activitics that ar¢ required to be undertaken to
extablish a new busincss (may be a company).

Promoter: A promater is a person or a group of persons who think of forming a
coinpany and take nccessary steps for the same.

Memorandum gf Association: It is a principal document n the formation of u
cotpany. It is called the charter of the company.

Articles of Association: It contains the various rules and regulations for the internal
management of the company.

Prospectus: This document is prepared by the public limitcd companies. The purpose
of its preparation is to invite the public to subscribe its shares and debenturcs,

Conclusive Evidence: Preponderant evidence that may not be disputed and must be
accepted by a Court as a definitive proof of a fact.

2.9 QUESTIONS FOR DISCUSSION

1. Enumeratc the steps for the promotion of a company.

-2

Why is a prospectus issued by the public limited company?
List any two docvments submuitted for the registration of @ company.

State the steps invelved in promotion of a company.

P

State any two clauses of Mcmorandum of Associaton.



6. Define a prospectus and stale its contents.

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

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

9. Explain in brietf any two basic documents which are required to be filed in
formation of a corapany.

10. Distinguish between Memorandum of Association und Arnticles of Association.

Check Your Progress: Model Answer

l. Promotion

2. Fingncial Promoters

3. Name Clause

4. Articles of Associalion
5. Incorporation

2.10 SUGGESTED READINGS

8.8 Gulsiuan, Brswess Law, Third Edition, 2006, Lxce! Booeks, New Delhi
S 8 Gulshan, Mercandiie Law, Third Edition, 2006, Exocl Books, New Delly

G. Viayaragavan lyengar. /niroduction to Banking, 2007, Excel Books, New Dcth,
India.

K.C. Garg, R.C .. Chawla, Viay Gupa, Company Law. Kalvani Publishers, Ludhiana

Company Law Journal, Company Law Journal (brdia) Put. Lid., New Delhi,
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LESSON

3

MEMORANDUM OF ASSOCIATION

CONTENTS

3.0 Ayms and Objectives

RN Introduction

3.2 Detailed study of Memorandum of Association
321 Form and Contems

33  The Name Clouse

34 The Registered Office Clause or Situation Clause [Section 13(1 b))

1.5 The Objecis Clause {Section 13(1)(d))

3.6 Liabilily Clause [Section 13(2}]

3.7 The Capitai Clause [Section 13(4¥c}]

3.8 The Association Clause [Section 13(43(c))

3.9 Signing of Memorandum

310 Alteration of Memorandum of Association

311 Let Us Sum Up

3.12  Lessan End Activity

313 Keywords

3.14  (uestions for Discussion
3.15  Suggesied Readings

3.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

#  Study in detail memorandum of assocation, its forms and contents

e Flucidate the name clausc, registercd office clause or situation clause and objects

clause of memorandum
e Explicale the lability clause, capilal clause 2nd association clause

® Discuss the alicration of memorandum of assocuation

3.1 INTRODUCTION

The memorandum and articles of association of a company are the most umportant
documents for the formation of a company and for its functioning thereafter. The

mcmorandum of association contains the name, situation of registered office, objects,
capital and liability clauses. The articles are its byc-laws or rules and repulations that
goverm the management and internal affzirs and the conduct of its business. Both the
documents arc required to be registered with the Registrar of Companies during
incorporation.
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The Memorandum of Association of a company is its charler which contains the
fundamental conditions upon which alone the company can be incorpocated. It tclls 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 well as confines the powers of
the company. If anything is done beyond these powers, that will be ultra vires (beyond
powers of) the company and so void.

The memorandum segves a two-fold purpose. It enables shareholders, creditors and a))
those who dcal with the company to know what its powers are and what 15 the range of
its activities. Thus, the intending shateholder can find out the field in, or the purposc
for which his money is going to be uscd by the company and what risk he is taking in
making the investment. Also, anyone dealing with the company, sav, a supphier of
goods or money will know whether the transaction he intends to make with the
company 1s within the objects of the company and not ultra vires its objects,

Alter reading this lcsson, you would be able to understand the concept of
Memorandum of Association their purposc, contents and registrotion. It also discusses
the alterations that can be carncd out i the Memorandum of Association and effect of
such alterations. it also explains the legal effect of these documents. It also covers
doctrine of indoor managemcent and Ajrer Ego.

3.2 DETAILED STUDY OF MEMORANDUM OF
ASSOCTATION

The Memorandum of Association 15 a document which sets out the constilution of a
company and 1s therefore the foundation on which the structure of the company i
builL.

It defincs the scope of the company’s activities and its relations with the outside
world. The first step 1n the formation of a company is 1o preparce a docunent called the
inemorandum of association. Tn fact memorandum is one of the most essential pre-
vequisttes for incorporanng any form of company under the Act.

Thus 1s cvidenced in Section 3 of the Act, which provides the mode of incorporatioa of
a company and statcs thal 2 company may be formed for any lawful purposc by seven
or more persons, where the company to be formed is a public company: two or more
persons, where the company Lo be formed 15 a private company; or onc person, where
the company te be formed is a One Person Company by subscribing their names or his
name to a memorandum and complying with the requirements of this Act in respect of
its registration.

To subscribe means to append one’s signature or mark a document as an approval ov
atfestation ol its contents.

LT

According (o Section 2(36) of the Companies Act, 2013 “memorandum™ means the
meimorandum of association of a company as originally framed and ahered from time
o tme in pursuance of any previous companay law or this Act, Scctign 4 of the Act
specifics in ¢lear terms the contents of this important document which is the charter of
the company.

The memorandum of association of a company contains the objccts to pursuc which
the company is formed. It not only shows the objeets of formation but also determines
the scope of its operations beyond which its actions camnot go. “THE
MEMORANDUM OF ASSOCIATION”, observed Palmer, *is a document of great
importance in relation to the proposed company™.



Caselet

In the celebrated cose of Ashbury Raibway Carviuge & Iron Co. Lid v Riche, (1875} LR 7
HL 653, Lord Cairn observed: “The memorandun of association of a company is s
charter and defines the liniitations of the powers of the companv.. ... it contains in if both
that which is affirmative and thet which is negative. I states affirmatively the ambit and
extent of viluline and powers which by law are given to the corporution. and it wiates
negutively, if it is necessary to state, that nothing shall be done bevond that ambir... ... "
[[Egypn'an Sait und Sodu Co. Lid. v. Port Said Suli Association Lid (1931) A.C_677].

3.2.1 Form and Contents

Scction 4(6) of the Compunics Act, 2013 provides that the memoranduem of
association should be in any onc of the Forms specified in Tables A, B. C, D or E of
Schedule I to the Act. as ay be applicable in the case of the company or in Forms as
near thereto as circwmstances admnt.,

(i) The Formin Table A is applicable in the case of companics limited by shares;

{ii) The Form in Table B 1s applicablc to companics limiied by guarantec not having a
sharc capital;

(111) The Form i Tablc C is apphicable to the companies limited by guatantec having a
share capital;

{iv) The Form in Table D 15 applicable to unlimited companics not having a share
capitak;
{v} The Form in Table E is applicable to unlimited companics having a share capstal.

A company shall adopt any of the model Forms of the memorandum of
association mentioned ahove, as may be applicable to iL.

Section 15 requires the memoranuum to be printed, divided into paragraphs, numbered
conseculively and signed by atleast seven persons (two in the case of a private
vompany) in the presence of aticast one witness, who wilf attest the signaturc.

Each of the members must take atleast one share and writc opposite his name the
numbcer of shares he takes. Seclion |3 requires the memorandum of a limited company
(o contain:

{1) the name of the company, with *limited” as the last word of the name in the casc
of a public company and ‘private limitcd” as the last words in the case of u private
company; (Name Clause),

(ii) the name of the Statc, in which the registeted officer of the company Is o be
siated; (Sitnation Clause),

{ii1) the objects of the company, stating separately ‘Main objects’ and ‘other objects”™
(objects clause),
Provided that nothing in this clause shall apply to a compuny registered undcr
section 8

{1v) the declaration that the liability of the members is limited; {Liabality Clause):

% in the case of a eompany limitcd by sharcs, that liability of 1ts members is
imited to the amount unpaid, if any, on the shares heid by them; and

4 in the case of a company limited by puarantee, the amount upto which each
member undertakes to contribute:

Bl
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¢ to the assets of the company in the event of its being wound-up while he
1S a member or within one yeuar after he ceases to be a member, for
payment of the debts and liabilities of the company or of such debts and
habilities as may have been contracted before he ceascs Lo be 4 member,
as the case may be; and

¢ lo the costs, charges and expenses of winding-up and for adjustment of
the rights of the contributories among themselves.

(v) the amount of the authorised share capital, divided into shares of fixed amounts;
(Capital Clausc),

< the amount of sharc capital with which the company is to be registered and the
division thereof into shares of a fixed amount and the number of shares which
the subscribers to the memorandum agree to subscribe which shall not be less
than ane share per subscriber; ang

indicated opposite his name.

the number of sharcs cach subscriber o the memorandum intends to take,

{vi} in the c2se of 2 One Person Company. the name of the person who, in the cvent of
the death of the subscriber, shall become the member of the company.

According 1o section 4(7}, any provision in the wxemorandum or articles, in the case of
a company limited by guarantce and not having a sharc capital, purporting to give any
person a right to participate in the divisible profils of the company otherwisc than as a
member, shall be void.

It is to be noted that the Companies Act, 2013 shall override the provisions in the
memorandum of a company, if the latler contains anything contrary to the provisions
in the Act {Section 6).

These contents of the memorandum are called compulsory clauses and are explained

below:

MEMORANDUM OF ASSOCIATION [SECTION 4 READ WITH SCHEDULF. 1]

Name Clause

Application for
name approval
o he made in
INC 1

Name of the
COMmpally to
indicate private
ar publec,

No use of name
that will
constiiute an
oflcnee.

Noe undesirable
TAITIC a8
specified in
Rule 8 of
Companies
{Incorporation)
Rules,

No identical
name that
resembles the

Situation
Clause

This specihes
the state in
which the
registered
office is
situated.

Companics to
have registered
ofTice within
15 days of
incorporation.

Renstrar to be
intimated about
the details of
registered
office within
30 days of
1ncorporation
or 15 days ol
change if any
as the case may
be in Form
INC. 22

Object Clavse

Memorandum
to statc the
object uf the
company
proposed 10 be
incorporated.

The bilurcation
of main.
ancillary and
other abjects as
requived under
Companies Act
1956 has been
dispensed
within
Companies Act
2013.

Liability
Clause

s siates
thar liability
of the
members 18
limited or
unlimited.

In ¢ase of a
coinpary
tirured by
shares, that
liabilay of ils
members 13
lirmted 10 the
amount
wnpand, 1
any, on the
shares held
by them
(including
premium if
any) as
agarnst
Companics
Act, 1936

Capital Clause

This must state
the amount of
the capital with
which the
company 1§
registered.

The shares o
which the
cupituf i3
dyvicknd rmust
be of fixed
amoun and the
no. of shares
wiich the
subscribers (0
the
memorandum
agree 1o
subscribe to
subscribers to
which shall not
be iess than
one share.

Subscription
Clause (s1a1ed
in schedule 1)

Subscribers
agree Lo
subsuribe the
presvribed no, of
shares stated
against their
name a the
memoranduim.

The stawlory
requerements
regarding
subscnplion of
memorandum arc
that:

1. Ench
subscnber must
take atleast |
share.

2. Each
subseribal must
wrile upposiie
his namc the nuo.

Contd. ..




name of an where in i The caprlal is | of shares which
EXISUNE was limited | variously he apreed to iake.
compaity. 12 the amount | described as
unpaid on the | “Nomunal”,
face value of | “Authonscd”™.
i o the yhatg.

3.3 THE NAME CLAUSE -

The promaters are {iec 10 choose any suitable name for the company provided:

{a) The lust word in the name of the company. il linnited by shares or gnatantee 1s
‘limvited” unless the company is registered under Section 25 as an "association nol
for proM” [Section 13(1) (1) & Section 25].

{b) In the opwnion of the Centrai Govermment, the name chosen is not undesirable
[20¢1)).

The Depactment of Campany Affairs has issucd guidelines for deciding availability of
mmes. However, these acc nol exhausuve but only illusteative of what s considered
an undesirablc name under Section 20.

According 1o Section 4(2), the name statad in the memorandum shall not:

(a) be identical with or reseanble too ncarly to the namc of un existing company
remstered under this Act or any previous company law; or

(b} bec such that its use by the company:
{1} will constitute an offence under any law for the time being 1n force, or
(i} 1s undesirable i the opinion of the Central Governmen.

Section 4(}) provides that without prejudicc to the provisions of Sccuon 42}, a
compary shall not be registered with a name which contains:

(a) any word or expression which is likely to give the impresston that the company 1s
imany way connccted with, ov having the patronage ol the Central Government,
any State Government, or any local autherity, corporation or body constituted by
the Central Govermment or any State Government under any law for the time
being in force; or

(b} such word or expression, as may be prescribed, unless the previous approval of
the Central Govermment has becn obrained {or the use of any such word or
SXPECSSion.

As per Section {4} a person may muake an application. m such form (Form INC1} and

manner and accompamed by such fee, as may be prescribed, 1o the Registrar {or the

reservation of 4 nume set out in the applcation as:

(a) the namme of the proposed company: o
(b} the name to which the company proposes to change 11s name.

Section 4(SHi) Jays down that upon receipt of an application under sub-section (4}, the
Registrar may, on the basis of information and documents furmshed along with the
application, reserve the naine for a period of 60 days from the date of the application.

As stated abave, Section 4(2) provides that the name stated in the memorandum shall
not be such that its use by the cornpany, in the opinjon of the Ceatral Government, 1s
endesirable. A name which is ideatical to or too nearly rcsembles, the name by which
a company in cxistence has been previously registercd. will be deemed to be
undesirable.
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The Registrar must make preliminary enquiries to cnsure that the name allowed by
him is not misleading 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)].

The Registrar is not, however, requirced to carry out any elaborate investigation at the
time of registration of the company. Unless the pumose of the company appears to be
unlawful ex-facie or is transparently illegal or prohibited by any statute, it cannot be
regarded as an unlaw{ul association [T.V. Krishna v. Andhva Prabha (P} Lid,, {1960)
30 Com Cases 437 (AP)].

The objective is to prevent the use of a name which is likely to mislcad the public. For
example, a company is not allowed to use a name which is prohibited under the
Embiems and Names (Prevention of Improper Usc) Act, 1950, or suggestive ol any
connection with Governmeat or of State patronage where there 15 none.

Caselet

Thus, in Ewing v. Buttercup Margarine Co. Lid. (1917) 2 Ch. 1, the plamtiff. who carried
on business under the name of the Buttercup Duiry Co.. obtained an injunction against the
defendant (Butiercup Margarine Co. Lid.s. on the grounds that the public might think thar
the mvo businesses were connected, the word “Butrercup ” being « funcy one.

The rule will apply also to foreign companies or traders, whose goods are nmported
into the country, as it was applied in the case of La Socicte Anonyme Panchard at
Levessor v. Panchard Levessor Motor Co. Lid.. (1901) 2 Ch. 513, The plaintiffs were
a French company carrying on busincss in Paris as motor car manufacturers and were
using the name “Panchaid” in conpection with motors of their manufacture.

They objected to the use of the word “Panchard” in the name of the dcfendant
company on the ground that the principal object of the defendants was to imurc
wrongfully and fraudulently the plaintiffs’ business by passing off their goods as thosc
of the plaintiffs’ manufacture and succeed even though they had no agencics in
England but had a markel for their goods there.

Scetion L6 provides that if by inadvertence or otherwise a name has been registered
which is identical to or too nearly resembles the name of an cxisting company whether
registered undcer this Act or the previous company law, the Central Government may
direct the company to change its name.

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

IT a company s so directed by the Central Government, it must change the name
within 3 manths of the dircction after passing an ordinary resolution. This scetion also
gives enbanced power to the Central Government 1o order rectification of name where
such name in its opinion constitutes an infrmgement of a repistered trademark.

The proprietor of the registcred trade mark may make an apphication to the Central
Government for an order [or rectification of name because it is identical to or too
ncarly rescmbles the applicant’s registered trademarks. Sueh application must be made
within three years {rom the date of incorporation or the registration or change of name
whether under this Act or previous company law.



In such a casc the Central Government may direct the company to change its pame
and the company shall change its name, within a period of six months from the issue
of such ditection, after passing an ordinary resoletion for the purpaesc.

Where a company changes its name or oblains a new name, i shall within a period of
fifteen days from the datc uf such change. give notice of the change 1w the Registrar
along with the order of the Central Government. who shall carry out necessary
changes in the cartificate of incorporation and the memorandum.

} Caselet

in the case of 4ilus Cveles (Hurvanay Lid. v. Atlas Producis Pyt Lid [146 (2008) DLT 274
(DB, usc of the brand name as corporate name was settled. Bovh the plointiff und the
defendunt compunics belong to the same family, The Appellani-plainiiff was the proprictor
of the teade mark i the name “4dilas”. The Respundeni-defendani company containing the
name CAilas ity corporate name started dealing w bicyeles, The plawntiff objected to the
us¢ of the name “Atlas " by the defendant company. The Defenduants were restrained from
B‘z’ng the ward “dtlas " m their corporate/trade name in respect of bicwles and bicvele

ey,

Wherc a company 1 directed to change the name. the court camot directly tell the
Registrar 1o cffect the change in the name of the company. The Court can only direct
the company 1o do so The company cannot simply file the Court order regarding the
change but it witi have to follow the prescribed pmccdurc [Halifax Plc v. Halijax
chmsmsmm Lid (20043 2 BCLC 455 rCA)).

But mere strmbarity of namic is not 0 itsell enough to give a nght to an injunction. As
held in D W Boulay v. D.W. Boulay. (1868) LR 2 (PC), thc law does not gives a
persen the night to prevent the use of 4 name by another person. In the case of
companies, however, registration will be rcefused only if thae is jikelihood of
deception or confusion.

A person canpnat be pernutied to name 2 company even after his personal name if tha
name resembles the nanme of an cxisting company [K. G, Khosia Compressors Lud. v
Khasla Extractions Led., ¢1986) | Comp LJ 211 - AIR 1986 Del 151]. In the casc of
mcorporation of an Assel Management Company (AMC), the Memorandum and
Articles af Association are required to be vetted and approved by the Securities and
Exchange Board of India (SEBI) before these documents are registcred by the
Registrar of Companies.

Too Similar Name

In vasc of tuo wmilay namcs, the resemblance between the two names must be such as
16 he caleulated 10 deceive. A name shall be said to be caleulated 1o deceive where i
Suggests some conneclion or association with the existing company.

Examples:

{i} Tn Sociery of Motwor Manufacturers and Traders Lid. v. Motor Mapufacturers and
Traders Mutua) Assucance Ltd. (1925} 1 Ch. 675, the plaintT company brought
ap actien to restrain the defendant company to usc the said name. But, Lawrence,
1., held “anyune who look the trouble to think about the matter. would sec the
defendani company which was an insurance company and that the plaintiff society
was a frade proteclion socicty and 1 do not think that the defendant company 1y
linble to have its business stopped unless it changes its pame simply becausc a
thoughtless person might unwarmantedly juimnp to the conclusion that it is
connected with the plaintitf society™.
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(1) In Asiatic Govl. 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 did not restrain from using their name.

(iii)Ip Erving v. Buttercup Margarine Co. Lid. (1917), the plaintiff who carried on
busincss under the name of the Buttcrcup Dairy Co. succeeded in obtaiming an
imjunction against the defendant on the ground that the public yught think that the
two busincsses were connecled. since the word ‘buttercup’ was an unnecessary
and fancy one.

{iv) In Executive Board of the Mclhodist Church in India v. Union of India (1985) 57
Comp. Cas. 443 (Bom), the Methodist Church in India sought registration of a
company in the name of ‘Methodist Church in India Trust Association’. There
was alrcady an existing company bearing the name ‘Methodist Church in
Northern India Trust Association {P} Ltd."” in Calcutta.

The former sccrctary of the later's association informed the Registrar that the said
company had not functioned since 1970; that no annual reports or minutes had been
filed wilh the Registrar since 1970; and that some directors had dicd and some had
lefi,

The question was whether i these circumstances the Calcutta company was a bar to
the regisiration of the new company.

Held: (f a company is practically defunel, it is not a bar to the regisiration of a new
comparny with a similar name.
Use of certain key words as part of the name

The Department of Company Affairs has ¢larificd that if a company used any of the
following keywords in its name, it must have a minimum authorised capital mentioned
against the keywords:

Kevwords Required Authorised Capital
)
i {omoration ! 3 ¢rores
(1) Internatonal, Globe, Umiversal Consinental, Inter-continental, | crore
Asiatic, Asia, being the first word of the name.
{niy 1f any of the words at (1i) above is used within the name (with 50 lakhs
or without brackets).
{1v} Hindustan, India, Bharat, being the first word of the name. 50 lakhs
(v} If any of the words at (iv) above is used within the name 5 lakh
{with or without brackets).
twi) IndustriesUdvog. | crove
{vii} Enterpriscs, Products. Business. Manufactoring. 10 lakhs

Publication of name Section (147)

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 of
business in a conspicuous position in letters casily legible and in the language in
general use in the locality.

Department of Company Affairs has clarified that exhibition of its name in English

alone, without at the same time showing, it in the local language will not be sufficient
compliancc with the requiremcents of the Section.

The words “oulside of every office’ do not mean outside the premises in which the
office is situated {Dr. H.L. Batliwala Sons & Co. Ltd. v Emperor (1941) 11 Comp.



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

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

(c) have #ts name and address of its registercd oflice mentioned in legible characters
in all business letters, bill heads, negotiable instraments, invaices, teceipts, ate., of
the company.

Further 1y casc of One Person Company, the words “One Person Company™ shall be
mentioned in brackets below the name of such company, wherever its name s printed,
affixed or cngraved. Ministry of Corporate Affairs (MCA) has clarified that display of
ils name 1n English in addition to the display in the local language will be a sutficient
compliance with the reguirements of the scetion.

The MCA has also clarified that a share certificate is not an official publication of a
corupany within the meaning of Section 147 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 outside the premiscs in which the
office is situated [Dr. H.L. Bathwalla Sons & Company Ltd. v. Emperor (1941) 11
Com Cases 154: AIR 1941 (Bom.) 97]. Where office is sitated within a compound,
the display outsidc the office room, though inside the building, 15 sufficicnt,

Penalty

1f a company does not paint or a{fix its name and the address of its registered officc in
the prescribed manncr, the company and every officer of the company who s in
default shall be punishable with fine.

Also, cvery officer of a company or any person on its beball who signs or authonses
to be signed on behalf of the company any bill of exchange, hundi, promissory note or
cheqgue, ete., wherein the name of the company 1s not mentioncd in the prescribed
manner, shall be personally liable to the holder of such hills of exchange, hundi,
promissory note, chegue, ete., for the umount thereof unless it is paid the company.
Personal Liability will, however, be not incurred in the following cascs:

{a) The holder of a negotiable instrumenl, on which the company’s name has been
incorrectly stated, will not be able to enforce the personal lability under Scetion
147{4} againsi thc officer concerned if the crror was duc to the holder’s own act
[Durham Fancy Goods Ltd. v. Michael Jackson {Fancy Goods) Ltd. and Another
(1968) 2 Q.B. 839].

(b} The word ‘Limited’ 1s ahbreviaied to ‘Lid.” {P. Staccy & Co. v. Wallis (1912) 28
T.L.R. 219,

{¢) There 1s an accidental omission of the word 'limited” [Dermatine Co. v, Ashworth
(1905 21 T.L.R. 510}. In this case, a Wil of exchange was accepted on behalf of a
limited company. The rubher stamp of the company was longer than the paper.

As a result, the word “limited’ did not appear on the instrument. Held, the directors
who accepted the bill of exchange were not personally liable because omission was
neither delibevate nor of negligent in origin. It was an obvious ecror of most trilling
kind and the mischief aimed at by the Act did nat here exist.

3.4 THE REGISTERED OFFICE CLAUSE OR SITUATION
CLAUSE [SECTION 13(1XB)]

This clause states the name of the State in which the registered office of the company
will be suuated. Every company must have registered officc which cstablishes us
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domicile and it is also the address at which company’s statutory books must normally
be kept and to which notices and ali other communications can bhe sent. The notice of
the exact situation (address) of the registered officc may bc given to the Registrar
within thirty days from the date of incorporation (Section 146),

As in the case of publication of the company’s name, scelion 147 also makes similar
provisions regarding publication of the Registered Office of thc company.

Section 12(3) states that cvery company shali:

(a) Paint or afix its name, and the address of its registcred office, and keep the same
pated or affixed, on the outside of every office or place in which its busincss 15
carried on, ! a conspicuous position, in legible letters, and il the characters
emnployed thexcfore are not those of the language or of onc of the languages in
general usc n that locality, also in the characters of that language or of one of
those fanguages;

(b) Have its nainc cnpraved in legible characters on ifs scai;

(c) Get its name, address of its registered oftice and the Corporate Identity Number
along with telephone number, fax number, if any, e-mail and website addresses, if
any, printed in all its busincss letters, billheads, letter papers and in all its nolices
and other official publications; and

(d) Havc its name printed on hundies, promissory noics, hills of exchange and such
other documents as may be prescribed: Provided that where a company has
changed its name or names during the last two years, it shall paint or affix or print,
as lhe case may bc, along with its namc, the former name or names so changed
during the last two yeats as required under clauses (a) and (c).

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

Under scction 4(1)(c) of the Companics Act, 2013, all companies must state in their
memurandum the objects for which the company is proposed to be incorporated and
any matter considercd necessary in furtherance thereof. The objecis clause definex the
objects of the campany and indicates the sphere of it activilics. 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 cven by the assemt of the whole body of
shareholders.

However, a company may do anything which is incidental to and coascquential upon
the objects specilied and such act will not be ultra vires. The objects clause is of great
tunportance because it delermunes the purpose and the capacity of the company. It
indicates the purpoac for which the company has been sei up and its actual capabitity,
besides its sphere of acuivities. Thus, a trading company has an implicd power 10
borrow money, 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 info three parts: {a) Main objects of the company (o be
pursued by thc company on its incorporation; (b) Objects incidental or ancillary to the
attainment of the main objects; and (c} Other objects of the company not included in
{a) and (h) above. The subscribers to the memorandum of association enjoy almost
unrcsiricted frecdom fo choose the objects. The only restriction is that objects shouid
not be ilicgal and against the provisions of the Companies Act, 2013.

A company may on receipt of certificatc to cominence business, pursuc any business
given in the ‘main objects’. In the case of companies (other than irading companies)
with objects not confined to one State, the Memorandum must give the name of the
State/(s) to whose ‘territories the objects extend'.



No business geven in ‘other objects” can, however, be commenced unless prior
approval of sharcholders with regard thereto is obtained by way of special resolution
passed in general meeting [Seclion 149(2A)). Whete 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 voles casl in
favour of the resolution excead the votes cast against the resolution, (f any [Section
149(28)).

The objects of the company must nat be illegal, immeral or oppoesed to pullic policy
of i contravention of the Act. For cxample, Scction 77 prohibis a company to
purchase its own sharcs.

It is vlra vires for a canipany to act beyond the limits of iis memorandum. Any
attempted departure will be invalid and cannot be validated cven if assented to by all
the sharcholders of the company. Ultra vires means an act or (rapsaction of a
company, which though it may not 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 limt beyond which a company cannot travel
(Ashbury Railway Carviage and fron Company v. Riche, (1875; LR 7 HL 653]. The
Mcemorandum of Associatjon is the “Lakshman Rekhs' [or a company. An act beyond
the objects mentioned in the memorandum is nltra vires and void and cannot be
rauficd [Dr, Lakshmunaswami Mudalior A v LIC 179631 Comp 1J 24%: 1463 33 Com
Cuses 420: AIR 1963 5C 1185).

Where no connection of nexus exsts berween the cxerclse of a power and the
attminment of an object, exercise of power will be ultra vires [Radha Cincmu & Co. v.
Chitralipi Films. 1974 Tax LR 21x0 (Caly).

Dacirine of Ultra Vires

In the cuse of a company whatever 1s not stated in the memorandum as the abjects or
powers is prohibred by the doctrine of witra vires. As a result. an act which is ultra
vires is vold and dues nol bind the company. Neither the company nor the contracting
pany can suc on it.

Also. as stated carlier, the company cannot make n vahd, even if every member
assents to it The general rule is that an act which (s ultra vires the compony is
wcapable of ratificaion. An act which i» mtra vies the company but outside the
authority of the directors may be ratified by the compuny in proper form [Rajendra
Nath Duita v. Slulendra Nath Mukherjee, (1982) 52 Comn Cases 293 (Cal.)).

The rule is meant to protect shareholders and the eredstors of the caompany. I the act is
ultra vires (beyond the powers of) the directors only. the sharcholders can ratify it. 1f i
1s ultrd vires the articles of assuciation, the company can alter s articles in the proper
way.

The memorandom of the company in the said case defined its obyects thus: “*The
objeets for which the company is estabhished are to make and sell, or lend or hire,
railway plants........... to carry on the business of mechanical engincers and gencrat
conlractors.......... .

The company entered 1010 a contract wath M. s. Riche, a finin of railway contractors (o
finance the construction of a ratlway line m Belgium,

On subsequent repudiation of this cantract by the company on the wround of its being
ultra vircs, Riche brought a case for damages on the ground of breach of contract. ag
according to him the words “gencral contractors™ in the vbjcets clause gave powcer to
the compuny to enler into such a contract and, theccfore, it was within the powers of
the company.
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More so because the contract was ratified by a majority ol shareholders. The House of
Lords held that the contract 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 1s connected with the business of mcchanical 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 desirc to make, which we authorise the directors to
make”, still it would be ultra vires. The shareholders cannot ratify such a contract, as
the contract was ultra vires the objects clause, which by Act ol Parliament, they were
prohibited from doing,

However, later on, the House of Lords held in other cases that the doctrine of ulira
vires should be applied reasonably and unless it is vxpressly prohibited, a company
may do an act which 15 necessary for or incidental to the attainment of its objects.
Section 13{1)(d) of the Companies Act. 1956 [Corresponds to Section 4] )(c) of the
Companics Act, 2013} provides that the ohjects for which the company is proposed to
be incorporated and any matter consideced necessary m furtherance thercof be stated
n the memorandum.

However, even when the matters censidered necessary in furtherance of the objects
are not stated, they would be allowed by the principle of reasonable construction of
the memorandum.

Caselet

Justice Shah faftervards C.J) in the case A. Lakshmanaswami Mudaliar v. L1C, ALR.
1963 S.C. 1185, upheld the doctrine of witru vives. In thiy case, the directory of the company
were authorised “to moke payments towards any charitable or any benevolent object or for
any general public or usefid object”. In accordance with shureholders’ resolution the
directors paid T 2 lacs to a trust formed for the purpose of promoting technical and
husiness knowledge. The company’s business having been taken over by 1.1.C., it had no
business left of its own.

The Supreme Court held that the payment was ulira vires the company. Dircciors
could nol spend company’s money on any charilable or general objects.

They couid spend for the promotion of only such chariiable objects as would be uscful
for the attainment of the company’s own objccts. It 1s pertinent to add that the powers
vesied in the Board of Directors. c.g., power to borrow mooey, 15 not an object of the
company. The powcrs must be exercised to promote the company’s objeets.

Charity is allowed only to the extet to which it i1$ nceessary in the reasonable
management of the affairs of thc company. Justicc Shah held: “There must be
praximate connection between the gifi and the company’s business interest”.

Thus “gifts to foster research relevant to the company’s activities” and “payments (o
widows of ex-emplayees on the footing that such payments encourage persons to enter
the employment of thc company™ have been upheld as valid and intra vires. A bank or
any other person lending to a company, [or purposes ulira vires the memorandum,
cannol recaver [National Provincial Bank v. Introductions Lid., (1969) | All. E.R.

887].

Further, in the case of Bell Houses Ltd. v. City Wall Properties Limited (1966} 36
Com Cases 779, the ohjects clause included a power to “carry on any other trade or
business whatsoever which can, in the opinion of the Board of dircctors, be
advantageously carricd on by the company”. The Court has held the same to be in
ordcer.



3.6 LIABILITY CLAUSE [SECTION 13(2)]

This clause statcs the nature of liability of the members. In case of a company with
limited hability, it must state that Lability of members is limited, whether it be by
shares or by guaraniee. This mcans that in case of a company limited by shares, a
member can be called upon at any time to pay to the company the amoumnt unpaid on
the shares hcid by lum. In case of companies imited by guarantee, this clavse will
state the amount which every member undertakes to contribute to the assets of the
company in ihe event of its winding up.

In the case of an unlimited company, this clause needs not be given i the
memorandum. In fact, the absence of this clause in the memorandum means that the
liability of its members is unhmited.

As per Section 45, under certain circuinstances the hability of members of a iimited
company becomes unlimited.

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

This clanse slates the amount of share capital with which the company is registered
and the mode of 11s division inlo shures of fixed value, i.e., the numbar of shares into
which the capial s divided and the aipount of each share. The sharcs inte which the
capital 15 divided must be of tixed valuc, which is commoniy known as the nominal

value of the sharc. The capital is variously described as “nominal”, “awthorised” or
“registered”.

The amount of nominal capital 1s determined having regard to the present as well as
future requirements of the company with reference o its objects. The usual way to
state the capital in the memorandum is: “The capital of the company 1s T10,00,000
divided into 100,000 equity shares of 10 each” Tlus amount lays down the
maxintusn limit beyond which the company cannol issue shares without altering the
memaorandum as provided by Section 61 of the Companies Act. 2013,

If there are both cquity and prefercnce shares, then the division of the capital 1s to be
shown under these lwo heads. A company 1s aet authorised o issue capital beyond its
authorised/nominaliregistered capital. Jf it receives applications for shares beyond the
shares covercd by the authorised capital, the amount reccived on cxcess number of
shares should be returned.

Ont of the issucd capital, the total amount actually subscribed or apreed 1o be
subscribed is known ag subscribed capital, and this subscribed capital again may be
wholly paid or partly paid, in which latter case the balance would he payable on future
calls when made.

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

3.8 THE ASSOCIATION CLAUSE [SECTION 13(d)(C)]

At the cnd of the memorandum of cvery company there is an association or
subseription clause or a declaration of association which reads something like this:

“We, the scveral persons whose names and addresses and occupations are subscribed,
are dcsirous of being formed into a company in pursuance of this memorandum of
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association and we respectively agree (o take the nomber of shares in the capital of the
company sel opposite our respective names”.

Then follow ihe names, addresses, descriptions. eccupations of the subscribers and the
number of sharcs cach subscriber has taken and his signature atiested by a witness,

3.9 SIGNING OF MEMORANDUM

Rule 13 Companies (Tncorporativn) Rules, 2014

The Memorandum and Articles of Association of the company shall be signed in the
following manncr, namely:

1.

The memoraadum and aricles of association of the company shall be signed by
cach subscriber {o the memorandum, who sha!l add his name, address, description
and occupation, if any, in (he presence of allcast one witness who shall attest the
signature and shall likewjsz sign and add his name, address, description and
occupation, il any and 1the witness shall state that “1  witness 10
subscriber/subseriber(s), who has/have subscribed and signed in my presence
(datc and place 1o be given); further ] have verilicd his or their Identity Details
(1D} for their identification and satisfied myself of his/her/their identification
particulars as filled in™.

Where a subscriber 1o the memorandum is illiterate, he shall affix his thwnb
impression or mark which shall be deseribed as such by the person, writing for
him, who shall place the name of the subscriber against or below the mark and
authenticate it by his own signaturc and he shall also write against the name of the
stibscriber, the number of sharcs taken by him.

Such person shall alse rcad and explain the conients of the memorandum and
articles of association to the subscriber and make an endorsement to that effect on
the memorandum and articles of assocyation.

Where the subscriber to the memorandum is a body corporate, the memorandum
and articles of association shall be signed by dircctor, officer or employee of the
body corporate duly authorized on this bchal{ by a resolution of the Board of
Directlors of the body corporate and where the subscriber is 2 Limited Liability
Partnership, it shall be signed by 4 partner of the Limiled Liability Partnership,
duly authorized hy a resolution approved by all the partners of the Limited
Liability Partnership: Provided that in eiher case, the person so authorized shall
not, at the same time, bc a subscriber to the memorandum and articles of
Association

Where subscriber to the memorandum is a foreign pational rcsiding outside India-

{(a) In a country in any parl of the Commonwealth, his signaturcs and address on
the memorandum and articles 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 4 party to the Hague Apostille Convention, 1961, his
signatures and address on the memorandum and articles of association and
proof of idenuity shall be notarized before the Notary (Public) of the country
of his origin and be duly apostilled in accordance with the said Hague
Convention.

{c) In a country outside the Commonwecalth and which is not a party te the Hague
Apostitlc Convention, 1961, his signamires and address on the memorandum
and articles of assoeiation and proof of wlentity, shall be notarized before the
Notary (Publict of such country and the vertificate of the Notary (Public) shall
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Change of Name. Section 21 provides that the namc of a company may be changed at
any lime by passing a special resolution at a general meeting of the company and with
the written approval of the Central Goverrunent. However, no approval of the Central
Government 18 necessary if the change of the name involves only the addition ar
deletion of the word ‘pnivate’ (i.e.. when public company 1s converted mto a private
company of ¥icc versa).

[t through madvertence or olherwise, a company has becn regisiered with a name
which 15 identical with or too closely resembles with the name of an existing
company, the company may change its namc by passing an ordinary resolution and by
obtaining the approval of the Central Government i writing {Section 22).

The change of name must be communicafed to the Regisirar of Companies within 30
days of the change. The Registrar shall then enter the new name on the register in the
place of the old name and shall issue a fresh certificale of incorporation with
nceessary alterations {Section 23(1)). The change of name becomes effective on the
issue of fresh certificate of incorporation. The Registrar will also 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 abligations of the company or
render defective any legal proceeding which might have been continued or
commcenced by or against the company by its [ormer name may be continued by or
against thc company by its ncw name {Scction 23(3)].

Within 30 days of the passing of the special resolution, 4 printed or a type wrilicn
copy ol the resolution should be sent to the Registrar of Companes.

Change of registered office. The procedure depends on whether the change is within
the jurisdiction of same registrar of companies (Section 146) or whether the shifting 1s
to the jurisdiction of another rcgistrar of companies in the same state {Section 146 and
Section 1 7A). This may inciude:

(a) Change of registered office from one premises (0 another premises in the same
city, town or villuge. The company may do so anytime. A resolution passed by the
Board of Directors shall be sufficient. However, notice of the change should,
within 30 days sfter the date of the change. be given to the Registrar who shall
recard the same (Sectron 146).

{by Change of registered office from ane town or city or village 10 anather 1own or
city or village in the same Staie (Section {46). In this case, the procedurce is:

{i) a special resolution s requiced 10 be passed al a gencral mecting of the
sharcholders;

{i1) a copy of it is 10 be filed with the Registrar within 30 days.

(1i1) within 30 days of the removal of the registered office, notice of the new
lucation has 1o be given o the Registrar who shall record the same.

(€) Shifiing of the regisiered office from one pluce io unother within the same stale
(Section 174). The shifiing of the repistered office by a company {rom Lhc
jurisdiction of one repistrar of comparics to the jurisdiction of another registrar of
companies within the same state shall (in addition to requirements under Section
146} also requirc confirmation by the Regional Director, For this purpose, an
application is to be made in the prescribed form and the confirmation 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 shal! be conclusive evidence of the compliance
of all requirements under the Act.

(d) Change of registered affice from one state to another state.



Section 17 provides for the shift of the registerced office from one State to another and
such shifl involves alteration of memorandum. The change of registered office from
one locahity to another 1o the same ciry or from one city to another in the same state
ducs not involve alterativn of memorandum.

The shitt of the registercd office from one state 1o another can be donc by a special
resolution which iy required to be confirmed by the Central Governmwent.

The Central Government. before confirming the resolution, will satsfy nsell that
suificient notice has been given to every creditor and all other persons whose intercsts
arc hkely 1o be aflected by the alteration, including the Registrar of Companics and
the Gavernment of the state in which 1be registercd otfice is situated.

Also. the Central Goverrunent will give an opportunity to members and creditors of
thc company, the Regisirar apd other persons intercsted in the company to be heard.
The Central Government may confirm the resolution an such terms and conditions as
it thinks fit.

(t was made clear in Zuari Agro Chennicals Ltd. v. F. 8. Wadia and Others (1974) 44
Comp. Cas. 465 that the Company Law Board (now Central government) will not
substitute its own wisdom or judgement for the collective wisdom or judgement of the
company expresscd in speciul resolution. Bul the bonafides of the company's
apphicalion for change can be screcned.

Loss of revenues of state, whether relevant consideration. 1In Orient Paper Mills Lid. v
State. ATR (1957) Or. 232 it was obscrved that a Siate whosc interests arc affecied by
the chunge has a locus standi to oppose shift of registered office of a company.

Accordinglv, the Orissa High court declined to confimn change of registercd office
from Orissa o West Bengal, mitcr alia, on the ground that in a Fedcral constitution
every State has the right Lo proteet its revenue and, thercfore, the intcrest of the State
must be raken into account.

But in Minerva Mills Ltd. v, Govt, of Maharashira {1975) 45 Comp. Cas {Bom.),
Justice Ray of the Bombay High Court held that the Company Law Board {now
Ceatral government) cannot refusc confirmation on the gound that the change would
cause loss of revenue to a Stake or would haye adverse effcets on the gencral
economics of the State.

The question of loss of revenue to one State would have to he considered in the
prospectus of total revenues for the Republic of India and no paroghial considerations
should be allowed to turn the scale in regards to change of repistered office from one
Stale to another within India,

Sinular view was cxpressed in Rank Film Distributors of India Ltd. v. Registrar of
Companies, West Bengal [AIR (1969) Cal. 327, i.e,, that State has ny statutary right
under Scetion 17 to oppose the shifling of the registered office (rom onc State to
another,

A printed or a typuwtitten copy of the special resolunon both under Section 146 and
Section 17 should be sent to the Registrar within 30 days of s passing,

A cutificd copy of the Central Government order of the Central Government should
he Mled withun three months thereof with the Registrar of cach Stawe  the old and the
new State, I it is not filed within the preseribed time, then the akeranon shall, at the
expiry of such penod, becomes void and inoperative.

A nolice of the new location of the registered office must be given o the Registrar of
thc Statc to which the office has been shifted, within thiny days after the chanpe of the
office {Section 146).A company is in a position to shifi its registered office from onc
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Stute to another for certain purposes only. These arc discussed in the following
paragraph {under ‘Alteration of objects’ — the grounds being common),

Alteration of objects clause. Section 7 empowers a company by a special resolution
to alter the objects or 10 change the placc of its registered office from one Stale to
anothey it the alteration is sought on any of the following grounds.

1.

To carry on its business more economically and more efficienty, In Dalmia
Cement {Bharat) Ltd., In re (1964) 34 Comp. Cas. 729 (Mad.), the Court obscrved
that whether a company can carry on its business more economcally or more
efficiently is a malter of judgement for the directors.

If the directors consider that under the existing circumstances, it will be
convenient and advantageous to conibine the new objects with the existing objccts
and 1f it appears that such a conclusion may be fairly artived at, the Cowrt (now
Central government) will not go behind it and hold an cnquiry as (o whether the
opinion of the directors is well founded or 15 justified.

The true legal position, observed thec Delthi High Court, is that the business must
remain substantially the samie and the additions, alterations and changes should
only be steps-in-aid to improve the efficicncy of the company [Delhi Bharat Grain
Merchants Assn. Ltd., In re (1974} 44 coinp. Cas. 214 (Dellu)).

In Re, Scicntific Poultry Breeders Association (1933) 3 Comp. Cas. 89 (CA), a
company’s memorandum prohibited payment of remuneration to the members of
its governing body. It wanted for efficient managemcnt, amendment in the
memorandum o enable it to pay remuneration to its povermng body members
which was allowed.

Te atrain its main purpose by new or improved means. For the companies
registered alter 10™ October, 1965, there is no difficulty in ascertaining the main
purposc because thc Memorandum would statc it. But for the companies
registercd earlier, on¢ has to look not only to the memorandum but also to what
has actually becn done.

To enlarge or change the focal area of its operation. 1n India Mechanical Gold
Lxtracting Cosnpany, In Re (i891) 3 Ch. 538, the company’s business was
confined to the ‘Empire of India’. It wanted to enlarge its operations by dropping
{these words. It was alflowed o do so on the condition that the word ‘lndian’ was
also dropped from 118 name.

To carry om some business which under cxisting circumstances may be
conveniently or advantageously combined with the business of the company. In
fact, most of the amendments sought in objects clause are bascd on this ground.
This clause enables a company to diversify. The working of the clause makes its
scope very wide in as much as any activily which may either convenicatly or
advantageously be combincd with the existing business may be allowed.

To resirict or ubandon any of the objects specified in the memorandum. Even
for delcting any portion of the object clause, the proccdure lawd down in Section
|7 has to be followed.

To sell or dispose of the whole or any part of the undertaking. Where a company
wishes to adopt a cut-back or retrenchment strategy, i.c., where it fecls that it has
either grown too big or diversified in various directions thal managing becomes
difficult or uneconomical, it may aftcr its objects to scll or dispose of any of its
undertakings,



1. To amalgumate with any other company or body of persons. A printed or a
typewnitten copy of the special resolution is required to be filed with the Registrar
within thirty days of the passing thercof.

Also a petition 1s to be filed with the Central Government for contirmation of the
special resolution. The Central Government, being satishied that the notice of the
resolution was given to ali persons whosc interests are likely to be affected by the
alteration, including the Registrar and the Statc Govermment and having heard
them, may conflirm the alteration cither wholly or in pan.

A certificd copy of the order of the Central Government together with a printed
copy of the altcred memerandum must be filed within three months of the date of
the order, with the Registrar, The Registrar will register the documents and issue.
within onc month a certificate which will be conclusive evidence that cverything
required has been dooe {Section 18). If the required documents are not filed within
the prescribed time, the alteration and the order of the Central Government
confirming the alleration, shall, al the expiry of such period, become void and
inaperalive (Section 19),

Alreration of liability clause (Section 38). The liabilny of & member of a company
cannot be increased unless the member agrees in wniting. The consent of the member
may, however, be given either before or after the alteration. Increase in liabihty may
he by way of subsciibing for more shares than the number held by him at the date on
which the alteration 15 made or 1n any other manner.

In case where the company s a ¢lub or any other similar association and the alteration
in the memotandum requires the member to pay recurring or periodical subscoiption or
charges at a hwgher ratc. although he does not agree in writing to be bound by the
alteration, 1t shall be binding on him.

Im case of unlimitcd liability company, the liability may bc made limied. The
alteration will. however. not atfect any debis, liabilities, obligations or contracts
entcred into by mr with the company before the conversion.

Alteration of capital clause. Seclion 94 provides that, if the articles authorise, a
company limited by share capital may. by an ordinary rcsolution passed in general
meettig, alter the conditions of 1s memorandum in repard to capital <o as:

1. 10 increasc its authorised share capita) by such amount as it thinks cxpedient by
issuing fresh shures;

2. 1o comsolidate and divide all or any of its share capital into shares of larger amount
than its existing shares:

3. to convert all or any ot its fully patd-up shares into stock and recanvert the stock
mnto fully paid-up shares of any denomination;

4. 1o sub-divide 1= shares, or any of them, into shares of smaller amount than fixed
by the memorandwin, bhut the proportion paid and unpawd on each share must
remain the same;

3. to cance!l the shares which at the date of the passing of the resolution in that
behalf, have not been tuken ur agreed 1o be taken by any person.

ik
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Fill in the blanks.

1. The is 4 document which sets out the constitutton of
a company and s thereforc the foundaiton on which the struciure of the
company is built.

2. Tn casc of , the words shall be mecntioned in brackets
below the namc of such company, wherever its name is printed, affixed or
engraved,

3. Every company must have which cstablishes its
domicile and it s akso the address at which company’s statutory books
must normally be kept.

4, A company cannal do anything beyond or cutside its and
any act done beyond them will be ultra vires and void and cannot be
ratificd even by the asscnt of the whole body of sharehoiders.

5. states the nature of habilty of the members. In case of a
company witl , 1L must state that liabitity of members
is imtted, whether it be by shares or by guaranice,

J.11LET US SUM UP

The memorandum of association contatns (e nxrne, siteation of registered office,
objects, capital and liability ¢lauses.

Section 4(6) of the Companies Act, 2013 provides that the memorandum of
association should be in any ane of the Forms specified in Tables A, B, C, D or E
of Schedule T to the Act. as mav be applicable in the case of the company or in
Forms a% ncar thercto as circumstances admit.

The Department of Company Affairs bhas issued guidclines for deciding
availability of names.

In case of too sitwlar names, the resecmblance between the two names must be
such as to be calculaied to decerve. A name shajl be said to be calculaicd to
deceive where 1t suggests somme conneclion or association with the existing
company.

Every company must have registered office which establishes its domicile and it is
also the address at which company’s statulory books must normally be kept and to
which notices and all other comimunications can be sent.

Linder scction 4{1)(c) of the Compantes Act, 2013, all companics must state in
their memorandum the ohjects for which the company is proposed to be
incorporated and any matter considercd neccssary in furtherance thereof.

In the case of a company whatever is not siated in the memorandum as the ohjects
or powers is prohibited by the doctrine of ulira vires. As 2 result, an act which is
ultra vices is vaid, and does not bind the company.

in case of « company with {imited lability, 1t must state that liabibty of members
is limited, whethcr it be by shares or by guaranice.

The sharcs info which the capital is divided must be of fixed value, which 15
commonly known as thc nominal value of the share. The capital is variously
descnbed as “nominal”, “authorised” or “registered”.



3.12 LESSON END ACTIVITY

A company was incorpetated with the purpose of manufacturing chemicals. Later the
company proposed to alier the objects clause in its Memorandum of Association in
order to be ablc o invest in the encounragement of scientific education. Is the alteration
legally permussible? Explain in detail.

3. 13 KEYWORDS

Mentarandum of Association: The Memorandum of Association 1s a document which
sels out the constitution of a company and is therefore the foundation on which the
structure of the company is built.

Registered Office Clause: This clausc states the name of the Siate in which the
registercd oftice of the company will be situated.

Liabitity clause: This means that in case of a cormpany limited by shares, a member
can be called upon at any tame 1o pay to the company the aimount unpaid en the sharcs
held by him.

Capitat cluuse: This clause slates the amount of share capiial with which the company
15 registered and the mode of its division into shares of fixed value, i.e., the nuinber of
sharcs into which the capitai is divided and the amount of cuch shayc.

Ultra Vires: 'he Company’s activities are confincd strictly to the objects menuoned
in its memarandam and st they are beyond these abjects, then such acts are known as
‘ultra vires”.

Doctrine of Constructive Notice: This docirine enunciates that any persoen dealing
with the company ts presumed e have tead its memorandum and articles.

3.14 QUESTIONS FOR DISCUSSION

1. Dcfine memorandum of association. What docs it contain?

2. How are afierations made in & memorandum of association?

3. What are the compulsory clauses of memorandum?

4. Discuss the provision of faw with regard 0 name clausce of memarandum. Also
give example.

5. Why it 1s necessary to have registered office? Staie the legal requirement,

b, Discuss about the publication of name.

Check Your Progress: Model Answer

Memorandum of Associition

2. One Person Company
3. Registaied office
4. Objects
3 5. Linbitity clause, himited Labibty J

24)
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4.0 AIMS AND OBJECTIVES

After studying thas lesson, you should be able to:

e Thscuss the nature of articles, articles subordinate to memorandum and articles in
relation to memorandum

e Explain the registration of articies

e Discuss the entrenchment provisions

» Sigie the statutory requirements of articles

® Tdentify the provision in articles as regards (o cxpulsion of a member
® Explain the alteralion of articles

® Know the limitations on power to alter articles

s ldentify the effeet of mernorandum and articles/binding force of memorandum and
articles

¢ LJucidate the doctrine of indoor management
e dentify the distinction between memorandum and articles

e Discuss ihe prospectus and steps which arc necessary before the issuc of
prospecius

4.1 INTRODUCTION

The articles of association of a company and its bye-laws are rcpulavions which
govern the management of its internal affairs and the conduct of iis business. They
define the duties, rights, powers and authority of the sharcholdcers and the directors n
their respeclive capacitics and of the company and the mode and form in which the
business of the company 1s to be camed 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 thelr rights as
such members. They are subordinate te and arc controlled by memorandum. Articles
cannot supersedce the objects as sct out in the Memorandum of Associalion.



The memorandum, as we have scen eartter, Javs down the scope and powers ol the
company, whereas the arlicles govern the ways in which the objects of the company
are to be carned out. Also the alteration of mcemorandum involves claboraie
procedure, whercas the articies can be framed and aitered by the members by passing
special resotution.

The memorandum 15 the area beyond which the actions of the company cannat go
inside that arca the shareholders may make such regufations tor their own govornance
as they think fit. Howcver, the amticles must not be wmconustent wih the
memorandum. Also, as in the case of memorandum, the articles of the company must
not contain anything which 1s against or repugnant to the provisions of the Companies
Act (Section 9),

4.2 NATURE OF ARTICLES o

According to Section 2(3) of the Companies Act, 2013, ‘urticles’ means the articles of
association of a company as originally framed or as altered from time Lo time or
applied in pursuance of any previous company law or of tus Act,

I also wcludes the cepulations contained in Table A in Schedule 1 of the Act. in so far
45 they apply 1o the company. In terms of Scction 3¢1), the arnicles of a company shall
contain the regulations for management of the compaoy. The artictes of association of
a company are its bye-laws or rules and regulatians that govern the management of its
mnternal affaics and the conduct of its business.

The articles play a very tmportant role in the affais of 2 company. Tt deals with the
rights of the members of thc company inter se. They are subordinate 1o and arte
conirolled by the memorandwm of association. The gencral functions of the articles
have been aptly summed up by Lord Cairns, L.C. in Ashbhury Radway Carmage and
Iron Co Ltd. v. Riche, (1875 L.R. 7TH.L. 653 as follows:

“The articles play a pari that is subsidiary to the memorandum of assaciation. They
accept the memorandum of usseciation as the charter of Incorparation of the
company, and so accepting if, he articles proceed 10 define the duiivs, rights and
powers of the governing bodyv as between themselves and the company ar large, and
the mode and form in which business of the company is to be carried on, and the mode
and form in which changes in the internal regulations of the comparny may from time
te time be made... The memorandum, is as it were... the area bovond which the action
of the campany cannot go; inside that area shureholders may meke such reyulonons
for the governance of the company us they think fir”.

Thus, the memorandum lays down the scope and powers of the company and the
anticles govern the ways in which the ohjcews of the company are te be carried out and
can be {ramed und altered by the members. Bul they must keep within the himits
marked out by the memorandum and the Companics Act.

The articles regulate the internal management of the atfairs of the company by way of
defimng the powers of its officers and estabhishing a2 contract between the company
and the inembers and between the members nter se.

This contract governs the ordinary rights and obligations incidental 1o membersiup n
the cormpany [Naresh Chandra Sanyal v. The Calcutta Stock Fachange Association
Lid.. AIR 1971 SC 422 (1971) 41 Cum Cases 31,

But the Articles of Association of a company are not 'law’ and du not have the force
of law. In Kinetic Engineermg Ltd. v. Sadhana Gadia, (1992) 74 Com (ases 82 .
{1992} | Comp LJ 62 (CLB), the CLB held that if any provision of the articles or the
memoerandum is conlrary 1o any provisions of any law, it will be 1valid in toto.
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4.2.1 Articles Subordinate to Memorandum

The articles of a company are subordmate (o and subject to the memorandum of
assoclation and any clause in the Articics going beyond the memorandum will be ulira
vires. But the arti¢les are only internal regulations, over which the members of the
company have full control and may alter them according to what they think fir.

Only care has to be taken to sec that rcgulations provided for in the articles do not
exceed the powers of the company as laid down by its memorandum [Askbury v.
Watson, (1885) 30 Ch. D 376 (CA)).

Articles that go beyond the company’s sphere of action are inoperative, aud anything
done under the authority of such article is void and incapable of ratification. But
ncither the articles nor the memorandum can authorise the company to do anything so
as to coniravene any of the provisions 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 sharcs to be issued
by a company but the amicles made clear the doubt by giving the power 1o the
company lo issue shares of different classes.

The relationship between the Iwe ducumients was further cmphasised in Gumaess v.
Land Corporation of Treland, {1882) 32 Ch D 349, where it was observed: “The
memaorandum contains the fundamentu! condiriony upon which alone rthe company is
ullowed to be incorporated They are conditions introduced for the benefir of the
creditors, and the outside public, as well us of the sharcholders. The articles of
association are the internal regulations of the company. How can it be said that in all
cases the fundamental conditions of the charter of incorporation und the internal
regulations of the company are to be construed together... In any case it is, as it sevms
to me, certain which for anything which the Act of Parliament sayvs shall be in the
memorandtm vou must look ai the memoranduni ulone. If the legislature has said one
instrument is to be dominant you cannot turn io another instrument and read if in
order to modifv the provisions of the dominant instrumen!”,

Where the memorandum clearly cstablishes the rights of sharcholders, a referencc in
the memorandum to the aeticles and an ambiguity said to arise from the construclion
of the articics should not be used to deparl from the clear meanmg of the
memorandum so as to diminish those nights [Scortish National Trust Co. Lid. 1928 SC
499 (Scot), Kinetic Engineering Lid. v. Sadhana Gadia, (1992) | Comp LJ 62 (CLB)].

4.3 REGISTRATION OF ARTICLES

Every typc of company whether public or private and whether limited by shares or
limited by guarantee having a share capital or not having a share caplal or an
unlimited liability company must register their anticles of association.

Section 26 states that a public company limited by shares may register articles of
association signed by the subscribers to thc memorandum. 1f, howcver, it does not
rcgister its own articles, then the articles given in Table A of Schedulc 1 antomaticaily
becoemes applicable.

Section 7(1) provides that al the time of incorporation of a company there shall be
filed with the Registrar within whose jurisdiction the registered office of a company 15
proposed to be situated, the memorandum and articles of the company duly signed by
all the subscribers to the memorandum in the prescribed manner.



Further, even if it docs vegister articles of its own, Table A will sl apply
automatically unless # has heen excluded or modified There are actually three
possible alternavves in which such company may adopt articles: (i) it may adopt
Table A in full or, (i} it may wholly exclude Table A and set out its own regulations
in full. or {in) it may set out 1tx own articles and adopt pan of Table A.

The aiternatives (1i) and (111) are oflen cimployed; and partial adoption of Table A has
particular advantage for small companics, because of economy in printing and also
because any provision of Table A is legally bevond any doubt.

As regards to a company limited by guarantec and unlimited liability company and. a
private company linuted by shares, Section 26 provides for compulsory rcgistration of
articles prescribing regulations [or the company. Howcver, they may adopt any of the
appropriate regulations of Table A,

In any case. the articles of a company must be:
(1) primed,
{1i) divided 1nto paragraphs, numbered consceutively,

(111} signed by subscribers 1o the memorandum in the presence of atleast onc witness
who shall attest the Isignatures.

Also, articles are fo be stumped with 1equsite stamp and filed along wub the
memorandum (Section 3).

Section S(8) provides thar in casc of any company. which 1s registered after the
commencement of Companies Act, 2013, in so far ax the regisiered articles of such
company Jo not exclude or modify the regulations contamed (n the model articles
applicable to such company. thosc regulations shall, so tar as apphcable, be the
regulations of that company 10 the same manner and to the extent as if they were
vontained 1n the duly registcied arucles of the company.

Therefare, in terms of Scetion 5 of the Companies Act, 2013 a public coinpany 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 Act,

However nothing in Section 5 shall apply to the articles of a company registered under
any previous company law unless amended under this Act [Section 3{9)].

4.4 ENTRENCHMENT PROVISIONS

The anicles may contain provisions for entrenchuoent w the effect that specified
provisions uf the articles inay be altered only it conditions or procedures that are more
restrictive than those applicable in the case of a special reselution are met or compiied
with. [Section 5 (3))

The Comipanics Act. 2013 rccognizes an interesting concept of enwenchment.
Essentidlly, the entrenchiment provisiens allow for certain clauses in the anwles to be
amended vpon satisfacuon of certain conditions or restrictions {such as obtazmng a
100% consent) greater than those prescribed under the Act.

This provision acts as a protection to the minority shareholders and is of specific
interest to the investment coanmurnty. This shall empower the enforcement of any pre-
agreed rights and provade greater cettainty Lo investors, cspecially in joint ventures.

The provistons for entrcnchment referred to in Section 5(3) shall be madce either on
formation of @ company, or by an amendment in the articles agreed to, by all the
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members of the company in the casc of a privatc company and by a special resolution
in the case of a public company. [Section 5 (4)]

Where the articles contan provisions for entrenchment, whether made on formation or
by amendment, the company shall give notice to the Repistrar of such provisions in
such form and manner as may be prescribed. [Section 5 (5)]

4.5 STATUTORY REQUIREMENTS

The articles must be printed, divided into paragraphs, numbcred consecutively,
stampcd adcquately, signed by each subscriber to the memorandum and duly
witnessed and filed along with the memorandum. The articles must not contain
anything illcgal or ultra vires the memorandum, nor should it be contrary to the
provisions of the Companies Act, 2013,

4.5.1 Subject Matter of Articles

The articles sct out the rules and regulations framed by the company for its own
working. The articles of a company usually deal with the fellowing matters:

(i)  the business of the company;

(1) the amount of capital 1ssued and the classcs of shares into which the capitat is
divided; the increase and reduction of share capital;

(iiiy the rights of each class of shareholders and the procedure for variation of their
rghts;

(iv) the cxecution or adoption of a preliminary agreement, il any;

(v) the allotment of shares; calls and {orfciture of shares for non-payment of calls;
(vi) transfer and transmission of shares;

(vil) company’s lien on shares;

(viii) exercise of borrowing powers including issue of debentures;

(ix) general mcetings, notices, quorum, proxy, poll, voting, resolution, minutcs;
(x) number, appointment and powers of directors;

(xi) dividends — interim and [inal — and general reserves;

(xii} accounts and audit;

(xiii) keeping of books — both statutory and others.

Utmost caution must be excrcised in the preparation of the articles of association of a
company. At the same time, certain provisions of the Act are applicablc to the
company ‘“notwithstanding anything to the contrary in the articles”. Therefore, the
articles must contain provisions in respeet 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 days of
the requircment, on payment of onc rupee, 4 copy of the articles. if a company makes
defanlt, the company and every officer of the company, who is in default, shall be
punishable with fine upto <50 Lacs (Section 39).



4.6 PROVISION IN ARTICLES AS REGARDS TO
EXPULSION OF A MEMBER

Sectinit 5(2) provides that the articles shall also contain such matters, 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 matiers in s
Arlicics, as may be considered necessary for its management,

Scction 5(8) provides that in case of any company, which s regastered after the
comincneement of the Companies Act, 2013, 1n so far as the registercd articles of such
company do not cxclode or modify the regulations comained in the model articles
applicable to such company, thosc regulations shail. so far as applicable, be the
regulations of that company in the same manner and to the extent as 1f they were
conlained in the duly registered articles of the company.

Section 6 of the Companies Act, 2013 provides that:

(4} The provisions of this Act shall have effect notwithstanding anything to the
contrary condained in the memorandum or articles of a company, or in any
agreement cxeculed by 11, or in uny resolution passed by the company 1n general
mecting or hy its Bourd of Directors, whether the same be regisiered, executed or
passed, as the case may be, belore or after the commencement of this Act; and

{hy Any ptovision contmined n the memarandum, articles, agreement or resolution
shall, to the extent 1o which 1t is repugnant to the provisions of (his Act, hecomce or
be vaid, as the case may be.

In the light of above provisions. if there is a proviston in the Arficles cmpowering the
Directors of the company to expel any snember of the company under any of the given
coaditions, then such a provision shall be totally inconsistent with the provisions of
Section & of the Act. It 1s opposed lo the fundamental principles of the company’s
junsprudence and s ultra vues of the company. [(Circular No. 32 of 1973) dated
01 11.1975))

Bul the Stock exchiunges, registered under the provisions of the Companies Act, can
carry such @ provision in its Articles. The regulation of stock exchanges is mainly
poverncd hy Securitics Contracts Regulation Act, 1956 (SCRA) and SEBI. Act, 1992
which are Special Acts

Hence, the Articles of Stock Exchange may provide for additional matters as per SCR
Act, which may not be pussible for inclusion in the Articles of a company, as per the
provisions of the Compames Act [Modras Stock Exchange 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 1n its
memoranduni. a company may. by special resolution alter or add to its articles. 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.

First proviso lo Section 14(1} lays down that where a company hcing a private
company aliers its articies in such a manner that they no longer include the restrictions
and lindtations which are required 10 be included in the articles of a private company
under this Act, the company shall, as from the dale of such alteration, cease to be a
private company.
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Second proviso to Section 14(1) 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 Tribunal which shal} make soch order as it may deem fit.

The right to alter just by passing special resolution is so important that a company
cannot in any manncr deprive itsel( of the power lo alter its articles. Also, the power
rcduce or increase the number of members in the case of a company limited by
guarantee without share capital, from time to time, as given in the articles can be done
by a special resolution of the general body of members.

Every alteration of the articles under this section and a copy of the order of the
Tribunal approving the alteration as per Section [4{1) shall be filed with the Regisirar,
iogether with a printed copy of ihe altered articles, within a period of fificen days in
such manncr as may be prescribed, who shall register the same. [Section 14 (2))

Any alteration of the articles registcred under Scction 14(2} shall, subject to the
provisions of this Act. be valid as if il were originally in the articles. [Section 14(3)]
The right to alter the articles is so important that a company cannot in any manner,
either by cxpress provisions in the arnticles or by independent contract, deprive itsell of
the powers to alter its arlicles [Walker v. London Tranvway Co. (1879) {2 Ch. D. 703].

However, inspitc of the power to alter its articles, a company can exercise this power
subject fo certain limitations.

4.8 LIMITATIONS ON POWER TO ALTER ARTICLES

These are:

(i} The alteration must not exceed the powers given by the memotandum or conflict
with the other provisions of the memoranduin,

(11} The alteration must not be inconsistent with any provision of the Companies Act
or any other statuic. For example, no company can purchase s own sharcs
(Section 77) and if ihe articles of a company are altered so as to have the power
to purchase its own shares, then such power witl be void.

(i) The altered articles musi not include anything which s illegal, or opposed o
public policy or unlaw{ul.

(iv) The alteration must be bona fide for the benefit of the company as a wholc. The
alteration will not, however, be bad mercly because it inflicts hardship on an
individual sharcholder.

Examples: (a) A compuny 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. He also held parilv-paid shares in the company. A died The company
altered its ariicles striking out the words “not fully paid up " and thus gave itself
a lien on ail shares — whether fullv paid np or not. The legal representative of 4
challenged the alteration on the ground that the alteration had retrospective

effect.

Heid: The alteration was good, as it was donc bona [xde for the bencfit of the
company as a whole, even though the alteration had a retrospective effect [Allen
v. Gold Reefs of West Africa Ltd. (1900) 1 Ch. 636].

(b) By an altcration in the articles, 4 company was empowcred to expropriate
shares held by any member who was in business in competition with the
company. At the time of alteration, there was only onc member doing business
in competition with the company, He challenged the alteration.



Held: The alteration was valid, although only onc member was at thal tinc
within the ambit of alteration, as the alteration was bona fide and for the benefit
of the cosmpany {Sidebottom v. Kershaw Leese & Co. (1920) Ch. 154 (C.A )]

{v]  The aleration must not constitute a fraud on the munority by the majonty. If the
altecation 1s not for the henefit of the company as a whele. but for majority of
the sharcholders, then the alteration wauld be bad. In other words, an alteration
{u the artictes must not discriminate between the majority shareholders and the
minoeity sharcholders <o as to give the former an advantage of which the Jatter
have been deprived.

Example: In Brown v. British Abrasive Wheel Co. (19193 1 Ch 290, the
majority which held 98 percent of the shares passed a special resolution that
upen (he request of holders of 9/10™ of the issues shares, a sharcholder shail he
bound 1o scll and transfor fus sharcs to the nomince of such Nolders ul a fair
value. The alteration was held to be invalid since it amounted (o an oppression
of minorily.

(vi) There cannot be alteration of the articles so as to compel the cxisting members to
take or subscribe for more shares or in any way to contribute Lo 1he share capital,
unless they give their consent in writing {(Section 38).

(vit) An alteranon of anicles to cffect a conversion of a pubhic company inta a private
cumpany caunot be made without the approval of the Central Government
{Scction 31}

(vitl) A company cannot jusufy brecach of contract with third parties or avoid a
contractus! liability by altering articles.

(ix) The amcopded rccpulatton in the Arucles of Association cannot operate
retrospectively, but only from the date of amendment [Pyare Lal Sharma v.
Managing Dieector, J & K Industries Ld.].

Subject to the foregoing conditions. the Articles in 2 company can be altered and no
clause can be ncluded in the Articles that it is not alterable. Persons who become
members af 4 company have no right to assume that the Artieles will always remain in
a particular form,

Of eourse a seetion or a class of sharcholders cannot be unfairly or oppressively
treated. Thus, though the requisite majority of members could pass a special resolution
to alter the Arnicles and if the alteration has the effect of making a fraud on the
minority, (he minority sharcholders not being lcss than the number specified in
Section 397 and 398 could move the Court for redressing ther gricvances.

The Courts have entertaincd such applications from sharchalders even where they are
smalicr in number. As already mentioned, a company is not prevented fiom aliering ns
Articles on the ground that such an alteration would be breach of a contract but an
action for damages may lie against the company. [Seuthern Foundries v Siirluw,
[1940] AC 707).

The discussion on the above matter will not be complete without referring to the rule
in Foss . Harbottle {(1843) 2 Harc 461 wherc the court held that no individual
sharebolder nor a minority of sharcholders in a company can take it upon himself or
themselves to rerncdy ao alleged wrong involved tn the actions of directors if the said
wrongful act is something which the majority can regularise and approve of.
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4.9 EFFECT OF MEMORANDUM AND ARTICLES/
BINDING FORCE OF MEMORANDUM AND ARTICLES

Section 30 provides that the memorandum and articles. when tepistered, hind 1he
company and its members to the same extent as if they had been signed and scaled hy
each member and contained covenants on the part of each member to observe and be
bound by all the provisions of the memorandvm and articles.

Thus, the company is bound to the members; the members are bound to the company;
and the members are bound o the other members by whatever is contained in Lhese
documents. But ncither a company nor its mcmbers are bound o outsiders. These
refationships are discussed herein below:

Members bound to company. Each member must observe the provisions of the
articles and memorandum, For instance, 4 company has a right of lien on members’
sharcs, or (o forfeit the sharcs on non-payment of caltls. Every member is bound by
whatcver is contained in the memorandum and articles.

Example: The articles ol a company contatned a clause that on the bankrupicy of a
member, his shares should be sold to other person and at a price fixed by the
Directors, ‘B, a sharcholder was adjudicated bankrupt. His (rustee tn bankruptcy
¢laimed thal he was not bound by these provisions and should be at tiberty to sell the
shares at the true value. Held. that the trustee was bound by the articles, as shares were
purchased by "B' in terms of the articles. [Boriand Trusiees v. Siee! bros Ca. Lid,
(1901) { Ch. 279

[ach member s not only bound by the covenamts of memorandum and articles as
originally framed but as altcred form time to time 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. Furthcr, the sharcholders cannot
among themselvex enter into an agreement which is contrary (o or inconsisient with
the articles of association of the company.

Company bound to mentbers, Similarly, a company is bound 1o members by whatcver
iy contained in its memorandum and artickes of associalion. The company is bound not
only to the “members as a body™ but also to thc individual members as to thewr
individual rights. The members can restrain a company from speading money on ultra
vires transactions. An individual member can make the company fulfill its oblipaiions
10 him, such as to send the notice for the meetings, to allow him to cast his vote in the
mectngs.

Members bound to member, The articles bind the members inter se, 1.c., one 1o
another so far as rights and duties arising from the articles arc concerned,

It is wall scttled that the articles of association will have a contractual force between
the company and its members as also between the members inter se in relation (o their
rights as such members.

Example: The articles of a company provided that whencver any member wished to
transfer his shares, he was under an obligation to inform the directors of his imtention
and the directors were under an obligation to take the said shares equally between
them at a fair valuc.

The directors refused to take the shares of a particular member on the ground that the
Articles did not imposc an enforceahle liabifity upon them. Held: The dircctors were
under an obligation to purchase the shares, as members of (e commpany, i terms of
the provisions of the Articles. There was a persopal liability of members inter se
[Rayfield v. Hand (1960} Ch.]1].



Whether company or members bound to outsiders? No, the memorandum or articles
do not confer any contractual tights to outsiders against the company or its members,
even though the nume of the outsiders is mentioned in the articles.

Example. The articles of a company provided that Eley should he sohcitor 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 cmploving him as a solicttor for a
nurnber of vears, the company discontinued his services.

He, baing a member, sued the company for damages for breach of the contract
containcd n the articles of association. Held: His suit was dismissed on the ground
that, he, as a solicitor, was no party to the articles. He must prove a coatract
independent of the articles. There was no infringement of his right as a member. The
brcach of contract was {here but in his capacily as a non-mewmber [Eley v, Positive
Government Security Life Assurance Co., (1876) 1 Ex. D. 538).

Whether directors ure bound by whatever is contained in the articles? Yes, \he
directors of the company derive their powers from the articles and be subject 1o
limitations, i any, placed on their powers by the anicles. If they contravene any
provisions of articles, wo parties may be affected: (i) (he company 11self, and (2) the
outsiders,

In case of cootravention of the provisions of the articles, the directors render
themselves Nable {o an action at the instance of the members Howcver, inembers may
ratify the act of the director, if they so desire. But if as 4 result of the breach of duly
any louss has resulted to the company, the directors are liabic to refund o the compaay
anv damage so suffered.

Further, where the directors contravene the provisions of the articles, it may afTect
outstders' interest also.

4.9.1 Constructive Notice of Articles and Memorandum

Scetion 610 provides that the memorandum and articles, when registercd, become
public docurments and then they can he inspected by anvone on payment of a nmminal
fee.

Thercfore, any person who contemplates enlering iato a contract with the company
has the means of ascertaining and is thus presumed to hnow the powas of the
company and the extent to which they have been delegated to the direclors

In other words. cvery persen dealing with the company 1s presvmed (o have read these
decumcnis and understood them in their true perspective. Thas 15 known as “Doctrine
of Constructive Notice’, Even f the pariy dealing with the company docs not have
actual notice of the contents, 1t is presumed that he has “constructive notice™ of them.

Examples: (1) One of the articles of a company provides that a hill of cxchange 1o be
effective must be signed by two directors. A bill of exchange is signed only by onc of
the direclors. The pavee cannot claim under the hill.

(1) In Kodla Venkaraswamy v. Ram Murthy AIR (1934) Afad. 579, the artweles provided
that aif deeds and dociments of the company shall be signed by the munaging director,
secrelrry and working director. A morigage decd was accepted with secrelary and
workmng divector’s signature only. Held: the deed was invalid.

(iil) Simlarly, if a person enters inte a contract which is beyond the powers of the
company, he cannot acquire any right under the contract against the company.
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4.10 DOCTRINE OF INDOOR MANAGEMENT

The doctrine of constructive notice throws a burden on people entering into contracts
with the company that they are presumed to have read the documents, though in fact,
they might not have read then.

On the other hand, the doctrine of indoor management allews all those who deal with
the company to assume that the provisions ol the articles have been observed by the
officers of the company.

In other words, thcy are not bound to enquire into the regularity of internal
proceedings. An outsider is not expected ro see that the company carries out its
internal regulations.

Example: The dwectors of a company were authortsed by the articles 10 borrow on
bond such sums of money as should from time to time, by 4 resotution of the company
in peneral mecting. be authorised 1o be borrowed. The direclors gave a bond to T
withoul the authority of any such resolution. The guestion arose whether the company
was Jiable on the bond.

Held: The company was hable on the bond, as T was entitled to assumc that the
resolution of the company in general meeiing had becn passed [The Royal British
Bank v. Turquand (1856) 6 E & B 327].

Exceptions - The doctrine of indoor management is subject 10 the following
CCEPIONS:

[. Knowledge of frregularity. The rule docs not protect any person who has actual or
constructive notice of the want of authorily of the person acting on behalf of the
COmpany,

Example: The articles of-a company cmpowercd the directors to borrow upto
£ 1,000. They could cxceed the limit of £ 1,600 with the consent of the company
in gencral meeting. Without such consent, they borrowed £3,500 [tom themselves
and took debenlures. The company refused (o pay the amount,

Held: Their debentures were good (o the exient of £ 1,000 only as they had notice
of the internal wrregularty [Howard v. Fatent ivory Co., (38 Ch. D. 156)].

2. Na knowledge of articles. The rule cannot be invoked in [avour of 4 person who
did not consult the memorandum and articles and thus did not rely on them.

Example: T was a ditector in the invesiment company. He, purporting te act on
behalf of the company, entered into a contract with the Rama Corparation and
ook a cheque from the latler. The articles of the company did provide thal the
Directars could delepate their powers 1o one of them. But Rama Corporation
never read the articles. Later, it was found that the directors of the company did
not delegate their powers to T. Plamufts relied on the rule of Indeor Managemcent.

Held: They could not. because they did not know the cxstence of the power to
delcgate [Rama Corporation v. Proved Tin and General Investment Co. (1952)All
ER 5543

3. Void or illegal transaction. The rule does not apply to transactions which are void
or illegal ab initio, ¢.g., forgery.
Example: The secrctary of a company forged signature of two of the directors
required under the articles on a share ceriificate and issued the certificate without
authouity. The applicants ¢laimed to be entitfed to be registered as members of the
company.



Held: The certificate was a nullity and the holder of the share certificate could not
take advantage of the doctrne of indoor management [Ruben v. Great Fingal
Consolidaied (1906) 4.C 439).

4.10.1 Exceptions to the Doctrine of Indoor Management

The above noted ‘doctrine of indoor management’ is, howcver, subject to cerlain
exceprions.

In other wards, relicl on the pround of ‘indeor management’ cannot be ¢laimed by an
outsider dealing with the company in the following circumstances:

1.

!‘-J

Lt

Where the putsider had knowledge of irregulurity: The rule does not protect any
person who has actual or cven an implied notice of the lack of authority of the
persan acting on behalf of the company.

Thus, a person knowing fully well that the directors do not have the authority 10
make the transaction but stili enters into it, cannal seck protection under the rulc
of indoor manapement.

in Howard v. Patent lvory Co. {38 Ch. D 1356), the articles of a2 company
empowered the directors to borrow upto onc thousand pounds only. They could,
however, exceed the hiut of one thousand pounds with the consent of the
company in peneral meeting.

Without such corsent having been obtained, they borrowed 3.500 pounds from
one of the dwectors who 100k debentures. The company refused to pay the
amount.

Held: The debenturcs werc good to the extemt of one thousand pounds onlv
because the dwcctor had notice or was deemed (o have the notice of the intemal
uregularity

No kmawledge of memorandum and articles: Again, the rule cannot be invoked
in favour of a person who does not consulls the memorandum amd articles and
thus did not rely on them, In Rama Corporation v. Proved T & Gencral
fnvesument Co. (1952) JAllL ER 354, T was a director in the company.

He, purporting to act on behalf of the company, eatered into a contract with the
Rama Corporation und tonk a cheque from the Iatter.

The articles of the company did provide 1hat the dircctors could delegate their
powers 1o one of thenm. But Rama Corporation people had never read the articles,
Later. it was [ound that the dircctors of the company did not delegate theiwr powcrs
toT.

The Plamtiff relicd an the rule of indoor management. Held, they could not
because they oven did not know that power could be delepated.

Forgery: The rule of indoor managemcent does not exlend tu transactions
involving forgery or to transactions which arc otherwise void or illegal ab initio.

In the casc of forgery it is not that there is abscnce of frce consent but there is no
conscnt at all. The person whose signatures have been [orged is not even aware of
the tramsaction and the question of his cousent being free or otherwise does not
arise.

Consequently, it 1s not that the title of the pecson is defective but there is no title a
all. Thercfore, howsoever clever the forgery might have beern, the personates
acquire no rights at alf.
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Thus, where the secretary of a company forged signatures of two of the directors
required under the articles on a sharc certificate and issued centificate withowt
authority, the applicants were refused registration as members of the company.

The certificate was held to be nullity and the holder of the certificate was not
allowed to take advantage of the doctrine of indoor management [Rouben v. Great
Finga!l Consolidated (1906} AC 439].

Forgery, in the case of 4 company, can take different forms. It may, besides
forgery of thc signatures of the authorised officials, include the execution of a
document towards the persomal discharge of an official’s liability mstead of the
liability of the company.

Thus, a bill of exchange signed by the manager of a company with his own
signaturc under words stating that he 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 [Kredithunk Cassel v. Schenkers Lid (1927) 1 KB 826).

The bill in this casc was held to be forged hecause it purported to be a different
document [rom what it was in fact; it purported to be issued on behalf of the
company in payment of i3 debt when in fact it was issued 1 payment of the
manager’s own debt.

Negligence: The “doctrine of indoor management’, in. no way, rewards those who
behave ncgligently. Thus, where an officer of a company does something which
shall not ordinarily be within his powers, the person dealing with him must make
proper enguirics and salisfy himself as to the officer’s authority.

If he fails to'make an enquiry, he is cstopped (rom relying on the Rule. In the case
of Underwood v. Benkof Liverpool {(1924) | KI3 775, a person who was a sole
dircctor and principal sharcholder of a company deposited into his own account
cheques drawn in [avour of the company.

Held, that, the bank should have made inquiries s 10 the power of the director.
The bank was put upen an enguiry and was accordingly not cntitled to rely upon
the osiensible authority of durector,

Similarly, in the case of Anand Behari Lal v. Dinshaw & Co. (Bankers) Ltd. AIR
1942 Oudh 417, an accouuntant of a cownpany transferred some property of a
company in favour of Anand Bchart.

On an action brought by him for breach of coniract, the Court held the transfer 1o
be void. It was observed thar the power of transferring immovable property of the
company could not be consitdered within the apparent authority of an accountant.

Again, the doctrine of indoor management does not apply where the question is 1p
regard to the very cxistence ol an agency.

In Varkey Souriar v. Keralceya Banking Co. Lid. (1957) 27 Com Cases 391
(Ker.}, the Kerala High Court heid that the ‘docirme of indoor management’
cannof apply where the question 15 not one as to scope of the power exercised by
an apparent ageot of a company but is with regard to the very cxistence of the
agency.

This Doctrine is also not applicable where a pre-condition is required to be
tulfilled belore the company itsclf can exercise a particular power.

In other words. the act done is not merety ulira vires the directors/officers but ultra
vires the company itsell — Pacific Coast Coal Mines v. Arbuthnot (1917) AC
607.



In the end, it is worthwhilc to mention that Section 6 of the Companics Act, 2013
gives overniding force and effect to the provisions of the Act, notwithstanding
anythmg to the contrary contamed in the memorandum or articles of & company or
mn any agreement executed by it or for that matter in any resolution of the
company In general meeting or of its board of directors.

A provision contained in the memorandum, articles, agreement or resolution to the
exten{ to which it is repugnant to the provjsions of the Act, will be regarded as
void.

A corporalion, orgamzation or other entity set up to provide a lcgal shield for the
person actually controlling the operation.

4.10.2 Doctrine of Alter Ego

It is used by the courts to ignorc the status of shareholders, officers and direclors of a
company in reference to their liability in their respective capacity so that they may bc
hcld personally ltable for their actions when they have acted fraudulently or unjustly.
In Lennard’s Carcying Co. Lid. v, Asiatic Petroleurn Co. Ltd. [1915] AC 708,
Viscount Haldanc propoundcd the “alter ego™ theory and distinguished it from
vicarious liability. The House of Lords statcd that the default of the managing director
who is the "dirceting mind and will”™ of the company, would be attributed to him and
he be held [or the wrong doing of the company.

4.10.3 Alterations of Memorandum or Articles to be Noted In Every Copy

Every alteration made in the memorandum or articles of a company shall be noted i
every copy of the memorandum or articles, as the case may be. [Section 15(1)]

If a company makes any default in complying with the provisions of Section i3(1), the
company and every officcr who is i defaul shall be [iable to a pcnalty of onc
thousand rupees for every copy of the memorandum or articles issued without such
alteration. {Scction 15(2)]

4.11 DISTINCTION BETWEEN MEMORANDUM AND
ARTICLES

The main points of disiinction between the memorandum and articles are given below:

1. Memorandum 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 rules and repulations framed to
govern this internal management of the company.

ta

Clauses of the memorandum cannot be easily altercd. They can ouly be altered in
accordanve with the muode prescribed by the Act. In some of the cascs, alteration
requires the permission of the Central Government ot the Court. In the case of
articles of association. members have a right to alter the articles by a special
resolution. Generally there is no need to obtain the permission ot the Court or the
Central Government for altcration of the articles.

3. Memorandum of association cannot include any clause contrary to the provisions
of the Companies Act. The articles of association arc subsidiary both to the
Companics Act and the memoranduin of asseciation.

4. The memorandurn generally defines the relation between the company and the
outsiders, while the articles regulate the relationship between the company and its
memhers and between the members inter se.
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5. Acts done by a company heyond thc scope of the memorandum are absolutely
void and ultra vires and cannot he ratified even by wpanimous votc of all the
shareholders. But the acis of the directors beyond the articles can be ratified by the
shareholders.

4.12 PROSPECTUS

Afier the receipt of Certificatc of Incorporatian from the Registrar of companties, the
promoters of a public company invite the public and financial institutions 1o subscribe
to the capital of the company.

This notice, advertisement or other document inviting offers [or the subscription to the
sharc capital of the company is called prospectus. Only public companies can issue a
prospectus. Prospectus s a valuable document issued by the company 1o raise the
capital.

Prospectus has been defined as “any document described of issued as prospectus and
includes anv notice, circular, advertisement or other communication, inviting offcrs
from the publish for the subscription or purchase ol any sharcs.”

4.12.1 Steps which are Necessary before the Issue of Prospectus

A privale company is prohibiled [rom inviting public to snbscribe to ity share capital
and it arraages its share capital privately. The shares are subscribed by a small number
ol persons who are known to the promoters or are related to them by fumily
connections.

A public company may also decide pot to invite public to subscribe to ity share capital
and amrange its capital privately as in the case of a private company. Under such
circumstances, the public company 1s required (o submil a statement in hicu of
prospectus with the Registrar of Companics atleast three days before the allotment of
shares i1s madc.

However, a public company limited by shares, generatly 1ssues shares to the public for
which it have to issuc a prospectus. Tn that casc it has lo follow the procedure below.

Afier the certificate of incorporation is obtaincd. the affairs of the company are taken
over by the first directors appotnted in accordunce with the provisions of law. They
will elect one af their members as the chairman of the Board of Directors, il nonc is
named in the articics of association. The Board attends to the [ollowmy matters:

(i) Appointunent of various expert agencies such as bankers, auditors, secrotary, cic.
(1) Entering into underwriting contract, brokcrage contracts.

(1i1) Making arrangements for the listing of shares on stock cxchanges.

(iv) Drafting a prospectus for the purpose of issuc to the public.

The appointment of a banker is necessary as it has to receive the share application
along with application moneys. The appointment of first auditor is in the hands of
Board of Directors and it becomes necessary, as we shall see later, to make the
appointment becfore the issue of prospectus. The appointment of company secretary is
obligatory in casc of companies, having the prescribed paid-up sharc capital
{presently, 50 lakhs or more). In other companies also, the appointment of a
company scerclary is desirable.

4,12.2 Time of Fleatation

The Board ol Directors will then decide about the time of issue of prospectus. [t is
advisable to consider the condition of the caprtal market, the investors’ mood, fiscal



and menetary policies of the Government and ihe state of business conditions before
1$5uing a prospectus.

4.12.3 Definition of a Prospectus

A prospeclus, as per Scction 2(36). means any document described or issued as
prospectus and includes any notice, circular, advertisement or other document inviting
deposits from the public or inviting offers from the pubhic for the subscription or
purchase of any shares in or debentures of a body carporate. Thus, a prospectus s not
nicrely an advertisement; it may bc a circular or even 4 notice. A document shall be
called a prospectus if it satisfies two things:

1. Htinviles subscriptions to sharc or debentures or invites deposits.
2. The aforesuid invitation is made to the public.

What constitiites an offer to the public? Scction 67 lays down two-way criteria as 1o
what =hall constifute an invitation to the public. These are:

1. An vitaton to the public shall include an invitation (0 any scction ol the pablic,
whether selected as members or debenture holders of the company concerned or
as chents of the person issuing the prospectus or in any other manner. Howcever, a
document by the way of invitation to existing members or debenture holders to
subscribe 1o shares or debenture by way of right is not a prospectus [Scetion
56(3)].

2 Arnvitation shall not be an invitation to the public 1 # cannot be cajculated o
result, duectly or indirectly, in the shares or debentures boecomung available for
subscription or putchase by persons offier than those recciving the invitation,
Thus, it wall not be an invitation to public where B, a fricnd of A who reccives the
tnvitation, also desires to subscribe, but his offer shall be refused because he was
nol tnvited o make the same. On the other hand, it will become an invitation to
public wherc his (B's} offer shall aiso be accepted.

The offering of shares of kith and kin of a dircctor is not an invitation to the public ta
buy shares [Rattan Singh v. Moga Transport Co. Lid. (1959). 20 corap. cas 165].
Further, the learned judge in this case held that in all cases the determipation of the
quustion of an offer being madc to the public depends upon the (ucts and language of
the noticc and the pacticular circumstance of euch case.

fnn Nush v. Lynde (1929 4. C. 1385) Justice Viscount Summer observed: “The ‘public’
is of course a general word. No particular nunibery ore preserched. Anytiung from mn

to nfinine muy serve; perhaps cven one. if he Is infended 1o be the Jirst of u ceres of

suhscribers. bur makes further proceeding needless by himself subscribing the whole.
The point is that the offer is such s to be open to anvene who brings Ius money and
upphes in due form whether the prospectus was addvessed 1o hint on behalf of the
CONpny or not’

' a company {other than non-banking finance company and Public Financial
[nstitutian) makes an offer to 50 or more persons, it will be treated as a public wssue, In
other words, private placement by a company shall come under the purview of a
‘public issue’.

4.12.4 Small Depositors (Section S8AA)
To protect small depositors, Sections 38AA and 5RAAA provide:

(1) A small depositor is one who has depostted, . a financial year o sum not
exceeding T20000 in a company and includes his successors, nominees and legal
representatives. Howcever, the term does not include those small depositors (a}
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who renewed their deposits voluntacily; or (b) whose repayment is not made due
lo death or stay order of a competent court or authority.

(i} Any company acccpting deposits shall have to inform the Tribunal, on monthly
basis, the names and addresses of cach small deposilor about ifs defauil in
repayment of deposit or payment of interest thereon. A period of 60 days is
prescribed for intimation of any delault to the Central Government which shall,
after giving the depositor an opportunity of being heard, pasy an appropriate order
within 30 days froms the date of receipt of such intimation from the defaulting
company.

(111} Such a defaulting company is prohibited to accept further deposits from small
depositors at any yme until the defaults are madc pood

(tv) The total numbers of small depositors and the amount due to them in respect of
which default is made the fact of whatever of Inlcrest accrued on deposits shall be
stated in all future advertisemems and application forms inviting deposits from
the public.

Further every application form for accepting deposits shall contain a statement
thal the applicant has been apprised or every pasi default of the company in
repayment of deposits and for payment of interest thercon to the small depositors.

{v) Every dwector of such a defaulting company shall be prohibited to be appointed
as a directar of any public company for 5 years from the date of the default.

{(vi) No such defaviting company shall directly or indirectly make any loan to any
body corporate, give guaraniee or provide security or acquire security of any
body carporatc till such default continues.

(vii} Every non-compliance 1s punishable with imprisonment upto 3 years and also
(ine not less than 500 for everyday.

(vii1) An agernieved depositor is also cntitled to make an application to Tribunal for
redressal of his grievance against the company.

Default in ucceptance or refund of deposits to be cognizabic (Section 584A4A). Every
ofTence connected with or arising out of accepiance of deposits under Section 58A or
Seclion S8§AA is a cognizable offence under the Code of Crinunal Procedure, 1973.

Dating of prospectus (Section 55). Scction 55 states that every prospectus must be
dated and that datc is deeincd to be the date of publication of the prospecius.

Powers of SEBI. Seclion 55A provides that the provisions contained in seclions 55 10
58. 59 to 81, 108-110, 112-113, 116-122, 206, 200A and 207, s0 far as they rclate to
issue and transfer of securities and non-payment of dividend «hali be administered by
SEBT in the following cases: (a) in case of listed campanies; (b} in casc of thosc public
companties which intend to get their secunties listed on any recogniscd stock exchange
in India. In any other, case, the Central Government shall be the adminisicring
authority.

4.12.5 Contents of a Prospectus

Section 56 lays down that the matters and reports stated in Schedule 1 to the Act inust
be included in a prospectus. The format of a prospectus is divided into three parts. In
the first part brief particulars are to be given about matters mentioned below:

1. General information. Undcr this hcad information is given about () Name and
address of registered office of the company. (if) Name/(s} of stock exchange/(s)
where application for listing is made. (int} Declaration about refund of the issue if
mininum subscription of 90 percent is not received within 90 davs from closure
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of the issuc. (iv) Declaration about the issue of aliotment lesters/refunds within a
period of 10 weeks and intercst in case of any delay in refund, at the prescribed
rate, under Section 73. (v) Date of opening of the issue. (vi} Date of closing of the
tssue. (vit) Name and address of auditors and lead managers. (viil) Whether rating
from CRISIL or any raung agency has hcen obtained for the proposed
dchenturcs/prefercnce shares issuc. If no rating has been obuined, this should he
answered as "No'. (ix) Names and address of the underwriters and the amount
underwrirten by them.

T

Capital structiire of the company. (i) Authoriscd, issucd, subscribed and paid-up
capital, (n) Size of the present issue, giving separately reservation lor preferential
allotment to promeoters and others.

3. Terms of the present issue. (i) Terms of payment. (1) How to apply. {(iii) Any
special tax benefits.

4. Particulars of the issae. {1) Objects. (11) Project cost. (iii) Means of Financing
{inchuding contribution of promoters).

L

Company management and project. (1) History and main objects and present
busincss of the comipany. (1)) Promoters and thew background. (i) Location of the
project. {iv) Collaborations, if any. {v) Natre of the product. {vi) Expori
possibilities. (vir} Fuure prospects, (viit) Stock market data for share/debentures
of the company including high 2nd low pricc (n each of the last three years aud
monthly mgh and low during the last six momhs, if applicablc.

6. Certain presenibed particulars in regard to the company and other histed companics
vader the saime management which made any capital issue during the lasi 3 years

7. Outstanding litipations relating to fioancial matcrs or criminal procecdings
against tbe campany or dircctors under Schedube X111

8. Management perception of nisk factors (e.g.. sensitivity to foreign exchange rate
fluctuations, difficulty in availability of raw maicrials or in macketing ol products,
cos{/line over-rur, etc.)

Part Il of Schedule [T requires the company to pive detailed information. This part is
further sub-divided wnto three parls viz., General Infoomation, Financial Information
and Stawtory and Other Informalion,

General Information shall include information on matters like:

(1} Consent of directoes, audifors. sohcitars, managers to the issue, Registrars to the
1ssuc. bankers nf the company, bankers 1o the issue and vxperts,

{1i) Change, if any. in directors and auditors during the last 3 years and reasons here
for.

(i11) Procedure and time schedule for allotment and issue of certificates.

(iv) Names und address of company secretary. legal advisor, lead managers, co-
managers, auditors. bankers to the issuc.

{v) Authority for the issuc and derails of resolunion passed thereflor

Financial information includes: (1 rcporis of the auditors of the company with
respect to its prolits and losses and assets and habilities, and the dividends paid during
the five financral years immedately preceding the issue of prospectus; (ii) repont by
the accountants (who should be named) on the profits or losses for the preceding 5
financial ycars and on the asscts and hahlities on a date which must not be more than
120 days before the datc of the issuc of the prospectus.
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Statutory and other information includes nformation about: (1) Minimum
subscription. {i1) Expenscs of the issue. {iii} Underwriting commission and brokcrage.
(iv) Previous public or rights issue; if any, giving particulars about date of allotment,
refunds, premiunvdiscount, elc, (v) 1ssue of sharcs otherwise than for cash.

{vi) Commission or brokerage on previous issue. {vit) Particulars about purchase of
property, if any, (vii}} Revaluation of assets, if any. (ix) Material contracts and time
and place where such documents may be inspected. (X) Debentures and redeemable
preference shares or other instruments issued but remaining outstanding on the date of
the prospectus and terms of theiv issue,

Part L1l of the Schedule gives explanations of certain temms and cxpressions vsed under
Part T and Part IT of the Schedule.

4.12.6 SEBI Guidelines Relating to Disclosure on Prospectus

Every prospectus submitted 10 Stock lixchange Board of India (SEBI) for vetting
shall, in addition to the requirements of schedule 11 to the Act, contain/specify certain
particulars as are announced {rom time to time.

4.12.7 Abridged Form of Prospectus

Section 56(3) requircs that no one shall issue any form of apphcation for shares in or
debentures of a company unless the same is accompanied by a memerandum (known
as ‘Abridged Prospectus’) confaining such salient features of prospectus as may be
prescribed. Thus, instead of appending full prospectus, an *abridged prospectus’ need
only be appended to the application form.

In order to provide for greater disclosure of information to prospective investors so as
to enablc them lo take an informed decision regarding investment in shaves and
debentures, Form 2-A has been prescribed as a format of abridged prospectus. it is
further required that the abridged prospectus and the shave application form should
bear the same printed number and the two should be separated by a perforated line.
Accordingly, the investor may detach the application form before submitting the same
to the company or the designalcd bankers.

When ‘abridged prospectus’ not necessary. In the following circumstances, an
‘abridged prospectus’ containing thie prescribed particulars as per Form 2A need not
accompany the application forms: (1) Tn the case of a bona fide invitation lo a person
lo cnter into an undcrwriting agreement with respeet (0 the shares or debentures.
(i) When shares or debentures are nat offered (o the public. (i) Where offer iy made
only to existing members/dcbenture holders of the company by way of rights, whether
with or without the right of renunciation. (v} In the case al issuc of sharcs or
debentures which are in atl respects similar to those previously issued und dealt in and
quoted on a recognised stock exchange.

Penalty: Non-compliance of the aforesaid provisions by uny pcrson shall attract
punishment in terms of fine which may extend to ¥5,000.

Besides, the omission from a prospectus of a matter required to be included by Section
56 may give rise to an dction for damage at the instance of a subscriber for share or
debentures who has suffered loss thereby. Tt should be noted that the Act does not say
that directors shali be liablc, bul this seemns to be imiplied {rom Section 56 (4).

4.12.8 Draft Prospectus to be made Public

SEBI requires making pubiic the draft prospectus filed with it. The lcad Merchant
Bankers shall simultancously file copies of the drafl document with the stock
cxchanges where the issue is proposed to be listed. Lead Merchant Bankers shall also



make copies avalable 1o the public. Lesd Managers/stock exchanges can charge an
apprapriate sum from the person requesting such a copv(ies).

4.12.9 The Expert's Consent to the Issue of Prospectus

A prospectus may contain a stalement purporting to be made by an eapert. The term
“expert’ cludes an cogimeer. a valuer, an accountant and any other person whose
profcssion pives authority te a statement made by him. The reports from an cxpert
must not be included in a prospectus unless: (i) such expert is unconnected with the
formation or munagement ol the company (Scction 57); {1t} he gave his consent
(Section 38), (1) he 15 compelent to make the report, valuation or stalement; (1v}) a
statement that he bhas given and not withdrawn his consent thereto appears in the
prospectus (Scction 581,

If the report of the capert is published in contravention of ihe ahove mcationed
provisions, every person who ix knowingly a party to the issue of the prospectus shall
be punishable with fine up 1o T50,000 (Scction 593,

4.12,10 Registration af the Prospectus (Section 60)

A copy ol the prospectus duly signed by every director or proposed dircctor must be
detivered to the Registrar before its publication. Funther, every copy ol the prospectus
on its face musk slate that a copy has been delivered for registration, The copy must
have attached to of the following documcents namely:

(1) the consent of the expert to file the prospectus:
{il) a copy of cvery contract required to be specified in the prospectus or a
memorandum giving full particutars ol a contract not reduccd to writing;

{(in} a copy of cvery contrac! appointing or [ixing the remunceration of a managing
director ur manager;

(1vy the consent 1n watting of a person, if any, named 1n the prospectus as the auditor,
legal adviser, attomey, selicitor, banker 1o the company lo act in that capacity:

(v) consent ol directors under Section 266,

(vi) a copy ol the underwriling agreement, i[ any; and

(vi1) when the persons making the reports relating to profits and losses, assets and
habilities. etc., 1 respeet of a busincss proposed to be acquired have made

adjustments to them, a signed staterment by them siating the adjustments and the
reasops fur the caine.

4.12.11 Prospectus by Implication

Section 4 has been designed to check the by-passing of the provisions of Section 36
as given above by making an offer of sale of sharcs or debentures through the medium
of Issuc Houses

The process involves allounent of shares to an [ssue House who, in tum, will issuc
advertisement offering shares for sale, Since the advertisement is not issued by the
company, it Jdocs not amount te a prospectus and thereby hability of non-comphance
of Section 56 provisions vannot be invaked.

To check this malady, Section 64 provides that all documents containing offer of
sharcs or debentures for sale shall be included within the definition of the term
‘prospecius’ and shall be deemed as prospectus by implication of law.
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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 shall apply in
respect of such documents.

Further, Scclion 64 provides that unless the contrary s proved, an allotment of, or an
agreement to allat, shares or debentures shall bc deemed to have been made with a
view 10 the shares or debentures being offered for sale to the public, if it is shown:

(a} that the ofler of the sharcs or debentures for sale to the public was made within
6 months after the allotinent or agrecment w allot; or {b) that at the date when the
offer was made, the whole consideration to be received by the company in regpect of
the shares or debentures had not been received by it.

In casc a document is deemed as prospectus, then it must contain the following
information in addition to the information required to be stated in prospectus under
Section 36: (a) the net amount of consideration reccived 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 tLhe
offer of sale to the public arc to be deemed as dircctors of the company.

Where the person making the offer 15 a4 company or a firm, the documents {i.c.,
deemed prospectus) must be signed by alleast two directors or one-half of the partncrs
as the casc may be.

Circumstances under which a document containing un offer for sale of shares or
debentures be not deemed to be a prospectus. A document containing an offer for sale
of shares or debentures is a prospecius or not depends upon whether it cxtends an
invitation to the public to suhscnibe or net.

The prima fucie test of ‘public offer’ or ‘pubhic invilation® is whether the terms of the
offer or invitation arc such that. despite its limuted circulation, it 15 open 10 any persen
who so chooses to bring his money and apply for shares m response to the wvitation.

If the offer or invitalion is so open. then it constitutes a ‘public offer’. Tf, on the other
hand, an offer or invitation can he accepted only by the person to whom it is madc and
none other, then it will not be deemed to be an offer or invitation to the public.

The word ‘public’ includes any section of the public (Section 67), It may, thus,
include all registered medical practitioners in Delhi, all advocates of High Court of
Delhi, alt Englishmen Itving inn India.

However, in the following cases, the document inviting subscription to sharcs or
dcbemures of a company shall not be deemcd as invitation to the public and hence
shall not be a prospectus:

1. A circular inviting existing shareholders or debenture holders of the company.
Although Section 67(1} provides that such an offer shall be an offer (0 the public
yet in view of the provisions of Section 67 (3) and (4} and that of Scction 36 (5),
considered view of the authors on the subject is that it docs not amount 10 a public
ofter. The circular contawning offer of rights shares is, thercfore, not a prospectus,

2. The offering of shares to the kith and kin of a director is not an invitation to the
public to buy sharcs {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 the managemcnt of a company to selected persons
for subscription or purchase by the persons receiving the offcr or invitation, the
shares or debenturcs and such invitation or offer is not calenlated directly or



mdirectly to be avatled of by other persons, such invitation or offer shall not be
decmed as prospectus [Section 67(3)). However, this is in applicable in a case
where the offer or invitation to subscribe for shares or debentures 15 made to fifiy
PCrsons vr more

In Nash v. Lyne (1929), a document marked ‘strictly confidental® containing
particufars of a proposcd issuc of shares was sent by the managine director to a
co-dircctor amd through him passed oo privately to a small ctrcle of friends of the
director. The House of Lords held that it was not 2 prospectus, as there hnd been
1o issuc fiy the public.

4. Where a new company, by a circular, offered to buy all the shaves of 1wo existing
compaiues and ssved its own shares in cxchange of those shares, it does nol
amount to an offer to the public as it neither involves an olYer for the purchase of
shares for money, nor an invitation for subscription of shares.

Is the issue of prospectus compulsory? / When prospectus is not required to be issued?
No. issue of prospectus by a company is not compulsory in the following cases:

{i} A private company is not required 10 i$§ue a prospectus,

(y Lven a pubhc company necd not 1ssuc a prospectus if the promaters or direetors
fecl that they can mobilise resources through personal relationship and contacts.
In such cases. the company is required to file a statcment called *statement in licu
of prospectus’ with the Registrar of Companies.

{ut) A company may issue any forms of application for shurcs or debentures
accomparjed by a memorandum conlaining the prescribed saliem features of
prospectus (instead of prospectus). However, in such a casc, a copy of the
prospectus must he made available to any person on request {Section 56 (3)].

{ivl Where the application form 15 issued in cunnection with a bona fide invitation 1o
a person to cnter mlo an underwnting agreement with respect to the shares or
debentures [Section 56 (3)]

{(vi Where the appheation form is issucd in rclation to shares or debentures not
oftered lo the public [Section 56 (3)].

(v1} Where the shares or debentures are offered to cxisting holders of shares or
debenlures (i.e., nghis issuc) with or without the right of renunciation in favour of
other persons [Section 56 (5)).

{vil) Where invitation to the public for subscription to the sharcs or debentures of a
company 1s made 1n the form of an advertisement, ordinanly called as
“prospectus announcement” [Section 66].

4.12.12 Shelf Prospectus and Information Memorandum
(Sections 60A and 60B)

Section 60A makes provisions for a setf-prospectus in certain situation. 4 ‘shelf-
prospecrus’ means a prospectus issued by any financiai institution or bank fur onc or
tmore issuies of the securities or class of securitics specified in that prospectus.

Auy public linancial nstitution, public secior bank or scheduled bank whose main
object is inancing shall file a shelf prospectus with the registrar, In such a situation
such a company nced not file a prospectus afresh at cvery stage of offer of securities
by it withm a period of validity not excecding one year.

But a company filing a shelf prospcctus 1s required to file an information
memorandum (as given in Scetion 60B below) on ail material acts relating to new
charges created, changes in the financial position as have occurred betwceen the first
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offer of securities, previous offer of securities within such pertod as may be prescribed
by the Central Government, prior to making of a second or subscquent offer of
securities undar the shell prospectus.

An information memorandum shall he issued to the public along with shelf prospectus
filed af the stage of the first offer of securities and such prospectus shall be vahid for a
period of one year from the date of opening of the first issue of sccuritics that
prospectus.

Where an updalte of information memorandum is liled every time an offer of securitics
is made, such memorandum together with the shelf prospectus shall constitute the
prospeclus,

4.12.13 Information Memorandum
Section 60B provides as follows as regards information memorandum:

{I) A public company making an issue of securities may circulate information
memorandum to the public prior to filing of a prospectus.

(1} A company Javiting subscription by an informatzon memorandum s bound to
file a prospectus prior o the opening of the subscription lists and the offer as a
red herring prospectus, atleast three days hefore the opening of the offer.

(i) The “red-herring' prospectus means a prospectus which does not have complete
paiticulars on the price of the securities offcred and the quantum of sccuritics
offcred.

(tv) The information memorandum and red-herring prospectus shall carcy same
obligations as are applicable in the case of a prospectus.

(v) Any variation between the information mcmorandum and the red-hereing
prospeclus shall be highlighted as variations by the issuing company.

(vi) Evcry vamation as made and highliphted under (iv) is to be individually
intimated to the persons invited 10 subscribe to the 1ssue of securitics.

(vi1) In the event of the issuing company or the underwriters to the issuc have invited
or received advance subscriplion by way of cash or post-dated cheques or stock-
invest, the company or such underwriters or bankers 1o the 1ssue shatl not encash
such subscription moncys or post-dated cheques or stock invest hefore the data
of opening of the issue, without having individually intimated thc prospectrve
subscribers of the variation and without having offered an opportumity to such
prospective subscribers to withdraw their application and cancel their post-dated
cheques or stock-1nvest or relum of subscription paid,

{viii) The applicant or proposcd subscriber can exercisc his right (o withdraw from the
application on any intimation of variation within scven days [rom the date of
such intimation and shall indicate such withdrawal in writing to the company
and the underwriters.

(ix) Any applicaton for subscription which is acted upon by the company or
underwriters or bankers o the issue without having given enough information of
any variations, or the particulars of withdrawing the offer or opportunity for
cancelling the post-dated cheques or stock-invest or stop payments [or such
payments shall be void. Further, the applicants shall be entitled to receive a
refund or return of its post-dated cheques or stock-invest or subscriphon moneys
on cancellasion of its application, as if the said application has never been made
and the applicants arc cntitled to receive back their original application and
interest at 15% from the date of cncashment till payment of realisation.



{x) Upon the closing of the offer of securiies, a fipal prospecius stating therein the
total capnal ratsed, whether by way of debt or sharc capital and the closing price
of the securities and any other details a5 were not complete 1 the red-heming
prospectus shall be filed in a casc of listed public company with SEBI and
Regisirar and in any other case wath the Regstrar only.

4.12.14 Statement in Lieu of Prospectus (Section 79)

1f a public company makes a private arrangement for raising its capital then it must
filc a statement in lieu of prospectus with the Registrar utleast throe days before any
allotiment of sharcs or debentures can be made.

Schedule [11 contains 2 model form of a Statement in Lieu of Prospectus in pursusance
af Section 70; Schedule [V cortains a model form ol a Siatemend n Licu of
Prospectus when a private company is converted into a public company n pursuance
of Section 44,

If allotment of shares or debenture is made without filing the Statement in Heu of
prospectus, the allottee may avoid 1t within two months after the statutary mecting, or
witcre nu such meeling 15 10 be held, withun two months of the allotment.
Contravention also renders the company and every director hable to a finc upto
T10.000.

4.12.15 Liability for Untrue Statements in the Prospectus (Sections 62-63)

The prospective shareholders are entitled to all wue disctosures 1o the prospectus. The
persons sswing the prospectus are bound 1o state everything accurately and not omn
material {acts.

What is an untrue statement? Accarding to Sccion 65 (11 (a) A statement sncluded (in
a prospecus shail be deemed to be untrue, if the statement is misfcading in the form
and context in which it is included: and {b) where the omission from a prospecius of
any matter is calculated to nuslead, the prospectus shall be deemed 1n respect of such
OITussion, to he a prospeceus i which an uatrue statement is included. The vipeession
‘included” with reference to 2 prospectus means, ncluded io the prospectus aself or
contained in any report or memorandum appearing on the face thereol or by refeience
incorporated therein or issucd therewith,

Example: A company issucd a prospectus. All the statements wcluded therein were
litcrally true, One of the statoments disclosed the rates of dividends paid for a number
of years. But dividends had been puid not ow of trading prefits but out of rcaiised
capital profits. This matevial fact was not disclosed. Held, that the prospecius was
false in matcrial particulars and Lord Kylsani. the managing director and chairman,
who knew that i was false, was held guilty of fraud [Rex v. Kylsant, (i932y 1 K. B.
4421.

A person who has applicd for shares in the company and who has been aillotied shares
has certain remedics against the commany and the persons issuing the prospectus But
a buyer of shares in the open market or a subscriber to the memorandum has no such
vight. [f, however. a prospectus 1s issued with the object of including persons to buy
shares sn the open tnarkel, any person who buys shares even in the open imarket on the
basis of (he statements made wn it has a right of action if the statements are untrue or
there is matenial omission from Lhe prospectus.

A false stutement or omussion of material facts gives rise 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 debenturcs
of a company, the following persons shall be liable to pay compensation to every
subscriber for loss or damage he may have sustained by rcason ol any untrue
statement included in the prospectus on the faith of which he had applied for the
shares or dehentures:

(1) every person who is a director of the company at the time of the issuc of the
prospectus;

(i1) cvery person who has authorised himself to be named and is named in the
prospectus as a director, or 4s one having sgreed to become a dircetor, either
imuncdiately, or after an interval of time;

(iii)cvery promoter of the company; and

(1v) every person {including an expert) who has authorised the issuc of the prospectus.
But an cxpert is liable only in respect of his own untrue statements.

Thus, an allottce of shares, who had apptied for shares on the faith of prospectus
containing untrue statements has remedies available against the ifferent persons, i.e.,
the company, directors, promoters and experts.

Remedies dgainst the Company. Any porsen who, relying on musstatements m or
omisston of matcrial facts from a prospectus, takes shares trom the company may:
{1) rescind the contract to take the shares; (2} claim duamages. The effect of the
rescission of the contract would be that the shareholder would give up the shares and
get back his money with interest. He must, however, take action 1o rescind to contract:
(a) within a reasonable time, (b} belore proceedings to wind up the company have
commenced; and (c) before he does anytlung (after he comes o know of the
ntisstalements in the prospectus), which is inconsistent with the nght 1o repudiale, c.g.,
lo accept dividends. The aliotiee can claim reliel only if he can show that the
nusstalemnent or onussion was: (1) onc of fact and not of law, nor an expression of
opwion, {1i) material; and (11)) acted upon by him.

The second right of Lthe alloltec against the company 1s fo sue for damages for deceit.
In order 1o succeed. the allotice must, in addition 10 the three facts mentioned above
(in connection with the rescission of contract), prove: (1) that those acling on behalf of
the company acted fraudulently; (i1} that thosc purporting to act on behalf of the
company were authorised to act in its behalf; and (iif) that he suffercd a loss or
damages.

It is impertant to remember that the allotice cannot both retain the shares and gei
damagcs from the cempany. Tn actual practice, suit for damapges against the comnpany
is rarcly filed. The usual claim against the company is for rescission of the contract of
allotment. Damages arc generally claimed from the direclors, promoters and other
persons who had authorised the issue of the prospectus personally, or from cxperts
who had signed reports referred to in the prospectus.

Remedies against directors or promoters. A shareholder who had been induced to
take shares may claim from the dircctors or premoters or from anyene else responsible
for untrue statement oceurring in the prospectus: (i) damages for fraudulent
misrepresentation; (ii} compensation under Section 62; (i) damages for non-
compliance with the requircments of Section 36 regarding contents of the prospectus.

Damages for fraudulent misrepresentation. An allottee of shares may bning an action
for deecit, i.e., frandulent misrepresentation. There must be an intenizon to defraud and
that is to be proved by him. The direclors, etc., will not be liable for the tort of deceit
if they honestly belicved the statements to be true. The facts in Derry v, Peck werc as
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fotiows: The directors of a Tramway Company issued a prospectus statiop that they
had the right to sun tram-cars with stcam power instead of with horses as before. In
fact, the Act incorporating the company provided that such power might be used with
the sanction of the Board of Trade. But the Board of Trade refused to give permission
and the canpany had to be wouad up. P, a shareholder sucd the directors for damages
for fraud The House of Lords held that the ditectors were nat liable in fraud because
they honestly belicved what they said wn the prospectus to be truc.

Compensation for untrue statement (Section 62). Another remedy available to an
atlottec ot shares for misstatements in a prospectus 1s to fife a suit for compensation
under Section 62, A clawn can be made. whether the statements are [raudulent or
wmnocent. Seetion 65 provides that z statement 15 deemed to be wmrue if it s
musteading in the form and context in which it is issued. It is not necessary for the
aflottec to prove any fravd or knowledge oa the part of the directors that the statement
Wds uasiric,

If a director pays damaees under Sectjon 62, he is entiticd to recover condributions
from his co-directors. if they. too, arc guilty of misstatement, misrcpresentation,
uatruc statement; and on the death of (he co-directors, from their cstales.

Defences available to avoid civil liability [Section 62¢2)]. Scction 02 pames persons
who are habfc to pay compensation but cectain defences are available to them. In a
claim 1or counpensation, the duector may prove in defeace that:

(a) he withdrew his consent o act as director belore the 1ssuc of the prospectus and i
was 13sucd wiathout fus authorny or consent: or

(b} the issue was made without his knowledge or consent and on becoming aware of
the 1ssue e gave reasonable public notice of that fact; or

(c} he withdrew his consent afler the issue of the prospectus but before allotment and
public notice was given: or

(d} he had reasonable ground 1o belicve that the statements were true and believed
them to be yue; or

(c) the statcrment was contect and fair, summary or copy of an expert’s reporl; o
{63 the statemeat was made by an officia!l document.

Another remedy available 10 an allottec of shares is to file 2 suit for damage in case
the prospectus does not inchude the malters required to be included m o accordance with
the provisions of the Acl.

Remedies against experr. The diloitee to the shares who has been induced to take
shares on the faith of ar untrue statement of an expert in the prospectas is entitled 10
claim from the expert: (1) damages, (i) compensation under Section 62,

An expert 1s liable in durnages in respect of Ris own untruc sttement, Wrong repoert or
valuation made by him and contained 1m the prospectus and the same principles apply
as 0 the case of a fravdulent or an innocent statement made by the duectors. An
expert 15 also liable to pay compensation under Section 62, Howcever, he shall not be
fiable if he proves: (1) that having given his consent, he withdrew it in writing, belore
detivery of a copy of the prospectus [or registration; or {i1) that afier delivery of
prospectus fur regesiration and before allounent, he hecame aware of the untrue
stafement, withdrew his consent in writing and gave reasonabie public nntwe of the
withdrawal and his reasons: or (1t5) that he was competent to make the statement and
believed on reasonable grounds that i was wrue.

Liability under Section 56. Arr omission fiom a prospecius of & master required to be
stated under Section 56 (t.e,, as per Sch. If) may give nise (n an action for damages at
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the instance of a subscriber for shares, who has suffered loss thereby, even if the
omission does not make the prospectus [alse or mislcading. But, the plaintiff must
prove that he has sustamed damage by reason of the omission of a matter required to
be stated in the prospectus. A direclor or other person sued under Section 56 may
escape liability if he proves: (a) that he had no knowledge of the matter not disclosed,
or (b) that the contraventiop 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, cvery person authorising its issue is
punishable: (i) with imprnisonment for a term upto two ycars or (it) with fine upto
50,000, or (i) with both imprisonment and fine. However, an expert is not
criminally hable 1 respect of musstatcments in the prospectus,

Liability under Section 68. Section 68 provides that any person who, either
knowingly or recklessly makes any statemcnt, promise or forecast which is false,
deceptive or misleading, or by any dishonest conccalment of material [acty, induces or
attempts to induce another person to enter o or to ofler to enter into any agreement
for, or with a view of acquiring, disposing of, subscribing for, underwriting shares or
debenturcs shall be punishable with imprisonment for a tenn which may extend to 5
years or with line which may extend to ¥1 lakh or with both.

4.12.18 Golden Rule for Framing of Prospectus

The ‘Golden Rule’ for framing of a prospectus was laid down by Justice Kinderstey m
New Brunswick & Canada Rly. & Land Co. v. Muggeridge {1860). Briefly, the rule
is:

Those who issue a prospectus hold out to the public great adva-ntages which will
accrue o 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, thercfore, be
stated with strict and scrupulous accuracy. Nothing should be stated as [aet which is
not so and no fact should be omitted, the existence ot which might in any 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 truc nature ol the company’s venture
should be disclosed.

In Rex v. Kylsant {1932), the prospectus stated that dividends of 5 to 8 percent had
been regularly paid over a long period. The 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 capital profit.

Held: the prospectus was [alsc and misleading. The statement though true in itsclf was
rendered falsc in the context in which it 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 [ & I! of Schedule I of the Act, which are
requircd to be stated compulsorily but should also voluntarily disclose any other
information within their knowledgc with might in any way alfect the decision of the
prospective mvestor 1o invest in the company.



4.12.19 Allotment of Shares in Fictitious Names Probibited (Section 68A)

Following acts are purushable with iraprisonment for a term extending (o five years:
(1) making an apphcabon to a company for acquiring or subscribing for. any sharcs
tharen under 4 fictious name: or (i) making a company 1o allot or register any
transler of sharcs thevein to uny other person in a fictitious name.

Also thus Section should be prominently reproduced both in the prospectus as well as
i application forms for shares.

Initia} offer of sceurities to be in dematerialised form in certain cases {Section 68B).
Every fisted company. making initial public offer of any security for a sum of spaces
ten crores or more, shall issuc the same only in dematerialized form by complying
with the requisite provisions of the Depositories Act, 1996 and regulations made
thereunder,

4.12.20 Announcement Regarding Proposed [ssue of Capital

It &5 very common tor companies 1o get an announcement regarding proposcd issuc of
shares/debenturcs snscried in the leading newspapers. it is not reguired by coinpany
Jaw 1o do se. But it 1s done in order to invite the attcntion of the public 10 the proposed
issuc. On The top of the thsertion it is given that. "It is only an announcement und not 4
prospectus”, in order to avod provisions under Section 56 for publishing an
incomplete prospecius.

4.12.21 Public Depaosits

The nwitation and acceptance of public deposits by companies were brought withm
the junsdiction of Companies Act in 1974, Rules have been framed prescribing the
Linuts upto which, the manner 1in which and the conditions subject to which deposits
may be invited or accepted by a company either from the public or fram its mcembers.
Section 58-A and Companies (Acceptance of Deposits) Rules made thereunder
contans the restnictions and Limitations subject to which deposits may be invited and
accepted by cownpanics. The pravisions of the Scction and the summary of the
tmportant tules made thereander ave as follows:

1. Meaning of deposit. Explanation to Section 58-A defines the expression “deposit”
to mean any deposit of moncy with and includes any amount bomrowed by u
company but shatl nol include such categories or amount as may be prescribed in
cansultation with the Reserve Bank of India.

Further rule 3(b) provides that ‘deposit’ mcans any deposit of moncy with and
mcludes any amount borrowed by a company, However, the expression “deposit’
does not include.

(6)  any amoun recetved from the Central Governsnent or a State Goverrunent or
any amoun! recetved from any other source and whose repayment s
euataniced by the Central Government or State Goevertunent or any amount
received from « local authonty or a foreign Government or any other {oreign
citicen, authary or person;

ti} any amount reccived as a Joan from any bankipg company including a co-
operative bank;

(it} any amount reccived from any of notified financial institutions;
(v) any amount reecived by a company from any other company,

(vi any amount rceeived from an employce of a company by way of security
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 reccived against
orders for the supply of goods or propertics or for the rendering of any
SCrVices;

(w1} any amount recetved by way of subscriptions to any shares, stock. bonds or
debentures and any amount reccived by way ol calls 1n advance on shares, in
accordance with the Articles of the company so Jong as such amount is nol
repayabie tlo the membcers under the Arlicles;

(vil) any amount recetved in trust or any amount in transit;

(ix) any amount received [rom a dizector of the company or any amount reccived
from a refative ol a director or nember of a private company;

(x) any amount raiscd by issue of the bonds or debentures secured by the
mortgage of any immovable property of the company or with an option to
converl them into shares in the company. (Howcver, in the case of such
bonds or debentures sccured by the mortgage of any immovable property, the
amount of such bonds or debentures must not exceed the market value off
such inmovable property);

{x1) any amount brought in by the promoters by way of unsecured loans 1n
pursuance of stipulations of financial institutions subject to the fulfiliment of
the following conditions; namely: (a) the loans are brought in pursuance of
the stiputation imposed by the financial institutions in fulfillment of the
obligation of the promolers to contribute such finance; (b) the ioans are
provided by the promoters themsclves and/or by their relatives and not from
their [riends and business associates; and {¢) the exemption shall be availabic
only till the loans of financial institutions are repaid and not thercalter.

No company shall invite ur accept any deposit except alter the publication of an
advertisement specifying therein the financial condition, management structure
and other specificd particulacs of the company. The “‘renewal of deposits™ are
mcluded in the “acceptance of deposits” [Jagjivan Hiralal Doshi and Others v.
Registrar of Companies (1989) 65 Comp. Cas. 353].

Every deposit by a company, untess renewed in accordance with the rules made
under Scction 58A, shall be repaid in accordance with the terms and conditions of
such deposit.

The form of application shall conlain a declaration by the depositor that the
money 15 not being deposited out of funds acquired by him by borrowing or
aceepling deposits from any other person.

A company cannot acccpt or renew deposits payable on demand.

Also, a company cannui accept deposits repayabie before 6 months. However,
deposits for less than 6 months may be accepted pravided such deposits do not
exceed 10% of the paid-up capital and free rescrves.

However, in no case shall a company accept deposits repayable before 3 months.

Ceiling on deposits: A company shall not accept deposit over and above the
following limnits: {a) 10 pereent of the paid up capital and free reserves, in case ol
deposits in the torm of any deposil against an unsccured debenture, deposit from a
sharcholder (not being a deposit accepted by a private company from its
shareholders) or any deposit guaranteed by the Directors of the company: (b) any
other deposit execeding 25 pereent of the aggregate of the paid-up share capital
and free reserves of the company.
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Nao Government company shall accept any deposits in cxcess of 35 percent of s
pard-up capital and frec reserves.

Interest on deposits: A Company cannot pay rate of inlerest cxceeding the
maximum rate of wntarest prescribed by the Rescrve Bank of India, which 1s, at
present, ) percent compounded on monthly basis.

. Penualties for contravenmiion: Any deposit reccived in cuntravention of he

provisians of the Act/Rules must be paid back within 30 days from the date of
acceplance of such deposit. The period of 30 davs may he extended by the Centyal
Gavernnient by another period but not exceeding 30 days.

In casc of default, the company shall be subjected to fine which shall nol be less
than twice the amount not repaid and % of the fine shall be paid 1o the depositor.
In addition, every officer of the company, who is in defuul. shall be punishahic
with imprisonment for 4 term which may extend upto 5 ycars [Scetion S8A (5)].

Penalty for acceptaince of deposit: Where the contravention relates o acceplance
ol deposit. the company may be subjected 10 fine which shall not be less than the
amount of deposit so accepted.

Penalty for invitation of any deposit: Whore contravention rclatcs to the
inviation of any dcposit, the company shall be punishable with fine which may
cxtend to ¥ 10 takh but shall not be Jess than T50,000.

In buth ihese cases of acceplance or invitation of deposil 1n contravention, ¢very
officer of the compuny who is in defaull shall be pumshable with imprisonment
for a 1erm which oy extend upto 5 years and shall also be huble to fine [HH.
Marthanda Varma & H.H. Bhupendra Narain Singh v. Repstrar of Companies
(198%) Comp. Cas. 125].

. Register nf depasits: According to Rule 7 every compapy accepting deposits shall

keep at its registered officc onc or more registers tn which there shall be entered
separatcly in the case of each dcpositor the followmg parsticulars, namely:
(2) name and address of the depositor; (b) date and amount of each deposit;
(¢) duration of the deposit and the date on winchi each deposit is repayable,
{d) rate of nferest; (¢) date or dates on which repayment of infevest will be made;
{1 any otber particulars relating to the deposil.

The register of deposit shall be kept for a minimam perod of 8 years Jroin the
financial year in which the latest entry ts made in the register.

. Where a company has failed (o repay any deposit or payt Uhercef in accordance

with the terms and conditions of such deposit, the Company Law Board may. of it
ts satisfied, cither on its own motion or on the application of the depositor, that it
IS necessary 1a do so to safeguard the interests of the company. the depositors or
the public, by vtder direct the company to muke repayment of such deposit or part
thereut farthwith or within such time and subject 1o such condihions as inay be
speertied m the Order — Sub-section {9).

However in the following circumstances. application vader Scction 58 A (9) of
the Act will NOT hie: (vide Dept. of Company Affairs Notificated di. 8.3.1990):

(i} Deposit made for booking/purchasc of scootcr, car, elc.

tity Deposits accepted by financial companies like huce-purchase, fimance
company. a housing finance company, an invesament comipany, a loan
mutual benefit financiatl company. an equipment leasing company. a chit
fund company or a company, whuch receives deposits under any scheme or
artangement by way of constribulion/sabscription or by sale ol umts/
cerhficates.
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(iny Dcposits accepted by a sick indusirial company covered by the Sick
Industrial Companies (Special Provisions) Act, 1985, in respect of which
Board for indusirial & Financial Reconstruction, has specifically, by order.
suspended the operation of any contract, agreement, sciticment, eic. under
Section 22(3) of the said Act.

(iv}) Deposits accepted by relief undertakings which arc notificd as such under the
State Laws.

Further. it may be clarificd that the depositors can, besides the relief under the
Companies Act, take action agamst the defaulting companies undee the normal
civil law of the country.

. Penal interest on averdue Deposits. Rule 8A provides that a penal rate of interest

of 18 percent shall be paid for the overdue peried in case of public deposits
matured and claimed but remaining unpaid.

In the case of deposits made by a small investor, the penal rate of interest shall he
24 percent compoundable on annual basis.

. Maintenance of liquid assets. Every company shall before the 30° day of April of

each vear, deposit or invest, as the case inay be, a sum which shall not be less than
15 pereent {w.c.[. 1" April, 1992) of the amount of its deposits maturing during
the year ending on the 31™ of March next lollowing in any one or more of the
securities prescribed in this regard. The amount so invested or deposited shall only
be used in repayment of the deposits outstanding and rcpayable within next 317
March At no time such investment or deposit shall fall below 10% of the deposits
repayeable within next 31¥ March,

1t may be noted that all deposits of non-banking and non-financial companies are
regulated under Section 58A and the Ruoles nade thercunder.

15. Facility of nomination, etc. A depositor under Section 58A is allowed to make a

nomination. The provisions of Scctions 109 A and 109 B shall apply to such a
nomination also.

. Small Depositors — Special Provisions (Sections 584A and 58444). The

Companics (Amendment) Act, 2000 added two new Sections, viz., Scctions 58AA
and 58AAA, for the protection of small depositors. A small depositor’ means a
depositor who has invested in a financial year a sum not exceeding Rupecs twenty
thousand in a company and includes his successors, nomninees and legal
representafives.

If any default s made hy a company in repayment of any public deposi accepted
from small depositor or part thereof or any intercst thereupon, Section 58AA
makes it abligatory on the part of a company to provide an intimation on monthly
basis to the Company Law Board within 60 days from date of dcfaull. Such
intimation shall includc particulars in respect of the names and addresses of each
small deposilor, the principal sum ol deposits due to them and interest accrued
thereupon

The Company Law Board shall, on recerpt of the intimation, exercise on its own
motion. powers conferred upon it by Sub-section (3} of Section 58A and pass an
appropriate order within a period of 30 days from the date of receipt of imtimation
from the company.

The Company Law Board may pass the above order after giving the small
depositors an opportunily of being heard, However, 1t shall not be neccssary for a
small depositor to be present at the hearing ol the proceedimgs.



17,

Proitibition on companies to accept further deposits: A company shall nol at any
time, accept further deposits from “small depositors’ unless each small depositor,
whose deposit has matured, had been paid the amoumt of the deposit and the
interest accrued thereupon. This prohibition will, however. not apply in the
tollowing cases.

(1} where such deposit has boen rencwed voluntarily by the small depositor: ar

{n) where repayment of the deposit has bocome impracticable due to the death of
the small investor or a competent court or authority has stayed its repaymem.

Advertisement and application form: Where a company has defaulicd in
repayment of depasit or part thereof or any interest thercon 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 amoum due to them in
respect of which such default has been made.

Waiver of interest duc to deposifors: Where any inlerest accrued on deposits of
the small depositors has been waived, the fact of such waiver shall be mentioned
by the company in cvery advertisement and application form invitng deposits
1ssued atter such wanver.

Loan for working capital to be used for repayment of deposits: | a company has
accepted deposits from small depositors and subscyuent to this obtains funds by
way of loan for workang capital lrom any bank, ot shall first utilize such funds for
the repaymer of any deposit or any part thereof or any interest thereupon to the
small depositor before applying such funds for any other purpose.

Application form to contain statement: Every applicauon {orm 1ssued by a
company to a sinall depositor for accepting deposus from him shall contain a
stutemnent (o the effect that the applicant has been apprised of:

(t) every past default by the company in repayment of deposil or interest Lthereon;
and

(1) the wajver of interest as above and the ecasons therefor.

It may bc noted that the prohibition to accept new deposit from small depositors
under Sub-section (4) applies where there Js a subsisting Jefault. As against this,
Sub-section {8) dealing with issue of application form to simall depositors relates
to past delault(s) which presumably are no longer subsisting,

Default in acceptance or refund of deposit shall be cognizable. Section S8AAA
makes the default in acceptance or refund of depaosit to u small investor to be a
cognizablc offence under the Code of Criminal Proccdure, 1973, However, no
court shail take cogmezance of the offence, 1o tlus regard, unless the complaint is
madc by the Ceniral Government or any officer authorized by 1t in this behall

Exemptions. The provisions of Scclien 58A do not apply 10: (11 A banking
company [Scction 5BA (7)]. (23 Companics other than banking compames as the
Centrat Government mav afler consultation with the Rescrve Bank of India,
specify in (his behall.

Exemption of small scale wmits: In pursuance of s powers, the Central
Government has, afler consultaton with the Reserve Bank of [nda, granted
exemption from the applicability of the provisions of Scclion 58A to the
companics which are small scale units as per the parameters notified fram time to
time,

According to the notification GSR Nao. 73 (E), dated 2-2-1996, the exemption
from the provisions of Section 58A of the Act shall be available to small scalc

(1
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mdustrial units only if they fulfili all the following conditions, namely: (a) the
pawd-up capita] of the company does not exceed rupees 25 lakhbs; (b) the company
accepts deposits from not more than 100 persons; (¢) there 13 no invitation 1o
public deposits; and (d} the amoust of deposits accepted by the company docs not
excecd rupees 20 lakhs or the amount of its paid-up capital, whichever is less.
Figancial companies as the central government may, after consultation with the
Reserve Bank of India, specify in this bebalf.

However, the cemral government cannot cxemnpt the financial companies from the
provisions relating to advertiscinent contained in Section 38A(2)(b). The Central
Govermunent, in exercise of 1ts aforcsaid powers, exempied all classes of financial
companies from all the provisions of Scction 38 A except the provisions relating to
advertisement ~ vide Notification No. SD 523 (F), dated 18-9-1975.

Pawer of the Ceniral Governmemt to grant il or partidl exemption
{Section 584 (8)f: Thc Central Goverament has been empowercd to grant partial
or total exemption from the provisions of Section 58A for a specificd period to a
company (or a class of companies) afier consuftation with the Reserve Bank of
India. The Central Government is also empowerced (0 graot extension of time to
any company (or a class of companies) after consultation with the Reserve Bank
wn complying with these provisions,

Issue of commercial paper exempted: Yhe Department of Company Affairs has
vide notification dated 29-12-1989 exempted the class of companics whicl Tuifill
the criteria under the Non-Banking Companies (Acceptance of Deposits through
Comunercial Paper) Directions, 1989 ({rom the provisions of Section 58A with
respect to deposits veecived by non-banking companies by the issue of
cemmercial paper as per the aforementioned Dircctions. The following conditions
are requived 10 be satisfied:

(1) the companies comply with the terms and conditions stipulated from fime to
time by thc Rescrve Bank of India relating to the 1ssue of such commercial
paper: and

(i1) the companics in their annual account disciose the maximum amount raised at
any time during the financial ycar and the amount outstanding as at the end of
the financial year.

Advertisement for inviting deposits (Rule 4). Every company intending to invite
deposits or allowing or caosing any person to invite deposits on s behalf 1s
required to issue an advertisement for the purpose in a leading English newspaper
and in one vernacuiar pewspaper circutating in the State sn which the registered
officc of the company is situated. Bach advertusement should contain the
particulars as prescribed in Rule 4. The advertisement must be issucd on the
authority and in the name of the Board of Directors of the company. 1t must also
statc the date on which the text was approved by the Board of Directors. It must
contain refercnce to the conditions subject to which the deposits shall be accepted
by the company.

According 1o Section 58B, an advertisement inviling a prospectus  and
consequently afl the provisions of the Act, applicable to the prospectus, arc
applicable to the advertiscrnent inviting deposits.

Signing of Advertisemenst: The advertisement should be signed by a majority of
directors in the Board of the company, as constiuted at the time the Board
approved the adverusement, or their duly authorised agents, in writing and a copy
of the same should be delivered to the Registrar of companics for registration.
Even a letter of authority is sufficient for this purpose and power ¢f attorncy is not
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necessary [Circular No. 23/75 (1)/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 financfal year in which it is issued or until the date the balance sheet
is laid before the company n general meeting or where the Annual General
Meeting 15 not held, the latest daic on which the meeting should have held,
whichever is carher A [resh adverlisement has to be made in each succeeding
financial year for inviting deposits thereafter,

Statement in lieu of advertisement (Rule 44): Where a company intends Lo
aceept deposyis withou! inviting or alowing ov causing any other person on its
behalf, to invite such deposits, 1 nced not issuc the advertisement. It s, however,
requited to file with the Registrar a statement in hieu thereol containing all the
panticulars required to be included in the advertisernent under the Rules and
signed (in the same manner as the advertisement for deposits s to be signed)
before accepting any deposit.

The statement in licu of advertisement shall be valid until the expiry of 6 months
from the date of clnsure of the financial year in which it is so delivered or until the
datc on whieh the balance sheet is laid belore the company in the annual general
meeting, or, where the annual general mecting for any year has not been held, the
latcst day on which that meeting should have been held in accordance with the
provisions of the Act, whichever is earlier.

Acceptance of deposits in joint names [Rule 8(2)]. Where depositors so desire,
deposits may be accepted in joint names not cxcecding three, with or without any
one of the clause namely “either or survivor™.

Return of deposits (Rule 10). Every company 1s required to filc with the Registrar
on or befare 30" lune every year, a return of deposits in the preseribed form
furnishing information containcd thercin as on 317 of March of that ycar duly
certificd by the suditors of the company. A copy of the return js required to be
sumulianeously furmished to the Reserve Bank of lndva.

Issue of shares to existing shareholders. The capial 15 also raised by issue of
rights shares 10 the cxisting sharcholders (Section 81). In this casc the shares are
allotted 10 the exusting equily sharcholders in proportion to their orginal
shareholding, e.g., one sharc agaiasl cvery two shares keld by a member.

Public issue of shares. Public issue of shares means the selling or marketing of
shares for subscription by the public by issue of prospectus.

For raiging capilal from the public by the issue of shares or debentures, a public
company has to comply with the provisions of the Companies Acl, the Securities
Coniracts (Regulations) Act including the Rules made thercunder and the
Guidelines and instructions issued by the concerned Government authorities, the
Stock Exchange and SEBI, etc.

Management ol public issue involves coordination ol activities and cooperation of
a number of agencies such as managers to the 1ssue, underwriters, brokers.
regisirars 10 the issue, solicitors/lcgal advisors, printers, publicity and advertising
agents, financial institutions, auditors and other Government/Stalutory agencies
such as Registrar of Companics, Reserve Bank of India, Stock Exchange, SEBI,
eic.

i15
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It is advisable to keep in mind the guidelines 1ssued by SEBI with regard to issue
of shares termed as “Guidelines for Disclosure and lavestor Protection™ before
issuing sharcs 1o the public.

Share application form to seek permaneni account number. In respect of
applications for vatue of T50.000 or more, the applicant or in casc of applications
in joint names, each of the applicant, shall mention ms/her Permanent Account
RNumber (PANYGIR number and tncome-tax circle, ward, district or the fact of
non-allotment of PAN/GIR numbet, as the casc may be and applications not
corplying with the provisions are liable to be rejected.

Check Your Progress
Fill in the blanks.

I. The 1s a document that contains the purpose of the
company as well as the dutics and responsibifitics of its members deftned
and recorded cleacly. It is an unportant document which needs to be filed
with the Registrar of Companics.

2. As regard a company and and, a
private company limited by , Section 26 provides for
compulsory rvegistration of arhicics prescribing  regulations for  the
company.

3. The shall be madc enher on formation of a
company, ot by an amendment in the articics agreed to by all the members
of the company.

4. Neither a company nor its mombers arc bound to

5. In case of defeult, the company shall be subjected to finc which shall not
be less than the amount not repaid and
of the fing shal} be paid to the depositor.

413 LET USSUM UP

The Articles of Association of a company have a contractual force between
company and its mernbers as also between the incmbers inter se in relation to theix
vights as such members,

The articles regulate the internal mapagement of the affars of the company by
way of defining the powers of its officers and establishing a contract between the
company and thc members and between the members inter se.

The articles of a company are subordinate 10 and subject to the memorandum of
association and any clause in the Articles going beyond the memorandum will be
ulira vires.

The articles must be printed, divided into paragraphs, numbercd consccutivcly,
stamped adequately, signed by each subscriber to the meinorandum 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 including any additional matters n is
Articles, as may be considered necessary for is 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 whalcver is contained in
thesc documents.

® The law allows all those who deal with the company to assume that the provisions
of the articles have been observed by the company. This is known as the “doctrine
of indoor management.’

¢ An outsider is not expected to scc that the company carries out ils internal
regulations.

® Aftcr the reccipt of Certificate of Incorporation from the Registrar of companics,
the promoters of a public company invite the public and financial institutions to
subscribe to the capital of the company.

® A public company lumted by sharcs, gencrally issues shares to the public for
which it have to issue a prospectus.

4.14 LESSON END ACTIVITY

A limited company 1s formed with its articles stating that one Mr. Srivastava shall be
the solicitor for the company and that he shall not bc removed except on the grounds
of misconduct. Can the company remove Mr. Srivastava from the posilion cven
though he is not guilty of misconduct?

4.15 KEYWORDS

Avrticles of Association: The Articles of Association 1s a document that contains the
purpose of thc company as wcll as the duties and responsibilities of its members
defined and recorded clearly.

Public Offer/Public Invitation: 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
busuicss expansion and invesiment.

Initial Public Offering (IPO): An initial public offering (TPO) is the firgt time that the
stock of a private company is offered to the public,

Shelf Prospectus: Shelf prospectus is a type of public offering where certuin issucrs
are allowed to offer and setl secunties to the public without a scparate prospcctus for
each act of offering and without the issue of further prospectus.

Doctrine of indoor management: This doctrinc cnunciates that any person dealing
with the company is entitied to assume that he provisions of the article have becn
observed by the company.

Prospectus: Tt means any documnent described or issued as prospectus and includcs
any notice, circular, advertisement or other document inviting deposits from the public
ot inviting offers from the public for the subscription or purchasc of any shares in or
debenturcs of a body corporate,

4.16 QUESTIONS FOR DISCUSSION

1. Define articles of association. Can articles of association be altered?
2. Statc the relation of a memorandum of association with the articles of association.

3. Explain the doctrine of ultra vires in the context of joint stock companies.

{117
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4. Explam the interrelationship of doctrine of constructive natice with the doctrine of
indoor management. Stzic the exceptions, if any, o the doctrine of indoor
management.

5. What is a prospectus? Whe are hable for misstatements in a prospectus? Explain
the extent of civil and criminal liability for such misstatements.

6. Write a short note on statement in lieu of prospectus,

State the restrictiops and lLimitations on imviting and accepting deposits by
COMPANIESs.

8. Whal 15 a musstatement i a prospectus? And. what are the defences availablc 10 a
director for any misstatement in a prospectus?

Check Your Progress: Model Answer

1. Arsticles of Association

1.2

Limited by guaraniec, unbmted liability company. shares
3. Provisions for entrenchiment
4. Qutsiders
5

Twice, V2
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5.0 AIMS AND OBJECTIVES

After studying this Icsson, you should be able to:

# Discuss the meaning of a share, share vs. share cerlificate vs. stock and 1ts types

& Elucidate in detail the meaning and types of preference share and equity share

e Explain the mcaning of share capital, alteration of share capital, reduction of
capital, and reduction of share capital without the sanction of the court

® Decscribe the transfer and transmission of sharcs

¢ State the procedure of transfer, (ransfer of shares under deposilory system and
transnussion of shares

e Jdentify the distinction between transfer and transmission

e Recognise and slate the shareholders vs. members of the compzany and modes of

acquiring membership

5.1 INTRODUCTION

Sources of capital broadly include equity capital and preference capital. There are
various ways to raise capital which inciude prelerential allotment, ¢mployee siock
option, issue of rights shares, issuc of shares with dufferential voting rights, It involves
various approvals, disclosurcs, filings, maintenance of records, etc. which are
preseribed under Chapter [V of the Compaaies Act 2013

Besides Companies {Share Capital and Debentures) Rules, 2054 prescribes various
aspects such as disclosures n the directors’ report, matlers to be stated in the
explanatory statcment to the resolution, preseribed forms as to maintenance of records,
filings with registrar and so on.



After reading this lesson you will be able to understand the regulatory aspects and the
broader procedural aspects invelved 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

Sechon 2(46) defines a share “as a sharc in the share capital of a company and
includes stock except where a distinction between stock and share is expressed or
implied”. This definitton does not bring out the meaning of a share in its true
perspective, A share significs the following:

(i) The interest of a shareholder in the company; the right to receive dividend, attend
meetings, vate at the 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 (8. C))];

(1) The hiability of the shareholder in the company to pay calls on shares until fully
paid up;

(1) The right of the shareholder to transfer the shares subject 1o the articles of
associatien (For this purposc Section 82 classifies shares as movable property
transferable in the manner provided in the articles);

{(1v) Binding covenants on the part of the company as well as the shareholder, as given
in the Articles of the company

Thus, a sharc of a company 1n the hands of a shareholder signifies a bundle of rights
and obligations [Viswanath v. East [ndia Distilleries (1957) 27 Comp. Cas. 175). But a
share is not a negotiable instrumeni [C.1.T. v. Associated Indusirial Dev. Co. (1969) 2
Comp. LI 19}

Section 83 requires hat cach share in a2 company having a share capital must be
distinguished by its approptiate number.

The Cornpanics {Amendment) Act, 1999 amended Section 82 Lo Lthe cffect that for the
word ‘sharcs’, the words ‘shares and debenturcs’ shall be substituted.

5.2.1 Share vs. Share Certificate

A common man uses ‘sharc” and ‘share certificate’ to mean the same, It is, therefore,
important to note the exact differences between the two. Section 82, in this regard
deseribes a share 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
certificale’ 10 mean a certificatc, under the common seal of the company. specifying
any shares held by any member. Section 84 further supgests that a share certificate
shall he prima facie cvidence of title of the member to such shares, Thus, whereas
‘share’ represents property, ‘share certificate’ is an cvidence of the title of the member
to such property.

Each share bears a distinctive number and jt s not the same as share certificate
number, the two ave different. lo Fact, a share cenificatc may be an evidence of many
shares, say 50,100 or cven | lakh. Thus. whereas there will be only one number as the
share certificatc number for onc certificate, there will be as many distinctive numbers
in respeet of shares as arc cvidenced by the sharc certificate.

Thus, the sharc certificate being prima facie evidence of title, 1t gives the shareholder
the facility ol dealing more casily with his sharcs in the market. It enables him to sell
his shares by showing at ence markciable title.
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Also, a sharc certificate serves as an cstoppel as to payment apainst a hona fide
purchaser of the shares from alleging that the amount stated as being paid on shares
has not been paid. However, a person who knows that statcments in a certificate are
not true cannot claim an estoppe! against the company.

5.2.2 Share vs. Stock

The share capital of a compuny is divided into a number of indivisible units of
speeified amount. Each of such unit s called a “share’. Thus, if the share capital of the
compiany is ¥5,00,000 divided into 30.000 units of T10 each, unit of ¥10 shall be
called a sharc of the company.

The term *stock” may be delined as the aggregate of fully paid-vp shares of 2 member
merged into one fund of equal value. It is a set of shares put together in a bundlc. The
‘stock” ix expressed o termy of money and not as so many shares. Stock can be
divided mto {ractions of any amount and such {ractions may be transferred like share.
Such fractions, unlike the shares, bear no distinctive numbers.

Table 5.1: Main Points of Differcace

Share Stack
l. A share has a nominal value. A stack has no nominal value,
2. A share has a distinctive nyinber which A stock bears na such number.

distinguish it from other sharcs,

3. | Sharc can be issued orrginaliy to the pubhic. | A company cannol make an original issuc of
siock. Slock can be issucd by existing company
by converting its fully paid-up shares.

4. | A share may vither be fully paid-up or partly | A stock can niever be paniy paid-up it is always
paid-up. fully paid-up.

5. | Ashare cannot be transterred in fractions. 1 | A siock may be transferred in any fractions.
is fransferred as a whole

6. | All the shares are ot equal denomination. Stock may be of different denomunations.

Shares can be issued by any company public | Stock can be issucd only by a public company
or private, timited by shares

A company cannot make an onginal issue of the stock. A company limited by shares
may, if authorsed by its Arlicles by a rcsolution passed in the gencral meeting,
convert all or any of its (ully paid-up shares into stock [Section 94 (1) {c)].

On converston into stock, the register of memnbers nmust show the amount of stock held
by each member instead of the number of shares. The conversion does not affect the
rights of the members in any way.

£.2.3 Tvpes of Shares

As mentioned above, a share carries certain nghts and is subject to some obligations.
A company may issue all sharcs with same rights and obligations. However, it may
issue different types of sharcs with different rights and liabilities attached to them so
as to satisfy the needs of ditfevent types of investors.

In such a case. the rights altached to the diffcrent classes of sharcs are called class
rights. The class nights normally refate to voting, dividends, return of capita) or share
in the surplus assets of the company (the last two rights being available at the time of
winding up) and are invariably sct out in the articles of the company,

The most common types of sharcs are: (1) Preference; (2) Equity or Ordinary; und (3)
Deferred or Founders’. A public company and a private company which is a
subsidiary of a public company may not issuc shares other than equity, preference and
cumulative convertible preference shares (CCPS).



The Compamiecs (Amendment) Act, 2000, substituied a new section for Section 86 [t
provides that the share capital of a company limited by shares shall be of two kinds
only, namely: {a) ¢quity share capital (1) with voting rights, or (i} with differential
nights ax lo dividend, voting or otherwise in accordance with such rules and subject 1o
such condilions as may be prescribed: (b} preference share capital.

5.3 PREFERENCE SHARE: MEANING AND TYPES

A preference share is one which carries the following two rights over holders of equity
shares (1) a prefercntial right in respect of dividends at a fixed amount or at a fixed
rale and ¢ii) a prefercnual right 1n regard to repayment of capital on winding up,

The preference or preority of the prefcrence shareholders is in relation o the rights of
cquity sharcholders [Section 85].

5.3.1 Participating and Nen-participating

If a preference share carrics cither one or both of the foltowing rights then it is known
as participaling share: (1) to partficipate further in the profits either along with, or after
payment of a certain rate of dividends on equity shares, (i) 0 participale in the
surplus assels at the time of winding up [Section 85]. Thus. if a preference share docs
not carry cither of these rights, then it will be known as nost-participating ~hace. 1t
should be remembered thal preference shares are alwavs presumed (o be non-
panicipaung unless expressly desceribed as participating.

5.3.2 Cumulative and Nop-cumulative

If a preference share carries the right for payment of amrears i dividend from future
profits. then such # share 1s known as cumulative preference share. Thus, dividends
not patd i any year or ycars accumujate and are paid oul whenever profits are
available. It « preference share does not carry the right to dividend in arrears, then
such o preference shaie 1s known as non-cumulative or simple. Thus, if ne profits are
avaitzble in a vear. the holders pet nothing nor can they claim unpaid dividend in
subsequent years. [t should be remembered that preference shares are always
presumed to be cumulative unless expressly described as non-cumulative,

5.3.3 Redecmable Preference Shares

A preference share which can be redecimed upon the pesolution of the Board of
Directors, if the arucles so provide. 1s known as redeemable preference share {Section
80). A company cun 1ssue redeemable preference shares if it complies with the
following requirements:

(1) such shares are  be issued as redeemablc preference shares: shares ssued carlier
cannot be convened 1nto redeermable preference shares:

{i1) there must be avthority in the arucles to issue redeemable preference shares:
(11 he shares can be redecied only when they are fully paid up;

(1v) the shares may only be redeemced: (a) out of profits ol the caompuny which would
otherwise be available for dividend, or (b) out of the procecds of 4 ncw 1ssue of
shares — not necessarily of redecmable prefcrence shares made for the purpose of
redemption;

(v} if there is a premivm payable on redemption, it must have been provided out of
prafits ar out of the sharc premwm account before the shares are rodeemed;
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{v1) where the shares arc redcemed out of profits, a sum equal to the nominal amount
of the shares redeemed is to be transforred out of profits to the “*Capital
Redemption Reserve Account™

The redeemable preference sharcs can be redeemed by the company cither at a fixed
date, or after a certan period of time, or at the option of the company. But redemption
of such shares shall not be taken us reducing the nominal capital of the company.

The Companies (Amendment} Act, 1999 amended Section 80 to the effect that for the
words “share premium account”, the words “security premium account” shall be
subsututed.

5.3.4 Irredeemable Preference Shares

No company limited by shates can wsuc any preference shares which arg jrredcemable
or are redcemaile after the expiry of ten years from the date of issue.

Also. once the company has redecimed Lhe sharcs, or it is about to redeein them, it may
issue ncw shares upto the same nominal amount and it will be presumed that the
preference shares were never redecmed. In such a situation the company's capital is
not deemed to be increased and, thercfore, no stamp duty is to be paid. This priviiege
is available only if the redemption takes place within one month afier the making of
the fresh issue [Section 80 (43).

Non-compliance with the provisions of Scction 80 will render the company and cvery
officer of the company who is in default liable to a fine upto T10,0600.

5.3.5 Voting Rights of Preference Shareholders

The preference sharcholders will vote only on matters directly relating to preference
shares. Section 87 {2) mcntions the [ollowing matters which reiate to preference
shares and preference shareholders can vote on them: (1) any resolution for windng up
of thc company; {ii) any resolution for the reduction or repayment of share capital;
(i) any resolution at apy meeting, il dividend on cumulative preference shares
remains unpaid for at Jeast two years. Holders of non-cumulative prefercnce shares
shall have a nght to vote on all resolutions, it their dividends are in arrcar for the two
financia) years during a period of six years ending with the financial year preceding
the meeting {Section 87(2)).

5.4 EQUITY SHARE

‘Equity share’ mecans a share which is not preference share (Section 85). The rate of
dividend s not fixed, The Board of Directors recommended the rate of dividend which
is then declarcd by the members at the Annual Geperal Mecting, Before
recommending dwvidend on equity shares, the Board of Dircctors have to comply with
the provisions of law as regards depreciation, transfer of 2 minimum amount 1o
reserves, etc,

The holders of equity shares have voting rights in proportion to thc paid-up equity
capilal of the company [Scction 87(1)).

Section 86, provides that the new issues of share capitai of company limilcd by sharcs
shall be of two kinds only, namely: (a} equity sharc capital- (i) widh voting rights, or
(1i) with differential rights as to dividend, voting or otherwise in accordance with such
rules and subject Lo such conditions, as may be preseribed; (b) preference share capial
prior to the amendment to the Companies Act in 2000, pubhc companies were not
aliowed to issue equity shares with differential rights.

Thus, companies are now allowed to issue pon-voling equity sharcs. However, these
shares can be 1ssucd subject to the ruies and conditions preseribed by the Department
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of Companies Affairs, The Dcpartment of Companies Affairs has notified ‘The
Companies {Issuc of Sharc Capital with Differential Voting Rights} Rules 2001°
which. inter alia, provide for the following:

1.

6.

Share with differential voting rights. including non-voting shares, cannot exceed
25 percent of the total issued share capital.

The company 1ssuing such sharex must have distributable profits in the three vears
preceding such issues.

Companies will not be allowed to convert is equity capital with regulat voting
rights into shares with differential voting rights and vice versa.

Issue of such shares must be approved by the sharcholders by way of resalution in
a peneral meeting:

The notice of the gencral meeting to sharchalders shall cany an cxplanatory
statement detailing, inter alia, the following: (a) voting nights which shares with
differential rights will carry; (b) scale or proportion to which the voting rights of
such shares will vary; (¢} that the members holding equity shares with differential
rights will be entitled to banus and rights shares of the same class.

Listed companies must obtain the shareholders’ approval through postal ballot

Companics which have defaulted in filing annual returns during the preceding
threc years or have failed 10 repay their deposits or interest thereon on duc date or
redeem debenlures on duc dale or pay dividend after beconung due, will not be
cligible 10 ssuc shares with diffcrential rights.

Again, compamcs which have defaulted in addressing investars™ gricvances will
nut be allowad to issue such shares.

Issue of such shares must be authorized by Articles ol Association ol the
company

The company should not have been convicted of any offence under SEBT Act,
1992, Securuics Contract {Regulation) Act, 1936 and FEMA, 1999,

Members holding equily sharcs with differential rights shal! be entitled to bonus
and rights issue of the same cluss.

The holders of eguity sharcs carrying voting nghis shall have voung rights in
proportion o the paid-up equity capital of the company [Section 87i )],

5.4.1 Comulative Convertible Preference Shares (CCPS)

The Government vide its puidelines dated 19" August, 1985 permitted issuc of
another <lass of shares by public limited companies, called cumulative convertible
preference shares.

The Guidelines issued by the Mimistry of Finance in this regard are as follows:

1

Applicabilin. The guidelines wil) apply to the issue of CCPS by public limsted

companes which propose to raise financc.

Objects of the issue, The ohjects of the issue of the above instruments should be
for any ot the following purposes: {a) Setting-up of new projects: (b) Lxpansion or
diversificalion of cxisting projects; (¢} Normat) capital capenditure  for
modernisation; and (d) Working capital requirements.

Quantum of issue. The amount of CCPS cannot cxceed the cquity shares offered
1o the public for subscription, However, in case of projects assisted by nancial
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institutions, the quantum of issue would be approved by the finaucial
institutions/banks.

4. Terms of ivsue. (i) CCPS would be deemed to be equity issue for the purpose of
calculation ol debt equity ratio as may be applicable; (i) The entuc 1ssue of CCP
would be convertible mnto equity shares between the end ol 3 years and 5 years as
may be decided by the company and approved by the Controller of Capital Issue
CCI (New. SEBI); (ifi) The conversion of the CCP shares into equity wouid be
deemed as bemg one resulting from the process of redemption of the prefcrence
shares out of thc proceeds of a fresh issue of shares made for the purposes of
redemption; (1v) The rate of preference dividend payable on CCP would be 10%;
(v) The guidelines in respect of preference shares regarding ratio of 1:3 as
between preference shares and equity shares would not be applicable to this new
instrument; (vi) On conversion of the preference shares into cquity shares, the
right to receive arrears of the dividend, if any, on the preference shares up 1o the
datc of conversion shall devolve on the holder of the equity shares on such
conversion. The hotder of the equity shares shall be entitled to receive the arrcars
of dividend as and when thc company makes profu and is able 10 declare such
dividend; {vii) The aforcsaid CCP share would have voting rights as applicable 10
preference share under the Companies Aci; (vii) The conversion of aforesaid
prefercnce shares into equily shares would be compulsory at the end of 5 years
and the aforcsaid prefcrence sharcs would not be redeemable at any stage.

5. Denomination. The facc value of CCP share will ordinanty be T100 each.
6. Listing. CCP shares shall he listcd on one or more stock cxchange in the country.

7. Articles of assuciation of the compuny and resolution of the general bodp: The
articles of associatlion of the company proposing to issuc CCP's should contain a
provision for issuc of such shares. Further, the company must submit with the
application 1o the SEBL/a certified copy ol a special resolution in this regard under
Section 81({1A) of the Companies Act, duly passed in the general meeting of the
company. This resolution must approve the 1ssue of CCP shares and provide for
compulsory conversion of the preference shares between the 3™ to 5 year as the
case may be.

5.4.2 Deferred or Founder's Shares

A pure privale company can issue shares of a lype other than those discussed above
{Section 901). Thus, it may issuc what are known as delerred shares. As deferred sharcs
arc normally held by promoters and divectors of the company, they are vsually called
founder’s shares, They are usually of a smaller denomination, say one rupee cach.
However, they are generally given equal voung nghts with cquity share which may be
of highcr denomination, say 10 cach. As regards to payment of dividend to holders of
such shares, the articles usually provide that these shares will carry a dividend fixed in
relation to the profits available alter dividends have been declared on the preference
and equity shares. Thas, the promoters, founders and directors have a very direct
witercst in the success of such a company; the greater the profits of the company the
higher their dividends,

It is to be remembered, however, that as and when the private company converts itsell
into a public company, it will have to alter its capital structure and retain only cquity
share capital and prefcrence share capital (including CCP's). if any.

5.4.3 Non-voting Shares

‘Non-voting shares’ as the teem sugpests arc shares which cary ne voting rights.
Thesc are contemplated as altogether a different class of shares which may camry



additional dividends in licu of the voting rights. The Compames (Amendment) Act,
2000 provided for jssue of such type of cquity shares under Scction 86. .

5.4.4 Sweat Equity Shares

The Companzes (Amendment) Act, 1999, allowed issue of sweat equity shares subject
to fulfillment of certain conditions. A new Section 79A was inserted for this purpose.
The provisions are:

Notwithstanding anything contained in Section 79, a company may issue sweal equity
shares of a class of shares already issued if the {ollowing conditions arc satisficd:

{a) the issue ol sweal cquily sharcs is authorised by a special resolution passed by the
company in the general meeting;

{b) the resolution specifies the number of sharcs. current market price, consideration,
il any and the class or classcs of dircetors or employces to whom such cquity
sharcs arc to be issued;

{¢) not lcss than one year hax, at the date of the issu¢ elapscd since the date on which
the company was entitled to commence business;

(d) the sweat equity shares of a company whosc cquity shares are listed on a
recogniscd stock exchange are sssued in accordance with the regalations of SEBI.

In casc of @ company whaose shares are not hsicd on any recognised stock exchange,
the sweat equity shares may be issucd i accordance with the guidefines as may be
prescribed. For the purposes of this section, the expression ‘a company’ mcans
company incorporated, formed and rcgistcred under this Act and inchides its
subsidiary company incorporaled in a country outside India.

The expression “sweal cquity shares™ means equity shares issucd by the company to
employecs or directors at a discount or (or consideration other than cash for providing
know-how or making available rights in the nature of intellectual property rights or
value addiions, by whatever named called.

However, all the limitations, restrictions and provisions relating to equity shares shall
he applicable to sueh sweat equity shares.

5.4.5 Employee Stock Option Scheme/Employee Stock Purchase Plan

‘Employee stock option” means the optien given to the whole-time direetors, offiecrs
or cmployees of a company which gives such directors, officers or employees
the benefit or right 1o purchase or subscribe at a future date. the sccurities offercd
by a company at a pre-determined price. SEBT issues guidelines regarding thesc
schemes/plans.

5.4.6 Issue of Shares at Par, at Premium and at Discount
A company may 1ssuc shares at par, or at premium, or at a discount.

Issue ar par. Sharcs are deemed to have been issucd al par when subscribers are
required to pay only the amount cquivalent to the nominal or face valuc of the sharcs
13sued. For instance, if the face valuc of a share 15 T10 and the buyer is required to pay
thereon T10 only — pothing morc nothing less — then he will be said to be holder of a
sharc issued at par.

Issue at a premium. In the above example, il the buyer 1s required to pay more than
the face valuc of the share, e.g., T12.50 on a share of T10, then the share 15 said to be
issued or sold at a premium,
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‘The Companies Act, 1956 does not stipulate any conditions or restrictions regarding
the issue of shares by a company at a premium. However, it does impase conditions
regulating the utilisatton of the amount of premium collected on shares. Firstly, the
premium cannot be (realed as profit and, thereforc. cannot be distributed as dividend.
Secondly, the amount of premium geceived in cash and the equivalent of il received in
kind must be kept in a scparate bunk account known as the ‘Share Premium Account’.
Thirdly, the amount of share premium is (o be mainfaincd with the same sanctity as
the share capital. Fourthly, the share premium account camnotl be treated as free
rescrves as it 5 in the nature of capital rescrve. Fifthly, the amount credited to the
*Share Premium Account” can be used only for the purposes listed in Section 78(2).

In accordance with the provisions of Scetion 78(2), the share premium can be utilised
only for the [ollowing purposes: (i} (o pay for unissued shares of the company to be
wssued to members of the company as fully paid bonus shares; (i) to write off the
prchiminary expenses of the cornpany: (iii) to writc off the cxpenses or the commission
paid or discount aliowed on, any issue of sharcs or debentures of the company; (iv) to
provide for the payment of premium payable on the redemption of redecmable
preference shares or of any debentures of the company.

The issuc of sharcs at a premium docs not require the sanction of any governmental
agency. The company is, however, required to ensure comphance of SEBI guidelmes
in this regard.

The Companies (Amendment) Act, 1999 amended Section 78 to the effect that for the
word ‘share’ in the scction, the word *securitics” shall be substituted.

Issue at 4 Discount. 1T 1he buyer of sharcs is required (o pay less than the face valuc of
the share, e.g., T8.50 on a sharc of T, then the share is said to be issued or sold at a
discount. However, the issuc of shares at u discount 15 regulated by law and Scetion 79
provides for certain conditions subject 10 which shares can be issued at a discount.
These condilions are:

() The issue of sharcs at a discount 1s authorised by a resclution passed by the
company in general mecting and sanchioncd by the Company Law Board.

{b) Theissue must be of a class of shares already issued.

{¢) The maximum ratc of discount must not exceed 1) percent or such higher ratc as
the Central Government may permit in any special casc.

{d) Not less than anc year has, at the date of issue, elapscd since the date on which the
company was entitled to commence business.

(e} The shares to be issucd at a discounl must be issued within two momhs of the
sanction by the Central Govermunent or within such extended time as il inay allow,
and

{0} Every prospectus at the date of its issue must mention particulars of the discount
altowed on the issuc of shares, or the cxact amount ol the discourt as has not been
written off. In casc of default, the company and every officer of the company who
is in default shall be punishable with {ine which may extend to fifty rupees.

5.4.7 Bonus Shares

A company may, if the articles so provide, capitalise profits by issuing fully paid-up
shares to the members thereby transferring the sums capitalised from the profut and
loss account or Reserve Accaunt to the Share Capital [Section 205 (3)]. Such shares
are known 4s bonus sharcs und are issued to the existing members of the company frce
of charge.



The 1ssue of bonus shares is regulated nof only by the Companies Acl, 1956 but also
by the mindehines 1ssued by SEBI in this regard.

5.4.8 Rights Sharcs

The exssting members of the company have a right to be offered shares. when he
company wants to increasc ils subscribed capital. Such shures arc known as “right
shares”™ but they are not issued free of charge.

Section 81 provides that wheve at any lime after the expiration of two years from the
date of incorparation of the company or after one yeur from the date of the first
allotment of sharcs, whichever is earlier, a public company limited by shares, issues
further shares within the limits of the authorised capital, its dircctors must first ofTer
thesc shares to the exisung holders of equity shares in proportion, 4s nearly 2s
crrcumstances admst, ta the capita]l paid up on their shares at the time of the Ffurther
i3sue.

Tbe company must give notice to each of the equity shareholders, giving him the
option to buy the sharcs offered to him by the company. The sharcholders must be
informed of the number of shares he has the option 10 buy. He must be given at least
fiftcen days to deaide whether he would exercise his option or not. If the sharchoider
dees not infonn the company of s decision, he shall be decmed to have declined the
affel

Untess the articies of the company otherwise provide, the directors must state in the
notice of offer the fact that the shareholder has also the right 1o renounce the offer, in
whole or part. in favour of some other person who need nol be miember of the
company. i the sharcholder dectines or is deemed o have declined or il the person in
whuse favour the renunciation s made declines to buy Lhe shares, the company's
directors may disposc of those shares in such manner as they may think [it.

Lxceptions: Howoever, the company may, by special resolution in gencral meeting,
decide that the diccctors need not offer the shares in the further 1ssue to the cxasting
equily sharebolders and thut they may dispose them oft tn 2oy manner whatsocver.
But where, it has been pussible to muster ordinary majority only, the dircclors may not
offer the shares (o the existing ¢quity shareholders, if permission is obtatned from the
Central Government. Further, Section 81 does notf apply to a private company. Thus, a
privale company need nol nffer its further issue first to existing shareholders.
Directors are free w offer themn in the manner tbey deem fit. Furthicr, Section 81 15 not
applhicable in the case of issue of sharcs agamst conversion of loans or debenturcs

SEBI has issued guidelines regarding Rights Issucs.

Duty of transferor to transferee in respect of rights shares. Therc nuy be pending
translers at the time when a rights issue takes place. This raises the question whether
the transferor of an wiwegistiered transfer is under any obligation towards his transferee
to apply for the rights shares for the benefit of the transferce. The Supreme Court in R.
Mathatone v. Bombay Life Assurance Co. Lid. AIR 1953 SC 385 has observed that
after the transfer [urm has been executed, the transferor cannot be heid to undertake
any additional financial burden in respect of the shares at the instance of the transferee
where, afler the transfer of shares, but before the company had registered the transfer.
the company offcred rights shares to its members. The transferor could not be
compelled by the transferee to lake up on his behalf the rights shares offered to the
transferor and all that he could require the transferor to do was Lo renounce the rights
issu¢ in the transferec’s favour.

Allotment 1o renouncec. As per Section 81(1){c), unless the Artieles of the company
otherwise provide, the Jetfer of offer of rights shal) be deemed to include a right to
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renounce the shares offered 10 a2 member in favour of any other persan; and the notice
sent to him must contain a statement to this effect. When a shareholder renounces any
of the rights shares offcred to him, in favour of third person, it is not in the nature of
transler of such shares. The Board of Directors, therefore, cannot refuse to allot the
sharcs to the renouncec unless the Articles so provide — Re Simo Securities Trust Lid.
(1972) 42 Comp. Cas. 457.

However, the nght to renounce sharcs is nol available to members of Section 43A
company cven to lhe limited cxtent of renouncing in favour of other members. The
Articles of a company may coutain provisions cnabling inembers to transfcr shares to
each other, but that is different frorm a renunciation of shares —~ Needle Industries’ case
{supra).

In the case of shares registcred in joint namges, any of the joint holders may lodge 2
letier of renunciatiow.

5.4.9 Conversion of L.oans or Debentures into Shares

Therc is onc inore situation where the existing equity sharcholders may lose the right
to be offered the shares, discussed above. Sub-sections (4) to {7) of Section 81 provide
for such a contingency.

A company may issuc shares to its kenders or debentures-holders who have been given
the option to convert their loan or debentures into shares. However, the company can
do su anly if such conversion has been approved before the issue of debentures or
raising of the loan by a special resolution and alse by the Central Government. But no
such special resolution is necessary where the lender or the debenture-holder is either
the Governiment or any instifution specified by the Central Government in this behalf.

Moreover, the Central Government may allow a Government holder of debentures or a
Government lender of imoney to the company to ask for shares of the company in licu
of the foan or debenture amount, even though the instrument of loan or debenture does
nol contain any oplion for conversion. A copy of cvery such order issucd by the
Central Government must be laid in draft before eacht House of Parliament while it is
in session for a totat period of thirty days.

Section 94A empowers the Central Government to administratively inereasc the
authorised capilal when conversion is ordered by it and the company does not have
sharcs 1o 1ssuc and has not increased its sharc capital by ordinary resolution.

5.5 MEANING OF SHARE CAPITAL

[t means the capilal of a company, or the figurc in terms of so many rupces divided
mo sharcs of a fixed amount, or the money raised by the issuc of sharcs 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 have only two
kinds uf share capital by issue of nreference sbares and equity sharcs, viz., preference
share capital and cquity sharc capital. The expression “Preference Sharve Capital” and
“Equity Share Capital” ave used in the following different senses:

Nominal, authorised or registered capital. Thus 15 the sum stated in the memorandum
as the share capital of a company with which it is proposed to be registcred. This is the
maximum amount of capital which it is authorised o raise by issuing shares and upon
which it pays stamp duty. As we shall sec later, when the original amount of the
authorised capital 15 exhausted by issue of shares, it can be increased by passing an
ordinary resolution,
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Issued capital. 11 1s that part of the authorsed capital which the company has issued
for subscription The amount of issued capital is either cqual fo or fess than the
authorised capital

Subscribed capital. 11 is that portion of the issued capital which has been subscribed
for by the purchascrs of the company's shares. The amount of subscribed capual is
eihcer equal to or less than the issued capital.

Called-up capital, The company may not call up full amount of the face value of the
shares. Thus, the called-up capital represents the total amount called-up on the shares
subseribed. The total amaunt of called-up capital can he either equal to or less than the
subscribed capital,

Thus, uncalled capital represents the total amount not called up on shares subscribed
and the sharcholders continue (o be liable to pay the amounts as and when called,
However, the company may reserve all or part of the uncalled capital. which can then
be called in the event of the company being wound up. For this purpose, a special
resolution is required to be passed and then it is known as Reserve Capital or Rescrve
Liability (Section 993,

Paid-up capitel. Pard-up capital is the amount of moncy paid-up on the shares
subwceribed.

5.5.1 Alteration of Share Capital

Section 94 provades that, 1f the articles authorise, 1 company limited by sharc capital
may, by an ordinary resclution passed in general meeting, alter the conditions of its
memuorandum in regard to capital so as:

# o increase 11s authorised share capital by such amount as it thinks expedient by
1ssuing fresh shares:

e 1o consolfidute and divide all or any of s share capital into shares of larger amount
than its existing shares;

e (o converl all or any of its fully paid-up shares into stock and reconvert the stuck
into fully paid-up shares of any denomination;

e 1o sub-divide its sharcs, ar any of them, into shares of smaller amount than Gxed
by the memorandum, but the proportion paid and unpaid on cach share wnust
remain (he same;

e to cancel shares which, at the date of the passing of the resolution in this behalt,
have not been laken or agreed to be taken by any person.

These [ive clauses are row explained.

Increase of anthorised share capital. A company, himited by shares, [ the articics
authorisc, can increasc its authorised share capital by passing an ordhnary resoluton.

Within 30 days of passing of the resolulion. a notice of increase in the share capital
must be filed with the Registrar. On receipt of the notice, the Repisirar shall record the
increase and also make any altcrations which may hc necessary in the company’s
memorandum or articles ov both. I dcfault is madc in filing the notice, the company
and cvery officer of the company wiho 1s in default shall be punishable with finc up to
250 per day durning which the dcfault contimues (Section 97).

Consolidation and sub-division of shares. Consolidation is the process of combrunng
sharcs of smaller deronunation. For instance, 10 shares of T40 each are consolidated
into onc share of T100. Sub-division of sharcs is just the vpposite of consolidation.
t.¢.. one share of T100 is divaded mto 10 shares of T10 each. Once a resolution has
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been passed, a capy of the resolution is required (o be senl within thirty days 10 the
Registrar.

Conversion of shares into stock and vice wersa: Stock is sunply a sct of fully paid-up
shares pul together and is transferable in any denomination or fraction. On the ofher
hand, 4 share is transferable as a whole; it cannot be split into parts.

For example, a share of 0 can he transferred as a whole: it cannot be transferred in
parts. But if 10 shavres of Ti0 cach fully paid are converted into stock, of T100, then
the stockholder can transfer stock, say. worth 317 also.

Section 94 cmpowers a company to converl its fully paid-up sharcs into siock by
passing a resolution in gencral meeting, if its articles authorise such canversion A
notice i1s to be filed with the Registrar within thirty days of the passing of the
resolution specifying the shures so converted.

Ivis to be noted that stock cannof be issued in the first inslance. 11 1» neccssary 1o (irst
issue sharcs and have them fully patd-up and then convert them into stock. Also, stock
can be reconverted into fully paid-up shares by passing a resohution n peneral
meeting,

When shares are converted into stock, the shareholders are issued stock certificates. In
the Register of Members, the amount of stock is wrilten apainst the name of a
particular member in place of number of shares, The stockholder is as much a member
of the company as a sharcholder.

Diminution of share capital Sometimes, it so happens that shares are issued, bwt are
not taken up by the members of the public and, thercfore, not alloited. Section 94
provides that a company may. if its articles authorisc, by resolution in general
meeting, cancel shares which at the date of the passing of the rexolution in that behalf
have not been taken or agreed to be taken by any person and diminish the amount of
the share capital by the amount of the shares so cancelled. This constitules diminution
of capital and should be distinguished from reduction of capial which 1s discussed
hercin below.

5.5.2 Reduction of Capital

Sections 100-105 provide for the reduction of share capital. A company limited by
sharcs. if so authorised by its articles, may, by special resolution, which is to be
confirmed by the Court reduce its share capital:

(1} by reducing or extinguishing the hability of members for uncalled capitai, e.g.,
where a share of 10 on which ¥5 are paid, is treated as a share of T5 fully paid-
up. In this way the shareholder is relieved from liabitity on the uncalled capital:

(i1) by paying ot or rcturning capital which is in cxcess of the wants of the company,
e.g., where there is a share of ¥10 fully paid-up, reduce it (o I5 and pay back I5 to
the shareholder:

(1i1) pay off paid-up capita! on the undersianding that it may be called up again, c.g., a
share of T10 is fully paid-up. on which 2.50 may be rewumed to the sharcholder
on the condition that when necessary, the company may call it up again. Thus, the
di{Terence between method (i) and this method is that the uncalled Lability is not
extinguished in the latter;

(iv) & combijnation of the preceding methods;

(v) writc off or cancel capital which has becn lost or is not represented by available
assels, e.g., a share of T10 fully paid-up is represented by ¥7.50 worth of assets. In
such a situation, reality can be re-introduced into the balance sheet position of the
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company by writing off T2.50 per share. This s the most common method of
reduction of capital. The asscts side of the balance sheet may include useless
asscets, fichtious goodwill, preliminary expenses, discount on issue of shares and
debentures, etc. Tlese assels are cither cancelled or their values are reduced (o the
cxient they arc useless. Correspondingly, share capual on the lability side is
reduced.

Procedure for reduction of capital. Alier passing the special resolution for (he
reduction of capnal, the company has to apply to the Court hv way of petition (o
confirm the resalution under Section 101. The creditors are entitled to object where
the proposed reduction of share capital involves either: (1) e diminution of lability
i respect of unpaid caputal: or (2) the payment to any shareholder of any paid-up
share capital, or in any other case, if (he Tribunal so directs.

To enablc the credilors to object, the Court scttles a hist of such people. if any creditor
abjects, either his congent to the praposed reduction should be obtained o1 he should
be paid off or his payment securcd. However, the Court may dispense with the consent
of a creditor on the company securing payment of the debt or claim by appropriating
the full amount or that Nxed by the Coust.

Section 102 states that :f the Court is satisfied that either the creditors entitled to
object have consented to the reduction, or that their debis have been paid or sceured, it
may confirm the reduction.  may also direct that, the words ““and reduced” be added
to the company’s name for a specified period and that the company must publish the
reasols for the reduction and the causes which led to it

Scection 103 provides tor registration of the Coort’s order with the Repistrar. The
company has also to send the minutes giving detasls of the share capital as altered. The
reduetion of share capital takes effect only on registration of the Tribunal™s order with
the Registrar and not before. The Regstrar will issue a certificate of registration which
will be a conclusive cvidence that both the requircments of the Act have been
complied with and that the share capiial s mow as set out in the munuies, The
registered mmutes are deemed to be substituted for the corresponding capital clausc in
the memorandum, thereby altering the memorandum within the meaning of Scction
40, The copies of the memorandum which will be issued sabsequently must, therefore,
be in accordance with the articles.

Scetion 104 provides that afier the reduction of capital, the membcers cease to be liable
for calls as regards 10 the amount by which the nommal amount of thewr sharey has
been reduced. I however. any creditor entitled to object to the reduction of share
capital 15 not entered on the list of creditors, then every member at the time of the
registration of the L.L.B order and minutes is hable 10 contribute for the payment of
that debt.

Section 105 provides for punishment with imprisooment cxtending to onc year ot with
finc or both, if any officer of the eompany knowingly conccals the name of sny
creditor emitled to object to the reduction or misreprescnis the nature or amount of
claim or debt or abets such conccalment or misrepresentation.

5.5.3 Reduction of Share Capital without the Sanction af the Court

There arc some cases in which there is reduction of share capial and no confirmation

by the Court 1s necessary. These are:

(1) Forfeiture of shares. A company may, in pursuvance of its articles, forfeit shares
for non-payment of calis.
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{i) Surrender of shares. It is a shoricut to forfeiture. Tt may be accepted by the
company under cucumstances where ils forfeiture is justified It has the effect of
releasing the sharcholder whose surrender is accepted from liabikty on shares,

() Diminution of capital. This has already been explaincd. Scetron 94 clcarly states
that diminution of capital docs not amount to reduction of capital.

() Redemption of redeemable preference shares. This has alrcady been explained as
provided by Section 80.

(v) Purchase of shares of a member by the company under Section 4002. The
Company Law Board may order the purchase of sharcs of any member of the
company by the company, under certain circunmstances.

Reduction of capital vs. diminution of capital. Reduction of capital involves working
ofl past losses against capilal canceilation of the uncalicd 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 1ssued capital
(but not subscribed}. Diminution of capital does not constitute a reduction of eapital
within the meaning of the Companies Act. The distinction between reduction and
diminution of capital is as follows:

1. Diminution of vapital is the rcduction of the issned capual. Reduction of capital
involves reduction of subscribed or paid up capital: therc is no reduction of issued
capital.

2. Both require authonsation by Articles but whereas “diminution” can be effectied by
an ordinary resolution (if so authoriscd by Articles), reduction of capital cannot be
effected without passmg a special resolution.

3. ‘Reduction’ requires contirmation by Court (Section 100) but *‘dimunution’ nceds
no conlirmation by the Court {Section 94).

4. Tn case of ‘reduction’, Court may order the company to add the words ‘and
reduced’ after 1its name [Section 142 (3} but ne such order can be passed in case of
*diminution” Section 94].

5. Incase of ‘dimimation’. notice is to be given to Registrar within 3G days from the
datc of cancellation whercupon the Registrar shail record the notice and make the
necessary altcration i the Memorandum of Association and Ariicles of
Association. In case of ‘reductton’ more detailed procedurc has been prescribed
though there is no time lirnit as in case of “dimunution’.

5.5.4 Purchase af its own Shares by a Company (Section 77)

No company limited by shares and no company limited by puarantee and having a
share capital, shall have power to buy its own shares, unicss the consequent reduction
of sharc capital is cffectcd and sanctioned by the court 1 pursuance of Section 100 to
104 ar of Section 402. Further, no public company and no private company which 15 a
subsidiary of a public company can directly or indircetly {through loans or guarantce)
provide financial assistance to any person to buy shares 1 the company or 1 its
holding company.

Tf dcfault is made in compliance of Section 77, then the company and every officer of
the company in default shatl he punishable with a fine upto T lakh.

There are, however, certain exceptions to Section 77. They are: (1) A company may
redecm its redecmable prefercnce shares issued under Section 80; or {(2) A banking
company may lend money for the purposc in the ordinary coursc of its business; or (3)
A company in pursuaice of scheme for the purchase of fully paid-up shares m the
company to be held by trustees for the bencfit of ils employees including salaried
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directors, may advance loan for the purchase; or (4) A company may advance loans to
its bona fide employees (excluding directors or managers) to enable them to purchase
fully paid shaces for amount not excecding six months' salury or wages of each
cmployee; or (31 An unhimited company can purchase its own shares; or (6) A private
company which i1s not a subsidiary of a public company may advance loan or otTer
ruaranice for purchase af its shares. Howcver, ¢ven such a company cannot purchase
uUs own sharcs.

The Companies (Amendment) Act. 1999 inscried three new Sections - 77A, 77AA
and 778, The companies have heen allowed ta buy-back their shares suhject to certain
safeguards. SEBI (Buy Back of Sccurines} Regulations, 1998 have also heen issucd,
These are:

I, Section 77A provides that a company may purchase its own shares or other
specificd secnritics {also known as “buy-back™) out of (i) i1s free reservces; or
(i1) the securities premium account; or (1ii) the proceeds ol any shares or ather
specified securities, However, no buy-back of any kind ol sharcs or other
specilicd securities shall be made out of the proceeds of an carlier issuc of the
same kind of siares or same kind of other specified securities,

B2

This buy-back s ullowed only if the following conditions are sausficd; (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; (¢) the buy-back docs
not exceed 25% of the (otal paid-up capital and frec reserves of the company, also,
the buy-back ol equity shares in any financial year shall not exceed 25% of lhe
total paid-up equity capatal i the Ginancial year: (d} the catio of the dcbt owed by
the company musl not be inore than fwice the capital and its frec rescrves afler
such buy-back. However, the Central Government may prescribe a higher ratio of
the debt for a class or classes of companies. The term “debt’ here includes all
amounts of unsecured and sccured debts; (¢) all the shares or other specificd
sceuritics, for buyback must be fully paid-up; (f) the buy-back of the shares or
other specifivd securities listed on any recogmsed stock exchange is in accordance
with the regulations made by SEBI; (g) the buy-back in respect of unlisted shares
or other specyfied securities 15 in accordance with the guidelines prescribed.

3. The notice of the mecting at wiich special resolution is proposed te be passed
shall be accompunied by an vxplanatory statcment stating (a) a full and complete
disclosurce of all mnaterial facts; (b) the necessity for the buy-back; (¢) the class ol
sccunty intended to be purchased under the buy-back; (d) the amount 10 be
invested under the buy-back; (e the ime-limit for completion of buy-back. In any
case every buy-back shall be compieted within 12 months from the date of passing
the special resolution.

4. The buy-back may be {a) from the existing securily-holdars on a proporiionale
basis; or (b) from the open-market; or (¢} from odd lots, {i.c., wherc the lot of
securities of a pubhic company. whose shares are listed on a recognised stock
exchanpe, is smaller than such marketable lot, as may be specified by the stock
exchange: or td) by purchusing the sceuritics 1ssued 1o employees of the company
pursuant to a scheme of stock option or sweat equuy.

Where a cumpany has passed a special resolution to buy-back ils owp shares or
other securitivs, it shall, before making such buy-back file with the Registrar of
Companies and ihe SEBI a declaration of solvency in the prescribed form, This
declaration is 1o be verified by an affidavil to the effect that the Board of Dircctors
of the company has made a full inquiry into the affairs of the company as a result
of which they have formed an opimon that it is capable of meeting its liabilitics
and will not be rendered insolvent within a period of one ycar of the date of

[
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declaration adopted by the Board and signed by at least twao dircctors 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 filed with SEBI.

Where a company buys back its own securitics, i shall cxtinguish and physicalty
destroy the securities 8o bought baclk within seven days of the last day of
completion of buy-back.

Where a company completes a buy-back of its shares or other specified securities,
it shail not make further issue of the same kind of sharcs [including allotment of
further sharcs under Section 81 (13] or other specified sccurities within a period of
24 months cxcept by way of bonus issue or in the discharge of subsisting
obligations such as conversion of warrants, stock option schemes, swedt equity or
conversion of preference shares o1 debentures into equity shares.

Where a company buys-back the securities, il shall mantain a register of the
securities so boughl, the consideration paid for the sccurities bought baclk, the date
of cancellation of sccurities. the date of extinguishing and physical destroying of
securitics and such other particulars as may be prescribed.

A company shall. afier the completion of the buy-back. file with the Registrar and
SEBI, a return containing such pariiculars refating o the bay-back within 30 days
of such completion as may be prescribed. However, no such rcturn need be filed
with SEBI, in the case of a company whaose shares are not listed on any recognised
stock exchangc.

[f a company makes a defaull in complying with the above provisions, the
company or any ofticer of the company who is i default shall be punishable with
imprisonment for a term which may extend upto 2 years, or with finc which may
extend upto T30,000 or with both.

For the purposes of this Section — (1) ‘specified sccurities’ includes employees’
stock option or other securitics as may be notfied by the Central Governinent
from time to time, (i1) “free seserves” shall have the mcaning assigned to il in
Section 372A.

Transfer of certain sums to capital redemption reserve accouni (Scction 77AA)
Where a company purchascs ils own shares oul of free reserves, then a sum equal
10 the nominal value of thc shares »o purchased shall be transferred to the capital
redemption rescrve account and details of such transfer shall be disclosed in the
balance sheet.

Prohibition for buy-back in certain circumstances (Section 771). This section
provides that no company shall dircctly or indirectly purchase its own sharcs or
other specified securitics (a} through any subsidiary company including its own
subsidiary companies, or {b} through any mvestmenl company or group of
mvestment companies, or (¢) if a default, by the company, in repayment of deposi
or interest payable thereon, redemption of debentures, or preference shares or
payment of dividend to any sharcholder or repayment ol any term loan or interest
payable thereon 1o any financial ipstitution or bank, Is subsisting.

Further no company shall directly or indircctly purchase its own shares or other
specified securities m casc it has not complied with provisions of Sections. 139,

207 and 211.



5.5.5 Raising of Capital/Issue of Shares

Companies limited by sharcs have to issuc shares to raisc the necessary capital for
their operaftons  Issue of shares may be made in three ways. (i) By private placement
of shares; (i) By allothng entire sharcs 10 an issue-house, which in turn, offcrs the
shares fur sale to the public: and (isi) By inviting the public to subscribe for shares in
the company through a prospectus.

Private placement of shares. A private company limited by shares i1s prohubited by the
Act and 1he Articles [rom mviting the public for subscription of shares or debentures.
[t also need not file statement in lieu of prospectus. Tts shares are 1ssued privately (o a
small number of persons known to the promotcers or related to them by family
conneclions.

A public company can also raise its capital by placing the shares privately and without
raviting Lhe public for subscription of its shares or debentures. In this kind of
arrangement, an underwriter or broker finds persons, normally his clients who wish Lo
buy the shares. He acts merely as an agent and his function is simply 1o procure buyer
for the shares, 1.e , tn place them. Since no public offer is made for shares, there 15 no
need fo issue any prospectus. However, under Section 70, such a company 18 required
tv ftlc with the Registrar a statement 1n lieu of prospectus atleast 3 days before making
atlotment of anv shares or debentures.

As per the guidehnes issved by SEBL in June, 1992, private placement of <hares
should nor be made by subscraption of shares from unrelated investors through any
kind of market intermedianies. This mcans promoters share should not be contributed
by subscription of those shures by unrelated investors through brokers, imerchant
bankers. ete. However, subscniption of such sharcs by friends, relatves and associates
is allowed.

By an affer for sale, Undor this amangement. the company allots or agrees to allot
sharcs or debentures atl a price 1o a financial institution or an Issue-house for sale to
the public. The lssuc-house publishes a document called an offer for sale, with an
application {form attached, otfering 1o the public shares or debentures for sale at a price
higher than what is paid by »t o1 at par. This decument is deemed to be a prospectus
[Section 64(1)]. On recewpe of applications from the public, the Issue-house renounces
the allotment of the number of shares mentioned in the application in tavour of the
applicant purchaser who becomes a direct allottee of the shares.

By inviting public through prospectus. This is the most common method by which a
company sceks (o raise capital from the public. The company invites offers from
members of the public 1o subscribe {or the shares or debentures through piospectus.
An investor is expected to study 1he prospectus and il convinced about the prospects
of the company, apply [or sharcs.

5.6 TRANSFER AND TRANSMISSION OF SHARES

Transfer of shares refers tn the transfer of title to shares, voluntarily, by one pany (0
another Transmussion of shares means the transfer of title to shares by the opcration
af law,

Transferability js an impuorlant fealure of a share in a eompany repistered under the
Companies Act, from which ¢manates another feature of a company — perpulual
SUCCCSSINL

In this scction we shall discuss the meaning of (ransmission of shares and procedure 1o
exccute fransmission.

13y
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5.6.1 Procedure of Transfer

Scetion 108 requires the transfer to be in a proper instrument of iransfer known as
Share Transfer Form which is required to be presented to the Registrar before it is
signed and [illed up by the transferor. The Registrar will stamp or otherwise endorse
thercon the date on which it 1s so presented to him. However, the transfer form is not
necessary in case of transfer of sccurities cffected through the depository as per the
Depositorics Act, 1996,

A company shall not register a transfer of shares, unless a proper Insbument of
wransfer duly stamped and oxecuted by the transferor and by the transferee, has been
dclivered (o the company along with the share certificate.

A readimg of Section 108 of the Companics Act, 1956 and Section 12 of the [rdian
Stamp Act. 1899, clearly shows that the instrument of transfor of shares should bear
the requisite stamps and the adhesive stamps should be cancelled at the hime of
affixation of such stamps and execution of the document,

If these requiveinents are not complied with, then the instrument. although bearing an
adhgsive stamp hut not cancelled, cannot be said to be an instruracnt “duly stamped’.
Accordingly, trans{er shall not be valid.

Section 108 (LA)(b) requires that the stamps should be affixed before delivery to the
documents.

Laodging the fransfer. Fvery instrument of transfer completed in all respects, be
delivered (o the company:

{13 1 the case of shares deult in or quoted on a recogmiscd stock exchange, at any
time before the date on which the Register of members is closed, for the first time
alter the date endorsed by the Registrar or within 12 months from the date of such
endorsemeant, whichever is later;

(1i) In any other casc, within two months from the date of such cadorsernent,

Section 110 provides that the application for the registration of transfer may be made
cither by the transleror or the transferee. Where it is made by the transferor and relates
lo partly paid-up shares. the company musl give notice of application by prepaid
regisiered post io the transferec. If the transferee does not object to the transfer within
two weeks from the reecipt of the potice, then his name may be entered on the
Register of members. With regards to an application by the transferee or by the
transteror velating (o fully paid-up shares, no such notice is requjred.

Transfer of shares held in joint names. Tn case of shares held o joinl names, the
transfer form must be signed by all of them, unless a specific authorisation 1s made in
favour of any or some of them.

Sale of shares by tax recovery nfficer. Where the Tax Recovery Officer 1s required to
transfer shares to a person who has purchased them, the Tax Recovery Officer may
exceute such decuments or make such endorscinent as required.

Transfer when complete. Transfer becomes complete and the transferce hecames a
shareholder only when the transfer is registered in the company’s register
{Mathrubhumi Printing & Publishing Co. Lid. v. Vardhaman Publishers Ltd. (1992)
73 Comp. Cas. 80 (Ker.}}.

5.6.2 Transfer of Shares under Depesitory System

The Deposilories Act, 1996 has paved the way for an alternate mode of effecting
transfer of shares. Investors will, however. have the choice of continuing with the
cxisting share certificates and adopt the existing mode of efTecting their transfer.



Upon entry into the depository system, share certificates belonging to the mvestors
wil! be ‘dematerialised’ and their names entered i the books of participants as
beneficial owners. The investors® names in the register of companics concerned will
be replaced by the name of depository as the regisicred owner of the securties. The
investors will, however, continue to enjoy the economic benefits from the shares us
well as voting rights on the shares concerned

Shares in the deposiory mode shall cease (o have distinctive numbers. Issuers of pew
securities will give investors the option either to receive physical securities or to join
the depository mode. While investors holding sharc certificates may vpl to became
beneficial owners in a depository sysiem, those investors opting to exit from a
deposttory will be allowed 1o do so and claim share certificates trom the company by
substiluting their names as the registered owner in place of the depository.,

Owncrship changes in the depository system will be made automatically on the basis
of delivery vs, payment. There wall be a regular, mandatory flow of information about
the detaily of ownership in depository’s record to the company concerned. [ the fatter
has any rescrvations aboul the admssibility of share acqusition by anv person, the
company will be entilled to make an application to the Company Law Board for
receification of the ownership records with depository, During the pondency of
company’s apphcation with the Company Law Board. the transferee would be eniitled
to all the rights and benefits of the shares except voting rights which will be subject 10
the orders of the Company Law Beard.

tusertion of new section, viz., Section 111, Subject to the provisions of thes seclion,
viz., Section VI A, the shares or debentures and any intercsi therein of 2 company,
other than a private company shall be [reelv transferable.

The Company Law Bourd niy, on an application made by a depository, the company,
participant or ivestor or the Securities and Exchange Board of India within two
months ffom the date of transfer of any shares or debentures held by a deposttory or
from the datc on which the instrumeni of transfer or the mtimation of ransnusston
wis delivered Lo the company, as the case may be, after such inquiry, as it thinks fit,
direct the company or depository to rectefy register or reeord if the transfer of the
sharcs or debentures is in contravention of any of the provisions of the Secuniies and
Exchanpe Board of India Act, 1992 or regulations made thercunder However, the
Tribunal may, at its descretion, make an inlenim order as to suspend the voting vights
before making or completing such enquiry.

The provisions of thrs section shall not restrict the right of a holder of shares or
dehentures, to fransfer such shares or debentures and any person acqusring such shares
or dcbentures shall be entitied to voting rights unjess the voting nights have been
suspended by an order of the Tribunal.

Notwithstanding anything contained in this section, any further wansler, during the
pendency of the application with the CLB, of shares or dcbentures shali cnbitle the
trapnsferce 10 voting rights unless the voung rights in respect of such transferee have
alsu been suspended.

3.6.3 Transmission of Shares

Transmisston of shares takes place (i) when the regisicred sharcholder dies or
{i1) when he is adjudicated an insolvent; or (i) if the shaveholder 1s a company, it gocs
into liquidation,

On the death of a shareholder, lis shares vest in his Jegal representative. The legal
representative can sell the shares without being registercd, it he docs nol wish to be
registered as o member of the company,
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But subject to the provisions of the Articles, he is entitled to be put on the Register of
Members, if hc so desires. For this purpose, the company is bound to accept
production of Probate or Letter of Administranion or Succession Certificate as
sufficient evidence of his title.

In case the legal representative elects to become a member, he must send a written and
signed nolice, called Letter of Request, to the company notifying his decision. 1f he
clects to transfer, he shall notify the election after cxecuting a transfer of the shares.
All rules relating to the right of transfer and registration of transfer will apply to such
notiee and transfer.

On the insolvency of a shareholder, his shares vest in the Offictal Assignee or Official
Receiver, who can scil and transfer the shares or to get himself registered as 2
member.

Where a shareholding company goes into liquidation, the liquidator may scll and
transfer the shares.

5.6.4 Distinction between Transfer and Transmission
The following arc points of distinction between transfer and transimission of shares.

(1) Transfer takes place by a voluntary and deliberate act of the transferor, while
Iransmission is the result of operation of law.

{i1) [n casc of transfer, the transferor and the (ransferee have 1o cxecute an instrument
of transfer, whilc the shares arc (ransmutted on the death, insolveney of a member
and instrument of transfer is not required; only a proof of his title to the shares i3
required,

{(111) Transfer is the normal method of wansferring property in the shares, whereas
lransmission of shares 1akes place only on death, insoivency of a shareholder.

5.6.5 Certification of Transfer (Splitting of Shares) (Section 112)

Where a shareholder desires to sell only some of the shares represented by a share
cermficate or to sell them to different buyers, then a probiem may arise in that, the
transferor is required Lo hand over Lhe share certificate to the buyer to be lodged along
with the share iransfer form with the company and this may not he possible tn such a
situation. Therefore, to overcome this problem. a prachice has come into being
whereby the transferor lodges the certilicate and transfer form with the company with
a request to certify the transfer. The company obliges by endorsing a statement to the
cflect that a sharc ceruficale covering those transfers has been lodged with the
company. The certification ¢s normally done on the transfer form itself.

When the transfer is Jodged with the company and passed, the company cancels the
old certificate and sends a ‘certification of transfer’. for the shares transferred, to the
transferes and a balance certificate/ticket, for those relaincd, to the transferor. The
‘certification of transfer” and the ‘balance ticket’ are exchanged far share certificates
as and when they are rcady. In case of shares being sold (o two or morc transfcrees,
the certification of trans{ers is exchanged for the new certificates.

Scction 112 provides that certification 1s merely a representation by the company 10
any person acling on the faith of it that there have been produced to the company such
documents, as on the face of them, show a prima facic utic in the transfer, but in no
way, It 15 a represcntation that the transferor has any titie to the shares.

However, wherc any person acts on the faith of an erroneous certification madc by a
company negligently, (he company shall be under the same liability to him as if the
certification has been made frauduelently.



The “Certitication of transfer’ to be valid should satisfy the following requirements:
(i) the instrument of transfer should be certificated with the words *Certilicate lodged’
or words to the like effect; (1) the person issuing the certification tnstrument must be a
person authorised to i1ssue such instruments of transfer on the company's behalf: (iii)
the certification must be sipned by any officer or servant of the company or any other
person, authorised to certificate transfers on company’s behalll Where a body
corporate has been so authorised. it may be signed by uny officer or servant of that
body corparate.

However, it may be noted that therc is no statutory obligation cast un the company lo
certify transfers,

5.6.6 Right of Transferees Pending Registration of Transfer
{Section 206A)

For translerring the ownership rights in shares, it is necessary that the company must
rogister the transfer and make new entries in the register of members But, as we
know, (he transfer o[ shares is nat registered immnediately on delivering the instrument
of transfer to the compauy.

In fact, the company s given two months’ (ime to cither repistey the transfer or refuse
it. But, what shall be the position of the respective parlics during this period? The
question assumes tnportance because the company during this period mav 15sue bonus
shares or make oller of rights.

Tl the company has registered the transfer, the name of the transferor continues (v
appear in the regisicr of members. Techmically, therefore, the wansferor continues (o
be a lawful owner and the member of the company but the iransferce is the bencficial
owner,

Fn order to protect the interest of transferces in such a sstuation Section 206 A provides
that where any instrument of trans(cr of shares has been delivered to the company for
registration and wtransfer has not been regisicred, the right to dividend, rights shares
and bonus shares shall be kept iy abeyance.

The dividend in relation to such sharcs shall be transferred o the special account
called “Unpawl Dividend Account”™ as per Section 205A unless the company s
authoriscd by the registered holder to such share in writing to pay such dividend to the
trans[cree specified in such instrument of transfer.

5.6.7 Statutory Restrictions on Transfer of Shares (Sections 108A-1081)
These sections provide as follows:

Restriction on acquisition of certain shares (Section 108.4). Section 108A prohibits
the holding of more than 25% ot the paid-up share capial of a company without the
previous approval ol the Central Government.

Restriction ou transfer of shares (Section 1088).

® [vervbody corporate or badics corporate under the same mmanagement which
bolds, where singly or in the aggregate, 10% or more of (he nominal value of the
subscribed equity share capital of any other company must, before transfcrring
ane or more of such shares, give 1o the Central Government an intimation of tts or
their proposal to transfer such share.

®  Where, on rcceipt of the intimation or otherwise, the Central Government s
sarisficd that as a resull of such transfer, a change in the composition of the Board
of Dircctors of the company 1s likely to take place and that such change would be
prejudicial to the intcrests of the company ot 10 the public interest, it may issuc
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any of the following orders; (a) No such share shall be transferred to the proposed
transferee. Or

(b} Where such share is held in 4 company engaged in any industry specified in
Schedule XV, such sharc shall be transferred to the Central Government or to such
Corporation owned or controlicd by that Government as may be specified in the
dircction.

e Ifthe Central Government docs not make any direction within sixty days (rom the
date of recept by it of the intumation given, the above provistons with regard to
the transfer of such shares shall not apply.

Resolution ont the transfer of shares of foreign companies. Sceiion 108C prohibits
anybody comporalc or hodies vorporale under the same management, which holds, or
hold in the aggregate, 10% ar more of the nominal value of the equity share capital of
a foreign company, having an established place of business in India, to transfer any
share in such forcign company to any citizen ol Indwa or anybody corporate
incorporated in India except with the previcus approval of tire Cenwal Govermument.
The Central Government shall however not refuse such permission undess a1 is of
opinion that such transfer would be prcjudicial to the public interest.

Power of central government to direct companies not te give effect to the transfer
{Section 108D).

® Where the Central Government is satisficd that as a result of the transfer of any
sharc or biock of shares of a company, a change 1n the controiling ntcrest of the
company is likely to take place and that such change would be prejudicial to the
interest of 1 company or to the public nterest, that Government may diceet the
company not to give cffec to the transfer of any such share or block of shares and
— (a) where the (ransfer of such share or block of shares has alrcady been
registered, not to permit the transferee or any nominee oy proxy of the transferec,
to exercise any voting or other rights atlaching Lo such sharc or block of sharcs,
and (b) where the transfer of such share or block of shares has not been registered,
not o permit any nominee of proxy of the wansferor to cacrcise any voung or
other rights attaching to such sharc or block of shares,

®»  Where any divection 1s given by the Central Government under (1), the share or
the block of shares referred to thervein shall stand retransferred to the person from
whom it was acquircd and therenpon the amount paid by the transferce for the
acquisition of such share or block of shares shall be refunded to hvm by the person
to whom such share or block of shares stands or stand retransferred.

e (fthe refund referrcd to in (2) is not made within the period of thirty days from the
datc of the direction referred to in (1), the Central Governmen! shall, on the
application of the person entitled to get the refund, dircct, by order, the refund of
such amount and such order may be enforced as il it were a deeree made by a civil
court.

e The person of whom any share or bleck of sharcs stands or stand retransferred
under {2) shall, on making refund under (2) or {3), be cligible 10 excretse voling or
other rights attaching to such share or block of shares.

Time within which refusal to be communicated (Section 198E). Every rcyuest made
to the Central Government for according its approval to the proposal for the
acquisition of any share referred o in Section 108A or the transfar of any sharc
referred to in Section |08C shall be presumed to have been granted unless within a
period of sixty days from the date of receipt of such request, the Central Government
comnunicates to the person by whont the request was made that the approval prayed
for cannot be pranted.



Nothing in Section 1084 to 108D to apply to governent companies, etc. (Section
108F). Nothing coniained in Section JO8A [cxcept Sub-section (2) thereof] shail
apply to the ansfer of any share 10 and nothing in Seetion 1088 or Section 108C or
Scction 108D shall apply ta the iransfer of any share by— (1) any company in which
not less than S1™ of the share capital 1s held by the Central Government: (b) any
Corporation (not being a company) established by or undes any Central Act. (¢) any
financial institution. -

Applicability of the provisions of Sections 1084 to 108F (Section [68G). The
provisions of Scctions, 1U8A (o 1 08F (both inclusive) shail apply to the acquisition or
transfer of shates or shave capital by, or to, an individual, firm, group, constituent of a
group. body corpovale or bodies corporaic under the sarmme mapagement, who or
which:

{a) is, i case of acquesition of shares or share capital, the owner in rclation to a
dommant undertaking and there would be, as a result of such acquisiton, any
mcrease (1) in the productton, supply, distribution or control of any goods that
are produced, supplied, distributed or controlled in India or uny substantial part
thereol by that domtnani wndertaking, or {it} in the provision or control of any
services that are cendered 1n India or any subslantial pait thercof by that dorminant
undertiking, or

(b} would be, us & result of such acquisition or transfer of shares or share cupital, the
owner of @ dominant undertaking; or

{c) 13, th case of transter of sharcs or share capital, the owner in rclation 10 a dominant
underaking.

Construction of certuin expressions used in Sections 1084 to 108G (Section 108H).
The expressions “group™, “same management”, “financial nstitution™, *“dominant
undertaking”™ and “owner” used in Sections 108A to 108G (both inchisive), shall have
the meanings respectively assigned to them in the Monopolies and Restrictive Trade
Practices Act, 1969,

Penalty for acquisition or transfer of shares in contravention of Sections 108A to
108D (Section I08-1). Section 08I provides for penalies for non-compliance of
provisions contaned n Scction [08A to [8D.

3.7 SHAREHOLDERS VS. MEMBERS OF THE COMPANY

Section 41 provides that: {1) The subscribers of the Memorandum of a company shall
be deemed to have agreed to become nierobers of the company and on its registration,
shall be enfered as members in its register of members. (2) Every other person who
agrees in wnlng o become 3 member of 2 company and whose name 15 emered in its
register of members, shall be a member of the company. On thjs basis, two pre-
requisites fur ¢ person to become @ member of a company are: (1} the agreement tn
writing to lake shares of the company: and {u) the registration of his name n s
register of membors.

Besides. a person may ailse become a member of a company through the depository
system. Every person holding equity share capital of a company and whosc namce is
entered as beneficial owner in the records of the depository shall be decemed to be a
imember of the concerned company (vide Depository Act, 1996}

Thus, a persun cun agree to lake shares of a company either as the subscriber at the
initial stage of its {ormabion or 10 any of the following manncr: (a) by subscribing 1o
its further ot new sharcs, (b} on transfer of its shares from an existing member; (¢} on
acquisition or purchase of its shares {for exumple, take-over bid, renunciation 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,
upan merger/amalgamation through court’s order); (e) on conversion of convertible
debentures or loans pursuant 1o the terms of 1ssue of such debenture or loan agreement
respectively.

The fundamental differcnce between the subscribes who agree to take sharcs at the
tune of formation of the company and parsons who agree to take shares later is that
the former become members immediately on incorporation of the company, that s,
they autoinatically become members. The latter, though having agreed to take shares,
become members oaly afier their names are vegistered in the register of members of
the company.

5.7.1 Member and Shareholder

In the case of a company, limited by shares, the persons whose names are put on the
register of membhers, are the members of the company. They may also be called
sharehoiders of the company as they have becen allotted sharcs and are holding them in
thew own right. In such a situation, the terms ‘member’ and ‘sharebolder’ are
interchangeably used to mean the same person.

In Srikanta Data v. Venkalesivwara Real Estate Enterprises {(P) Led. (1990) 68 Comp.
Cas. 216 (Kar). 1t was held that unless the contexi otherwise requires, the word
‘member’ under Section 2(27) means a ‘shareholder’ cacepting a person who is 4
bearer of 4 share warrant of thc company.

But in the case of an unlimited company or a campany limifed by puarantce, a
member inay not be a sharcholder, for such a company may not have a share capital.
Hawever, sometimes a distinction is maintained beiween a member and a sharcholder
in the casc of a company having a shave capital.

In other words, as regards (he samie set of shares one person may be a member and
another be the sharcholder of the company. This distinction anses i the following
situations:

1. Xisamember of 2 company limited by shares. His name s placed on the register
of members as he 1s holding shares in his own right and, therefare whether we call
him a member or a sharcholder, it is immatenal. [n such a situation, the terms
‘member’ and ‘shareholder” may be used inicrchangeably. Now, in the following
threc situation he will cease 1o be a sharcholder, though he continues to be the
member of the company:

(a) On sale. X sclls the sharcs to Y. He fills 1n a share wansfer form and hands it
over 1o Y. He also gives the share ceruficate representing the shares to Y. In
retarn for sale of sharcs, he receives consideration from Y. X is no longer a
shareholder as he has sold the shares and property in the shares has passed to
Y. But the name of X continues to be on the Register of members till the
transfer of sharcs ix registered by the company in favour of Y.

(b} On death. X dics and his property, including shares, 15 inherited by Y, his
legal representative. X is no longer the shareholder. He is not in cxistence to
hold the shares. Y is holding the shares in his own right and, thercfore, can
rightly be called the sharehalder. 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 rcgistered in the register of members, then X will cease to be a
member,

(c) On becoming insofvens. X becomcs nsolvenl and his property. including
sharcs, vests in the Official Receiver or Official Assignce. The Official
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Recerver or Assignee is holding the shares 1n his own right, Therefore, X s no
longer the sharehoider, though he continues te be the mernber of ihe company.

A person who 1s holding a share warrant s a sharcholder but he is not a mcmber
ol the company as his name ts struck off the register of members (Section 115).

A person who subseribes to the memorandum of association imumediately becomes
the member, even though no shares are allotted to him. Till shares are allotted to
the subscriber. he s u member but not the shareholder of the company.

In the case of a vowpany limited by puarantee having no share capital or an
unhmited company having no share capital, there will be only ‘members” but not
“sharcholders’.

5.7.2 Modes of Acquiring Membership

A person may become u member or a shareholder of a company by any of the
following ways:

l.

By subscribing to the memorandum of association. The subscribers of the
memorandum of 3 company arc deemed fo bave agreed to become members of the
company only by reuson of their having signed the meinorandum. A subscriber to
the memorandum becemes a niember, the moment the company is registered und
iLis not necessary that their names must have becn cntered n the register of
mentbers.

Further, by subscribing the memorandum everyanc of (he subscribers is deemed o
have contracted to become a shareholder in respect of the shares he subseribed {or

By agreement und registration. Scction 41(2) provides that apart from the
subscribers of the memorandum, ‘cvery other porson who agrees ut woting 1o
become a member and whose name 1s entered in its regester of members shall be a
member of the company ™. It follows (hat except in the case of the subscnbers tu
the memorandum. a person docs nol become member of the company, until his
name 15 duly recorded in the regisicr of members.

Registration uf the name of a person as a member of a company inay arise:
ta) Upon upplication and allotment.

{b} By transfer. The membor may acquire shares (Tom an existing member by
sale, gift or some other transaction,

(¢} By fransmission. Herc a person becomes a sharcholder by transmssion of
shares 1o hun thcough death, lunacy or nsolvency.

{4y By estoppel. This arises when a person holds himsell’ out as &« member or
knowingly allows his name to remain on the rcaister wheo he has actuaily
paricd with his shares. In the event of winding up, he will be lahle, like other
genuine members, as a contributory. However, he may cscape liability by
applving for removal of his name under Section 153,

(¢} By agreeing to purchase gualification shares. A person who signs and
delivers 10 the Registear a writen undertaking to take from the company and
pay for quahfication shares is in the samc position as 1f he had subscribed to
the memorandum for a simelar number. As such. he 15 also deemned to have
beeome a mwember automatically on incorperation of the company,
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Subject to the provisions of law, the Mcmorandum and the Articles, any person su/
Juris can become a member of a company. The position of certain person in this
regard 15 given below:

{a} Minor, The position of 2 minor as a mcmber of a company is follows as:

(1

(i)

(i

(1v}

(v}

(V1)

As a minor 15 wholly incompetent to cnter into a contract [Mohiri Bibi v.
Dhirmodas Ghose, {1903} 30 Cal. 539 (P.C)], an agreement by a minor to
take shares is void and hence, hie cannot be a member of a company.

It shares arc allotted to a minor in response to his application and his name
entercd on the Register of mmembers, in ignorance of the fact of minority, the
company can repudiate the allotment and remove his name from the Register
on coming, to know of the minority of thc member. The company must repay
wll money received from him in respect ol the allotted sharcs.

The minor can also repudiate the allotment during his minority and he shall
be retumed the amount he paid towards the allotment of shares.

It 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 thite
shares during nunority and he cannot be held a contributory at the ume of
winding up [Fazalhhoy Ja(far v. The Credit Bank of India (1914} 39 Bom.
331].

If an apphication for shares is inade by a father as guardian of his minor chiid
and the company registers the shares in the name of the child describing him
as 4 minor, peither the minor nor the guardian can be placed on the list of
contributories at the time of winding up [Pahaniappa v. Official Liquidator,
Pasupat Bank Ltd., 1942 Mad. 470 and 875].

if somchow ithe namc of a minor appears on a register of memhers and in the
meantime he aitaing majority and if he does not want to conlinue o be a
member, then he must repudiate his liability on the shares on the grounds of
minerity. The company cannot take defence on the principlc of estoppel that
the minor had fraudulently misrepresented his age or had received dividends
and other privilcges as a member. However, if he had received dividends and
cxercised his rights as a member of the company after attatning majority,
then he cannot repudiate hus liability on sharcs.

(vii) In case of wansfer of a partly-paid shares to a minor, the company may refuse

to register him as a member. In case, the company, in ignorance of the
minority, has permitted the transfer, then the company may remove the namc
of the mmnor and replace it by that of transferor, even though the latter may
have been ignorani of the minority.

{vii}In case of fully paid shares, minor’s name may be admitted n the register of

members, if hc happens to acquirc the same by way of transfer or
transmission. In Devan Singh v. Minerva Films Ltd. {AIR 1936 Punjab 106},
the Punjab High Court held that there is no legal bar to a minor becoming a
member of a company by acquiring shares {by way of transfer) provided the
shares arc [ully paid-up and no further obligation or liability is anached to
them. Similarly, in S.L Bagree v. Britannia Industries Ltd. (1980), Company
Law Board upheld transfer in favour of a minor.

(b) Comparny. A company, being an artficial persen and a separate legal entity may
become a member of another company, if it is so authorised by its memorandum
to purchase shares. This is, however, subject to the provistons of Section 42.



Under this section, 2 subsidiary company cannot be member of its holding
company and any allotmenl or transfer of shares in a holding company 1o its
subsidiary, or cven to 2 nomunee for such subsidiary, is void, except that u
subsidiary company may:

(1} hold shares in the holding company in the capacity of a pursonal
represcntative of a deccased shareholder, or (11) hold such shares as trustees.
{cxcept where the holding company or another subsidiary s beneficially
interested under the test otherwise than merely by way of the holding
company's business}, or (i) remain 2 member of its holding company. if it
was g member before April 1, 1956, but may not vote at mectings of a holding
company or any class of its members.

As has been mentioned carlier, a company cannol purchasc 18 own shares
(Section 77) and, thereforc, cannot become a member of itselt. However, a
company may acquire a beneficial intercst in i1s own shares, as by the excreise of
its paramount lien on the sharcs of a member as security for moncys owning by
him to the company, or by forfeiture of shares for non-paviment of calls.

(c) A partnership firm. A parincrship firmt being an umncorporated association and
thcrefore, not having a separate legal entity from the purtners, cannot be repistered
as a member in the register of members of a company. However. pariners. cither
individually or in their joint names (as joint members) may hold sharcs in a
company as a part of the partnership property. But a partnershp firm may become
a member ol a company registered under Scction 25 of the Companies Act, 1956
{i.c., associations not for profit),

() A foreigner. As per the Law of Contract, a foreigner can enter ito contracts and
therelore, can purchase shares in a company but this is subjeet to the provisions of
Foreign Exchange Manapement Act, 1999 (FEMA).

When the country, of which the [orcigner is resident, 1s at war with India, then the
forcigner becomes an alien enemy and therefore. lus power of voting at company
meetings and his rights to receive notices are suspended during the war-period.

5,7.4 Joint Membership

It is possible for two or more than two persous to hold shares jointly it a company. In
that casc all of them are nat the individoal members of the company. Instead, they are
said to hold the shares jointly. There is no direct provision for joint mombership, but
there arc a few indjrect references.

Thercfore, Articies of a company provide for joint membership and somctimes the
maximum number of persons who can be joint-holders of shares 18 given in the
Articies (generally not more than four).

Same provisions relating to joint-membership are: (1) Only one share certiuficate is
issucd to them (i) Al the inembers are jointly and scverally liable o make payment
of calls {Clausc 15, Table A) (u1i) A person whase name appears first o the order in
which the names stands 1n the register of members, shall be entitled to vate (Clause
57. Tahle A). (iv) A document may be served by the company on the joint-holders of a
share by serving it on the joint-holder named first in the register of members in respect
of the share [Scction 53(4)]. (v) The names of the joint-halders may he entered in the
tegister of members in the order in which they appear in the Application form or in the
Share Transfer Forimn.
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5.7.5 Termination of Membership

A person may cease to be a member of a company when:

()

i)
(iii)
(v}

(v}

{vi}

{vin)

he transfers his shares to another person and the shares arc registered in the
name of the transferce;

his sharcs are forfeited by the company for non-payment of calls;
he surrenders his shares to the company and the latter accepts the surrcnder;

his shares are sold by the company 1o enforce jts lien and the buyer of these
shares is registered as a member;

he dies and his legal representative gets s own name registered in the register
of members or sclis shares to a parly who pets his name registered with the
company;

he is adjudged insolvent and the Official Receiver/Official Assignee either
transfers the shares 1o a third parly who gets registered as a member or disclaims
shares;

he was holder of redcemable preference shares wihich have now been redeemed
by thec company;

{vii1) he rescinds the contract of memberstup nn the ground of fraud or

(1x)

{x)

(x1)

misrepresentation;

his shares are purchased either by another member of the company or by the
company itself by an order of a Court under Section 402;

he has got sharc warrants issued in exchange for share certificales of fully pad
up shares; and

on the commencement of winding up (but he will be liable as a contributery and
is also entitled to a sharc in the surplus assets, if any).

As entioned carlier, a comnpany may be member ol another company. In such a
situation if the sbareholding company is being wound up then the inembership will
come to an end if the Liquidator disclanms the shares.

5.7.6 Rights of a Member

A member of a company has a number of rights vis-a-vis the company. These are
conferred on him either hy the Act or by the Articles of the company. Some of the
most important rights of a member arc:

(i}

(11)

(iii)
(iv)

(v}

{vi)

To have the certificatc of shaves hcld ready for dclivery to bim within three
months frem the date of allotmen;

To have his namc entered in the register of members if it had not been entered or
hus been wrongly removed;

To transfer shares subjcct to the provisions of the Act and the articles;

To raccive notices of meetings, to attend meetmgs and to vote threal (either in
person or by proxy).

To inspect the register of members and register of dehenture holders and get
cxtracts therefrom (Scction 163);

To ohtain copics of memorandum and aricles on request and pavment of the
prescribed fees;



{vu) To have the first opnon to buy any new shares on a further issue of shares by the
company (Section 81);

(vnii) To participate in the etection of directors and appointment of auditors:

(1x) To gera copy of the balance sheet and protit and loss account 21 days before the
Arnual General Mecting;

(x) To apply 10 the Court to have any “variation of sharcholders’ righis™ set aside
(Section 106);

{xn} To abtain, on request, minutes of proceedings at gencral mectings (Scction 196);

(xil} To partwipate n the removal of directors by passing an ordinary resolution
(Section 284);

(xi1) To petition to the Court for prevention of mismanagement and oppression
(Section 399Y,

(xiv) To petition to the Court for an arder of injunction resrraining the directors from
going ahcad with an ultra virus aci;

(xv) To petition for compulsory winding up;

{(xvi) To participate in passing a special resolulion for voluntary or compulsory
winding up;

(xv1i) To participate 1n the surplus asscts, if any, on the liguidation of the company.

5.7.7 Expulsion of a Member

It cannot be demied that there are some members who, by creating vanous kinds of
troublcs for the management. Iry to wrest undue advantage for themselves. Can such
members be expelled? The Deparument of Company affairs following the judgement
in the case of Bajaj Auto Lid. v N.K Fuodia [1971] Comp. Cus. 388 have expressed
the vicw that the company cannot by amending the Articles given atself a power to
cxpel a member,

Such an amendment s oppesed 1o the [undamental principles of (he Companies’
jurisprudence and s ulira vires the company. Such a provision s repugnant to the
various provisions in the Act pertaining to the rights of a member in 4 public Jimited
company und guts acruss the scheme of the Act as il has the effect of rendering
nugatory the very power of the competent suthorities under Section 111 and Seclion
107 and 5.395 and 13, therefore, void by the operation of the provisions of Section 9.

However, it secins permussihle far a company Ihmited by puarantee or a8 company
governed by Scction 25 (0 include a provision [or expulsion of a member from the
company {through forf{cieng his shares), if his conduci or actton is considercd
detrimental (o the inferest of the company.

5.7.8 Liability of Members

A member is also subject to certain labilities and obligations exher by the Act or by
the Articics. Some of the important oncs are siated hereundes:

1. If shares arc nol allotted {or a consideration other than cash, then a member must
pay the whole nominal value of his shares in cash.

b2

If 2 member is holding partly paid-up shares and the company goes into
hquidation, then he hecomes table as contributory to pay, if called upon 1o do so.
towards the asscts of the company (Sectron 429},
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3. A person may be included in the ‘B’ list of contribuiories, as a past member and
required to pay to the extent of the amount remaining unpaid on the shares which
he held within ene year prior to the commencement of winding up, if (i} on the
commencement of winding up, debts exist which were mcurred 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).

3. A member s bound to the company by afl the covenanis of the Articles e.y., a
company may have a paramount licn on a member’s shares for any amount duc
from him to the company.

6. In the case of company limited by guarantee, the inember may be asked to
contribule to the cxtent of his guarantec at the time of winding up.

5.7.9 Register of Members

Scction 150 read with Section 168 requires every company fo keep a register of
members ordnarily «t its registered office. The Register must contain the following
particulars: (1) the name, address and occupation of each member; (i) the number of
shares held by cach member, distinguishing cach share by its number and amount
paid-up; (i) 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 beea converled into stock, the fact that stock has
been issued is to be entered against the name of the member in the Register.

Index of members. Section 131 requirces every company with more than fifty members
10 keep an Index of Members. unless the Register itsell is in the form of an index. The
Index of Members is required to be kept at the same place as the Register of Members,
The Register of Members i1s open to wspection by members frec of charge and by non-
members on payment of on¢ rupee for twoe hours a day during business houss.

A company may closc the Regsster at any time by giving seven days’ previous notice
by an advertjscent in a newspaper circulakng in the district in which the registered
officc of the company is situated. However, the aggregate number of days for wiich it
can be closed in a year cannot exceed 45 days. Alsv, it cannol he closed for more than
30 days at a tume.

Section 157 provides that a company with a share capital may, if authoriscd by its
articles, keep [n any country outside India a branch register of memhers resident there,
called a Foreign Register. The Registrar of Companics must he informed of the place
wherc this Register is kept. The foreign register is a deemed part of the company’s
primcipal register and must be kept in the same manner as the pnincipal register.

Rectification of register of members. Scction 11 provides [or the rectification of the
register of members by the Tribunal on an application by any person aggrieved such
as membet, transferor, transferce, the company. The Company Law Board may order
for rectification of the register: (i) where the name uf any person 1s, without sufficient
cause, entered in or omitted [rom the Regisier of Members of a company; (ii) where
default or unnecessary delay occurs in cnfering on the register the fact that a person
has ceased 1o be a member of the company.

Where the Company Law Buard has ordered the rectification of the Register, the
rectifieation should be made and notice of rectification must be filed with the
Registrar within 30 days of the order of the Company Law Board.



M s the duty of the company to maintain the register of members. A company cannot
take advantage of its failure 1o mainlain the prescribed register of members. Thus. in
N. Satyaprasad Rao and others v. V.L.N Sasy & Others [(1988)64 Comp. Cas. 492)
was feld thal where register does not incorperate name of all sharehalders as
members, those sharcholders who have been issued share certificates can excrcise
rights as members.

Cheek Your Progress

Fill in the blanks:

I, mean 4 certificale, under the commoen seal of the

campany, specifying any shares held by any member.

2. Tt sbould be remembered thal preference sharcs are always presumed to be
non-participating unless expressly described as

3. No company limitcd by shares can issue any preference shares which arce
irredeemable or are redeemable after the cxpiry of from
thc date of issue,

4. The means cquity shares issued by the company to

emplovees or direetors at a discount or for consideration other than cash
for providing know-how or making available rights in the natare of
ntellectual property rights or valoe addittons, by whatever named called.

10

_ rcfers 1o the transfer of title to shares, voluntanly, by
one party 1o another. mcans the transfer of title to
shares by the operation of faw,

S8 LET USSUM UP

Sectien 2{40) defines u share “as a share in the share capital of a company and
in¢ludes stock cxcept where a disiinction between stock and share is cxpressed or
implied”™.

A common man uses “share” and ‘sharc eeriificate’ to mean the same. It is,
therelore, imporiant to note the exact differences between the two.

The share capital of & company is divided inte a number of indivisible unis of
specified amount. A company cannot make an original issuc of the siock.

A company limited by shares may, i[ authorised by its Anicles hy a resolution
passed 10 the general mecting, convert all or any of its tully paid-up shares into
stock.

A company may 1ssue all sbares with same rights and obligations, However. 1t
may 1ssuc different types of shares with differemt nghts and liabalities attached 1o
them so us to salisty the necds of different types ol investors.

4 preference share 15 one which cammies the following two nghts over holders of
equily shares: (1) a preferential right in respect of dividends at a fixed amount or at
a fixed rate and (11 a prelerential right in regards fo repayment of capital on
winding up.

Companies are now allowed to 1ssuc non-voling equity shares. However. these
sharcs cun be 1ssued subject to the rules and conditions prescribed by the
Department of Companics Affairs.

A public company and its suhsidiary can issue only two kinds of shares, viz.,
preference and equity. Therclore, such a company can have only two kinds of

153
Shares



154
Indjan Companics Act

share capital by issue of preference shares and equity shares, viz., preference share
capital and equity sharc capital.

® No company limited by sharcs and no company limited by guarantec and having 2
sharc capital shall have powcr to buy its own shares, unlcss the conscquent
reduction of share capital 1s effected and sanctioned by the court.

® (Companics lirmted by shares have to issue sharcs to raise the necessary capital for
their opcrations. lssuc of sharcs may be made in three ways. (1) By private
placement of shares; (1) By allofting entire shares to an issue-housc, which in
turn, offers the shares for sale to the public; and (i) By inviting the public to
subscribe for shares in the company through a prospectus.

¢ Transfer of shares refers to the transfor of title (o shares, voluntarily, by one party
to another. Transmission of shares means the transfer of title to shares by the
operation of law.

® A transimission of intercst in shares of a company, of a deceased member of the
company, made by the legal representative of a deccased member shall be
considered as wransrmussion of shares by aperation of law. This transmission will
be registered by a company in the Register of Members.

o Tihwe ‘certification of transfer' and the *balance ticket” are exchanged for share
certificates as and when they ate ready. In casc of shares being sold to two or
more translerecs, e certification of 1ransfers is exchanged for the new
certificales.

¢ In the case ol a company, himited by shares, the persons whosc names are put on
the register of members are the members of the company. They may also be calied
sharcholders of the company as they have been allotted shares and are holding
themn o their own xight.

5.9 LESSON END ACTIVITY

A public company limited by shares forfcited one hundred equity shares held by a
defaulting member and reissued them to another person, making a profit of I20,000.
But no return of allotment was made as regards to these one hundred shares so re-
issucd. Discuss with your classmates whether the company has contravened any
provisions of the Companies Act, 19506.

5.10 KEYWORDS

Share: A share is a share in the share capital of @ comnpany and includes stock except
wherc a distinction between stock and share is expressed or implied.

Preference Share: A preference sharce is one which carries a prefercntial right in
respect of dividends at a fixed amount or at a fixed rate, and regard to repayment of
capital on dividing up.

Underwriting: 1t consisis of an undertaking by a person that il the public fails to take
up the issue, he will do so.

Perpetual Succession: Perpetual succession s the continuation of a corporation's or
other orpanization's csistence despite the death, bankruptey, insanity, change in
membership or an exit from the busincss of any owner or member, or any ransfer of
stock, cle.

Probute: 1f a member of 2 company dies and he lcaves after im a will or letter of
administration then the survivors shall get a copy of "will’ cerified under the scal of a
Court of competent junisdiction. The certilicd copy of the will is called a “probate’.



Member: He 1z the person who agrees 1n writing to become a member of a company
and whose name is cotered in the register of members.

Forfeiture of Share: 1t means removing the name of a member from the register of
members attel following the prescribed procedure as given tn the articles and the act.

Lien on Shares: JU1s an equitable charge on shares to securc any debt which may be
due from the memhber of the company.

Surrender of Shares: It means volunlary return of shares by a shareholder (o the
company [or thewr cancellation.

5.11 QUESTIONS FOR DISCUSSION

1. Deflinc "share” and ‘stock” and distinguish between the (wo,

2. Writc a short notc on the following: (i) Issue of sharcs at premium (ii) Tssue of
shares at discount.
3. Deseribe the procedure for alteration of share capital.

4. Describe the procedure for reduction of share capital.

5. Wnte short potes on: (1) Right shares (i1) Bonus shares.
6. A company limitcd by shares infends to buy some of its own shares. Advise.
7 Explain the provisions regarding the increasc of the subscribed caprial by 2 public

company by allotment of further sharcs.

8. How is membership of ¢ company acquired? Distinguish between a member and a
sharcholder.

9. How does one cease to be a2 member of a company?

10, Distinguish between transfer and transmission of shares

Check Your Progress: Model Answer

1. Share certificate

[ %]

Paihicipating

Tcen yeuals

Lt

Sweat equily shares

Transfer of shares. Transrmisston of shares

]
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6.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

e Discuss the meaning of debenture, rules relating to debentuwres, debenture stock,
1ssuc of debentures and Debenture Redemption Reserve (DRR}
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¢ [xplain the remedies and features of debenture holders
® jdenbily the types of debentures

® Rccognize the advanlages/merits of debentures and disadvantapestdernenits of
debentures

e Discuss about charge

e FElucidate the borrowing power of company

6.1 INTRODUCTION

Debenlures are an important source of long-term finance. Rasing of tfunds by wsue of
debentures is allowed to public limited companies, it Memorandum of Association is
(MoA} permitted,

Creditorship securitics are those sccurities, which are issued to creditors for raising
finance. The securities are debcnturesbonds. The amount raised by issuc of
debentures/bonds 15 known as debr capital Debenture and band capital s one of the
cheapest sourecs of long terin finance,

A debenture and bond 1s an acknowledgement given by the fum [or having received a
sum of amount as debt. Herc, there is no need to understand the two terms dehenture
and bond. Debenture and bond. both are 1ssued by a comaorate concerit to raise long-
termt capital, hut there is a difference between them.

The term bond rcfers o security that has been secured by tanmible fixed aswets of a
corperate, and debentures are not sccurcd, (i.c., they are secured by credet worthiness
of a corporatc and not by asscts). In US, the debt securities are calfed as bonds. in
India and UK, the secuntics are called as debentures, and they arve treated as synonym.
Hence. in the following drscussion. the two terms debenture and hond have heen uscd
interchangeably.

6.2 MEANING OF DEBENTURE

The term 'Dehenture’ is denved from the Latin word ‘debere’, which means 'to be a
debtor’. As per Section 2(12} of Companies Act 1956, “Dehenture includes debenture
stock, bond and any vther securitics of the company whether constituting s charge on
the company's assets or not”. Tt is not ctear or docs not explain fully what ts
debenture.

According to Nuidu and Datta, "a debenture is an instnumend ssued by the company
under its common scal acknowledging a debt and setting forth the tevms under which
they are issued and are to be paid”.

A persan wha buys debenmures 15 debenture holder and ¢redutor of the company.
Decbenture can be priced in the same manner as share. In other words, they can be
issued dl face (par) value, at premium ot at a discount.

A Dchenture is a umit of loan amount. When a company intends to vase the loan
amount from the public it 1ssucs debenmures. A person holding debentire or debentures
15 called a debenture holder.

A debosunre is a document issued under the seal of ihe company It 15 an
acknowledyment of the toan received by the company equal 1o the nominal valse of
the debenture. It bears the date of redemption and rute and mode of payment of
interest. A debenture holder (s the creditor of the company.
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A Company may create ong tean fund known as "debenture stock’ divisible among a
class of lenders each given a debenture stock certificate. 1t (s analogous to loan stocks
of governments, local and public authorities,

6.2.1 Rules Relating to Debentures

Under various sections of the Companies Act, 1936, various important rules arc
provided relauing to debenture which are mentioned below —

(i}  Under Scction 117, no debenture holdey is 1o have any voting rights in ¢ompany
meetings. This applies to debenturcs issued after the commencement of the Act
of 1956.

(i1)  Under Section L18, if there is a trust deed securing the 1ssuc of debentures, every
debenture holder can have a copy of it on payment of a small fee.

(i1 Under Scction 119, the trustees in a trust deed securing the issue of debenture
mus( exercise due care and diligence in the performance of their duties. Any
provision in the deed exempting them from liabilily on this account is void.

(v} Under Secuon 120, debenturc may be srredeemable or redcemable on the
happening of a conlingency.

{v) Under Section 12}, rcdeenicd debentures can be reissued unless therc is any
provision to the contrary, whether express or implicd in the articles or in the
conditions of the issue of the debentures or in any contract entcred into by the
company or when the company has passed a resolution to that effect,

(vi) Under Section 122, an agrcement to take 2 debenfure can be specilically
enforced.

{(vii} Under Scction 123, debts of the company shall have priority over the claim of the
shareholders, which by the act reccive preferential payment in case of winding up.

(visi) Under Section 128, full particulars regarding the issue of dcbenture in scries
must be sent to the Registrar of Companies

{ix) Under Section 129, the particulars must include a statement of the commission
paid.

{x} Under Section 482, there are certain linits on the amount of commisston and
brokerage that can be paid for the sale of debenture.

{xi) Under Section 108-113, necessary rules pertaimng to the transfer of debentures
and share certificates are provided.

(xil) Under Section 152(1) every company shall keep a regisier of debenture holders
entering therein particulars regarding the name, address and occupation of the
debenture holders and dates on which the holding commenced or ccased.

{xitt) Under Section 152(2) every cumpany having more than 50 debenturc holders
shall keep an index of debenture holders unless the vegister of debenture holders
is itsclf kept in the form of an index.

{xiv} Under Scction (53, no notice of any trust express or unplied 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 morc
than 45 days in thc year and not morc than 30 days at @ time by giving atleast 7
days nutice through a local newspaper.

{xv1} Under Section 157 and 158, there may be a foreign register of debeniure holders
analogous to the foreign register of members.



6.2.2 Dehenture Stock

A company instead of 1ssuing individual debentures, evidencing separate and distinct
dcbts, may create one loan [und known us “debenture stock” divisible among a class
of lenders each of whom is given a debentures stock certificate evidencing the parts of
the whote lozn to whech he 1s cntitlcd.

This debentwre stock, which is analagous to the loan stocks of goverments and local
and public authorities, 15 then the yndebtedness itself and the certificate evidences the
stockholder’s interest in 1. A consequence of Lhe distinction is that whereas a
debenturc is a single thing which can be legally wansfecred ooly as one ontuly,
debenture stock can be sub-divided and vansferred in any fractions which the holder
wishies. Further, “debenture stock™ must be fully paid; debenture may or may not be
fully paid. However, for the purpose of the Companies Act, ‘debenture’ includes
‘debenture stock’.

6.2.3 Issue of Debentures

Debentures are commonly issued 10 o similar manner as shares by mcans of a
prospectus inviting applications, the moncy being usually payable by installments on
application, allotment and on specified dates. The power to issue debentures rests with
the Board of Directors (Section 2923 Debentures may be issucd at par, at a premium
or at a discount, unlcss the Artcles specifically forbids issue of debentures at a
discount.

The company must complete and keep rcady for delivery the dehenture 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 117C provides that a company i< required to create DRR for the redemption of
any debentures 1ssucd atier 2000, The company shall credit the DRR with adequate
amount from out of its profits every yeuar until such debenturcs arc redeemed.

DRR can be utilized by the company only for the purpusc of redemption of debentures
and no other purposc.

If a company fails to redeem the debenturcs on the due dare, any or all the debenture
holders can make an application (o Company Law Board. The Company Law Board,
afler hearing the parties concerned, may durect by order, the company to redeem the
debenturcs fortbwith by payment of principal and interest due thereon.

i default 1s made n complving with the provisions of Section 117C. then every
officel of the company who 1s 1n default shali be punishable with imprisonment which
may extend to 3 vears und shall also be liable to fine which shall not be less than 500
for every day during which the default continues.

6.2.5 Remedies of Debentureholders

In case of default by the company in repayment, the remedies of a debenturce holder
vary according to whelher he 15 secured or unsecurcd.

An unsecurcd debenture holder s 1n exactly the same position as a creditor and he has
the same remedies, Thus, (1) he mav sue for the principal and interesy; or (2) he may
present a peution for the winding vup of the company and prove his debt as unsceured
creditor.
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following courses also open to him:

Where a trust deed has been execuied

1. Sule of assets. The power of sale by trustees is one of the express powers
usuaily contamed in the debenre or debenture trust decd. If no such power is
given, an application may be made to the Court for an order to sell.

2. Fareclusure. The wustecs may make an application to the Court for an order
of foreclosuie, the effect of which is that the berrowers’ interest in the assets
charged 5 completely exunguished and the lender becomes the owner of
them. For an action of forecinsure, it is necessary that all debenturcholders of
the class concerned join hands {Wallance v. Evershed (1899) 1 Ch, 8911,

Appointment af a receiver. Wherc there is a trust deed. 1t often provides that
the trustees may appoint a receiver. T no such power s given, applicution to
appoint one may be made to the Court 1n a debenturcholders” action. On the
appointment of a Receiver, the assets become specifically charged in favour
of the debentureholders and the power of the company to deal with them in
the ordinary course of business ccases, although the company conlinues to
exist until it is wound up.

L)

Where no deed has been executed

Debentureholders’ activn. Where no trust deed had been executed in favour of
debentuceholders, s debemurcholder may, on default in payment of principal or
interest, bring an action (called a debentureholders’ action) on behalf of himself
and other debenturcholders of the same ciass asking for: (i) a declaration that the
debenfurcs have a charge on the assets: (i) an account of what is owed to the
debenturcholders; the amount of assets; pnor claims, ete.; (iit) an order of
foreclosure or sale; (iv) the appointment of a recejver.

If 4 debenturcholder owes a debt to the comnpany which is insolvent, the holder
cannot set off his debt against the lability he vwes 10 the company. The rule is
that a person who claims a share in a fund must {irst pay up everything he owes to
the fund before he can claim a share [Re Borwn and Gregory Ltd. (1904) 1
Ch.627).

SEBI has also issued guidelines for disclosure and investor protection pertaining
to debentures.

6.3 FEATURES OF DEBENTURES

The features of debentures arc as foliows;

1.

-2

Fixed Rate of Interest: Tn general the debentures arc issucd at a fixed rate of
mterest, but they may also be issued at a floating vate of interest or a zero interest.
The fixed rate debentures are wore popular in India. The rate of intcrest is on face
value of the debenture that wall be paid ouwl annually or semi-agnually. The interest
payable on debentures is tax deducible. Company 18 frce to determine the interest
ratg, which may be fixed or floated.

Maturity: The debenture capital is the cheapest source of long-term finance, but it
should be repaid atier a specific period. In other words, debentures arc issuced for a
specific peried {i.e., 10 ycars or 5 years debentures). The period in which the
debennures arc issued or the period aftcr which the debenturc capital is repaid 13
known as maturity period. The maturity period may vary between ! year to 20
years, In India, non-convertible debentures arc redeemed after 7-10 years.
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Redemption: Dcbentures can be repaid cither in installment wise or lump sum. I
it s rcpaid in one lump sum amount, it can be done by creation of dchenture
redemption reserve, Jt is compulsory for all debentures whose maturity period
exceeds 18 months. Company should create Dividend Redemption Reserve (DRR)
cqurvalent to aticasl 50 percent of the amount of issue before commencement of
rcpayment.

Call and Put Optign: Dcbentures may have ‘call’ option, which gives the night to
‘buy’ to 1ssuing company at a certain price before the maturity penod. The
buyback {cally pricc may be more than the face value of debenture generully 5
pereent, which is known as premium on redemption. Sometimes, debentures may
also put an option, which gives a right to the debenture holder to seek redemiption
at specificd times and at pre-decided prices.

Debenture Indenture: A debenlure indenture is a legal document, which specifies
the rights of both the issuing company and the debenture holder. The debenture
mdenture tncludes deseniptions of the amount and timing of the interest and
principle amount payments (installments or lump sum), various standard and
testrictive provisions, und frequently sinking fund requirements and security
interest provisions. The indenture gives the responsibilily lo the trustec Lo protect
the imerest of debenture holders by fulfilling the above stated descriptions.

Security Interest: Debenlure may be either secured or insecure. In India most of
the debenture s sceured debentures. A secured debenuure is a debearre which s
secured by a charge on (he company’s imunovable assets and a floaung charge on
other asseis. An unsecured debenture 15 one which is without any charge on lirm
asscts, these arc known ax naked debenture.

Convernibitity: Companies can also issue convertible debentures. |1 s the
debenture that is convertible into equity shares at Lhe option of the debenture
bolder. The conversion ratio and the period during which conversion can be
atfected arc specified at the tine of issuc of debentures.

Credit Rarings: Belore 1ssue of debentures to the public, the ssuing company
needs (o pet the debentures rated by anyone of the credit rating agencies, The four
credit rahng agencies uic:

Credit Rating Information Services of Tndia Limsted (CRISTL), Investment
luformation and Credit Rating Ageney of India Limited (ICRA}Y, Credit Analysis
and Research Limited (CARL), FITCH India and Duff & Phelps Credit Rating
India Pyo. Lid (DCRI).

Claim on Income and Assets: Dehenture intcrest is tax deducnible, In other words,
dehenture anterest is paid from Eamings before Pntercst and Taxes {EBIT) or
opcraung profit. The imerest is payable before pavment of tax, preference
dividend and equity dividend. So, debepture holders have priority of claim on
income At the same ume they also have prionty of claim on company assels at
the time of winding up. Failure of intecest forces to bankruptcy.

6.4 TYPES OF DEBENTURES

The followang are the different types of debentures:

1.

From the redemption poing of view, the debenlures are sub-divided into twu:

(a) Redeemable Debenture: These debentures are issucd by the company for a
specific period only. Redeemable debentures are those debentures, which are
to be repaid by the company at the end of specified period or within the
specifted period at the option of the company by giving a notice {o debenture
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(b}

holdcrs with the intention to rcdeem debentures either lump sum or
mstailments. On the expiry of period, debenture cupital 1s redeemed or paid
back. Generally the company creates a special reserve account known as
"Debenture  Redemption Reserve Fund” for the redemption of such
debenrurcs. The company makes the payment of intercst regularly, Under
section 12| of the Indian Companies Act, 1956, redeemed debenturcs can be
re-issued.

Irredecmable Depenture: Trredecmable debentiures that are not redeemable
during the existence (life) of the company. These 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 liguidation of the company. These types of
debentures are also known as perpetual debentures. The debenture capital is
repatd cither at the option of the company by giving prior notice 1o that effect
or at the winding up of the company. The mtecest is regulacly paid on these
debentures. The principal amount is repayable only at the time of winding up
of the company. However, thc company may decide to repay the principal
amount during its lifetime,

2. From the conversion point of view, the debenturcs are sub divided into two:

(a)

(b)

Converrible Debenture: Convertible debenlures are those debentures thal are
convertible 1nlo equity shares at the option of the debenture holders after
stating, period at a predeternuncd price. If the holders cxercise the nght of
conversion, they cease to be the lender to the company and become ihe
imembers. The rate of exchange of debenturcs inte shares is also decided at 1he
time of issue of dcbentures. Tnterest is paid on such dcbentures ull its
conversion. Prior approval of the shareholders is necessary for the issuc of
convertible debentures. 1t also requircs sanction of the Central Government.
The debenture capital may be Fuily Convertible Debentures (FCDs) or
Partially Convertible Debentures {(PCDs). This type of debentures is attractive,
cven though they carry a low vawe of interest when compared to non-
convertible debentures.

Non-convertible Debenture: As the name itself, suggests thal the debenture
does not carry the option of conversion into equity. These arc (hose
debentures which cannot be converted cither into cquity shares or preference
sharcs. They may be sceeured or vnsecurcd. Non-convertible debentures are
nocinally redeemed on maturity period which may be 10 or 20 years,

3. From the sceurity point of view, the debenturcs are sub-divided into two:

(a)

(b}

Secured or Mortgaged Debeninre: Secured or Mortgaged debentures are those
debentures that are issued with a charge on the immovable assets of the
company. These are those debentures which are secured against the assets of
the company which means if the company is closing down its husiness, the
asscts will be sold and the debenture holders will be paid their money. The
charge may be fixed or floating or on particular assets. In case of failurc in
payment of interest or principle amount, debenturc holders can scll the assets
in order to satisfy their ¢laims. [n case of fixed charge, the charge is created
on a particular asset such as plant, machinery. etc. These asscts can be utilised
for payment in casc of defanll. In case of floating charge, the charge 1s created
on the general assets of the company.

Necked or Simple or Unsecured Debenture: Necked debentures do not camy
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 thc company. Thesc are those debentures



which are not secured against the assets of the company which means when
the company 1s clasing down its business; the assets will not be sold to pay ofT
the debenture holders. These debentures do not ereate any charge on the assets
of the company.

There s no securty for repayment of principal amount apd pavment of
interest. The only securily available to such debenture holders s the general
solvency of the company. Thereforc, the positian of these debenture holders at
thc times of winding up of the company will bc like that of unsccured
debenturcs. That is they are comsidered with the ordinary creditors of the
conpuny.

4. From the trans(cr or registration point of view, the debentures are sub-divided into
w0

(a) Registered Debenture: Registered debentures arc those debenturcs that arce

(b)

reptstered with the issuing company. Names, addresses and other parniculars
of holders arc recorded in debenture register, winch is keptl by the issuing
company. Trans(cr of this type of dcbentures needs a regular transfer deed. at
the ume of transler of such debentures. The interest 15 paid only o the person
an whose nume the debenture s registered.

Rearer Dehenture. Bearcr debentures are those debentures that are payahle to
the hearer and transferable by delivery only. Bearer dehentures are nepotiable
instrumerts and the company keeps no records for them. The intercst s paid
10 the bearer of debenture,

Other 1ypes of Dcbenturcs

(ay Zero Interest (Coupon) Debentures (ZID): Zero interest (coupon) debentures

{b

are of the innovauve debl instruments. This type of debenture does not curry
any nterest (coupon) rate. Generally, they are issued 2t a discount from their
matunity/redeemable value. The return for the holders of thus type of debenture
1s the difference between purchise (issue) price and maturily (redcemable)
value. For cxample, Mr. A has purchased a debenture at I30, having a
maturity period of 10 ycars, and debenture redecmable value 18 3200, Hence,
ihe rctuen to holder 1s TS50 (200 - T30).

Deep Diseount Debenture/Bond (DIDB): Deep discount bond is the samu as
zero coupon bond but deep discount bond 3 issued at a deep discount from s
redvemable {maturity} valuc. In India, DDBs are being issued by the public
financial mstitutions. They are industrial Development Bank ol Indra (1T2B1).
Small Industries Development Bank of India (SIDBJ), elc.

For cxamplc in the vear 1992 1DBI sold deep discount bonds ut deep discount
price of 2,700, with maturity value of T1 lakh apd its mamity periad 15 25
years. lf was the first institution to issue DDB. DDBs vpable the 1ssuing
cotnpany to consume cash during matutity penod. In other words, the issuing
company need not serve the debt by paying intercst. It reduces the nisk of
reinvestment ol intercst, which 15 recetvable at thc end of every ycar.
However, DDBs exposed 1o high risk sinec the emtail a balloon payment at (he
end of maturity period.

Floating Rate Bonds (FRBs): Floating rate bonds arc those bonds in which the
rate of interest 1s not fixed. The interest rate is floating and its linked intercst
raic on Treusury Bills {TBs), Bank Rate (BR). which arc considered as
benchmark, In Jndia, State Bank of India {SBI) was the one of earlicst
{inangial institulion to successfully seil floating rate bonds. Later. 1DBI also
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tssued this type of debentures. Floating rate bonds provide protection against
inflation risk to investors or bondholders,

(d) Secured Premiunt Notes (SPNs): SPN is a type sccured debenture redecmable
at a preinium over the facc or purchase price. 11 1s like zero intercst debenture,
since therc will be na intercst payment m the lock-in-period. SPN holders
have the oplion to sell back the debenture/note to the issuing {irm at face
vatue after the given lock-in-pcriod. SPNs arc tradable instruments. For
example, Taia lron & Steel Company (TISCO} issued this rype of notes in
1992, face value of TOD. No interesi would accrue during the first year afier
allotment. During 4-7 years the principle amount will be repaid in
installments of T73. in addition T75 in each year as interest and redemption
on premiwun, The buyer was given an option to sell back SPNs ar the J301).

(e} Guaranteed Debentures: Thesc are the onc type of debentures on which the
payment of inlerest and principle amount is guaranteed by third party at the
time of their issuc. The third parties are {inancial institations, government, cte.

(f) Callable Bonds: Callable bonds arc those bonds that can be caled in ang
purchased at a price. Companics gencrally call back bonds only when the
interest rates fall in the market less than the bond's intercst rate. Companies
redecmn high mterest bonds and raise funds by issuc of low mtercst bonds.
IDBI was the first bank to issue bonds with call fecaluics in 1992,

6.5 ADVANTAGES/MERITS OF DEBENTURES

The advantages of debentures may be studied under two heads:
|.  Advantages/Merits 1o Company:

(a} Debenture capital is one of the cheapest sources of long-term finance, since
intcrest payment on debenturcs s a tax-deducitble expenditure and Jow
[lotation cost.

{b) lssue of debenture does not dilute control, since they do not entitled voting
right.

{c} Debentures enable the company to take advantage of trading on equity, which
results shareholders wealth maximzation.

id) Dcbenture capital provides flexihility in capital siructure, if they are issucd as
redeemable or if not also, since they have call option.

{e) Debcenture holders docs not participate in the sumplus profits of the company
since, payments to them are limited to interest and principle amount.

(f) Debenlure capital provides protection agawnst inflation sinee, the interest rute
is fixed.

2. Advantages/Merits to Debenture holders:
(a) Dcbentures provide a fixcd. regular and stable source of income.

{b) Dcbenture holders' invesiment is safc and sccured since, debentures with a
charge on company {s assets.

(¢) Debenturcs are issued for a definite maturity period.

(d) Debenturcs holders' interests (payment of intercst and principle amount) arc
protectcd by the debenture indenture.



6.6 DISADVANTAGES/DEMERITS OF DEBENTURES

The following are ihe important disadvantages of debentures:

I. Disadvantages/Demerits 10 Company:

(a} Raising debcnture capital is risky one, since it involves payment of fixed
interest charges and repayment of principle amount, which are legal
obligations of the issuing company faiture to (pay) honour, it may lead to
bankruptcy.

Raising debenturc capital incrcases financial leverage (nsk perception on
investors), wiuch raise the cost of equity according to Capital Assets Pricing
Model {CAPM) of the company.

(c) Raising debenture capital involves restrictions, like limit the borrowing, limit
dividend payment, ete.

ib

(d) Debenture {irredeccmable) capital is costly one, when the rate of inflation
decreases. Since the 1ntercst rate comes down 1n the market.

(e) This 1s not stable source of long-term (inance for a firm with varniablc
CAMINgS.
2. Disadvantages/Demcrits to Debenture holders':

{a) Debenrur_cs do not carry any voting rights, which give no controlling power on
the working of the company.

(b)Y Debenture holders’ docs not have claim gn surplus prolits since they are not
the owners of the company.

{c) Receipt of debenturcs is fufly taxable under the head ncome from other
sources.

{d)} Debenturc holders' loose intercst charges, if the inflatton increases.
{e) Debenture prices are vulnerable with chanpes mterest rales.

6.7 MORTGAGES

A mortgage is a legal process whereby a person botrows money from another person
and secures the repayment of the borrowed money and also the payment of intercst at
the agreed ratc. by crcating, a nght or charge in [wvour of the lender on his movable
and/or immovable property.

Mortgage as defined in Transfer of Propriy Act, 1882

According to Section 58 of the Transfer of Property Act, a mortgage s the transfer of
an intcrest in specific immovable property for the purpose of securing the panyment of
money advanced or to be advanced by way of loan, an cxisting or futurc debt, or the
performance of an engagement which may give rise 1o pecuniary liability.

The transferor is called the ‘mortgagor’ and the transfercc a ‘morigagee’ the principal
moncy and interest of which payment is secured is called morigage money and the
instrument by which the transfer is effected s called the ‘mortgage deed’.

(a} Ingredients of Morigage

From the above definition of mertgage, the following are the requirements of a

mortgape:

(1) There should be transfer of interest in the property by the mortgagor {the owner or
lessor).

(i) The transfer shonld be to secure the money paid or (o be paid by way of loan.
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{(b) Various Types of Morigage

The Transfer of Property Act contemplates six dillerent kinds of mortgages. They are:
{1) Stmple mortgage

(i1) Mortgage by conditional sale

(31} Usufructuary mortgage

{(iv) English mortgage

{v) Maortgage by deposit of titie deeds {Equitable mortgage)

(vl) Anomalous mortgage

{c) Charge and Mortgage Distinguished

There 1s a clear distinction between a mortgage and a charge, the former being a
transfer of an interest in iImmoveable property as a security for the Toan whercas the
latter is not a transfer. though it i1s nonetheless a security for (he payment of an
amount.

A mortgage deed includes every instrument whercby for the purpose of securing
imoney advanced, or to be advaaced, by way of loan, or an existing or futurc debl, one
person transfers, ov creates in favour of another, a night over a specified property.

6.8 CHARGE

Charge denotes an impediment over the title of the property, i.c., when the charge is
created on an asset, the asset 1s noi allowed o be sold or transferred. Basically, there
are threc ways through which charge s created on the property, that ure classified
according to thc mowvability of the asset, i.c. On movable property, the charge 1s
crcated by way of pledge or hypothecation, whercas when the charge is created on an
immovable assel, then it is known as Mortgage.

The basic purpose of creating a charpe is to gain financial assisiance from the lending
institution. There are many stdents, who juxtapose charge and mortgage, but they are
different, The formex 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 company al present as well as the asscts in
future are charged for the purpose. A mortgage deed is executed by the company. The
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 the company. The deed may give a right to the debenture holder to nominate a
dircctor as one of the Board of Directors. If the company fails 10 pay the principal
amount and the interest thereon, thev have the right 1o recover the same from the
asscis morigaged.

6.8.1 Fixed and Floating Charges

Fixed charge is a charge on deflinite or specific property. 1.¢., the charge attaches to the
property that is identified at the time when the charge is created, e.g., land, heavy
machinery, buildings. The cssence of fixed charge is that though the possession of the
specificd asset is with the company but the legal title belongs to the holders of the
charge.

The conseguence of this charge is that the company cannot dispose of that assct, free
of charge, without the consent of the holders of the charge. Even if it 15 disposed of,
ithe 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 wade, company will not be able o deal
in that, This would limit the company’s powers to borrow. Hence a floating charge, is
generally. created on assets such as stock-in-trade.

Floating charpe. on the other hand, is not aitached to definite property but covers
property ol a flucluating type, e.g.. stock-in-trade. The characteristics of a floating
charge are: (1) It 15 a charge on a class of assets, present and future; (2} The class of
assets charped s one which in the ordinary course of business, is changing from tme
to time; (1) Until some steps are taken te enforce the charge, the company may
continue ta dead with the assets charged in the ordinary course of busingss.

No particular form of words ts necessary to create a floating charge. Any words which
show an intention to allow the company to continue to deal with the assets by sale,
[case, morigage, clc,, m the course of its business will create a floating charge. The
advantage. of such charge is that the company may continue to deal with the property
charged.

Whether o charge 1s a fixed charge or a floating charge will depend upon the words
used i the document ¢reating the charge; the essence of floating chatge heing the
freedom of the horrower to use the assets charged, in the ordinary course of s
business. kt can cven ereate a specific morigage of the property, already subject 1o a
floating charge. without the consent of the holders of the charge and the registered
mortgagee shal) have prinrdy over the charge [ Wheatley v. Sibstone Co. (1855) 29Ch.
D.713]. Bul a company cannor, however, create a further floating charge on the same
asscts to rank in priority to o1 part passu with the existing charge unless such power
has been reserved by the company [Re Benjamin Cope & Sons (1914) 1 Ch. §00)].
Before crvstallisation of the floating charge 4 company may even sell the whole of the
undcriaking it that is one of the object specified in the inemorandum [Re Borax Co.
(Y801 | Ch. 326). Where, however, a specific charge is made expressly subject to
RMoating charpe, the former is postponed as from the date when the later is crystalhsed
(Rc Robert Stephenson & Co. Lid. (1913 107 L.T. 33].

A floating charge can be created only by an incorporated body, It is created by a decd
and most be registered with the Registrar.

Crystallisation of a floating charge. A floating charge crystalliscs and becomes fixed
in the following circumstances: (1) When the company gocs into tiquidation; or (2}
When the coinpany ceascs to carTy on business; or (3) When the debenture holders
iake steps to enforce their security, e.g., by appointing a recciver, ctc.. on default by
the company to pay principal and interest.

Effects of winding up an floating charge. (A) According to Section 123, the debts,
which are entitted to a preferential payment in the event of the winding up of a
company under Section 53t get prionty over the clavms of the debenturc hoklers
having a floaling charge, cven though the company is not in the course of winding up.
(B} Where company is boing wound up, a floating charge on the undenaking or
properly of (e company created withan 12 months tmmediaicly preceding the
cotnmencement of the winwing up shall be void unless: (1) The company was soivent
immediatcly after the charge was created; and {2} The amount wuas pad to the
company in cash at the time of or subscquently to the creation of and in consideration
for, the charge together with interest on that amount at the rate of 3% per annum or
such other rate as prescribed by the Central Govermnent.

The object of the above provigion is Lo prolubit imsolvent companics from creatmg any
floating charge on their assets with a view to secure past debts to the prepjudice of
unsecurcd creditors,
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6.8.2 Registration of Charges (Section 125)

Section 125 requires that the [ollowing charges must be registered with the Registrar
within 30 days afler the datc of their creation; (i} a charge for the purpose of securing
any issuc of debentures; (ii) a charge on uncalled share capital of the company; (ii1) a
charge on any immovable property; (1v) a charge on any book debts of the company;
(v) a charge not being a pledge on any movable propeny of the company; (vi) a
floating charge on the undertaking or any property of the company including stock in
trade; (vi1) a charge on calls madc but not paid; {viit} a charge on a ship or any share
in a ship; (1x) a charge on guodwill, or a patent or a licence under a patent, or a wade
mark or a licence under a trade mark; or a copyright or a licence under a copyright.

The Registrar may, however, allow the registration of a charge within 30 days next
following the expiry of the sawd peried of 30 days on payment of specified additional
fee, if the company satisfies the Registrar that it had sufficient causc for not filing the
rcquircd particulars or nstrument. cte., within that period.

It 15 the duty of the company to send thc above particulars to the Registrar but
registration may also be effected on the application of the creditor. The creditor may
in such a casc recover the regisiration fee from the company (Section 134).

Effect of non-registration

. In case a repistrable charge 1s not registered within the prescribed time, it becomes
void (i) against the liguidator; and (11} any creditor of the company. Howcver, the
charge shall not be void against a purchaser of the properties charged [State Bank
of Indha v. Vishwaniravar (P) Ltd. (1987} 3 Comp. L.J. 171].

2. Howevcr, the debt, in respect of which the charge was given remains valid, that is,
if cun always be recovered as an unsecured debt,

3. Another effect of non-tegistration ot a charge is that tbe money secured Lhereby
becomes immediately payable.

Besides, company and every officer may be subjcoted 1o a penalty upto I500 for every
day during which the defaukt conlinues.

0.8.3 Miscellaneous Provisions as Regards Charges

1. Date of notice of charge (Section 126). Where any charge on any property of a
company required Lo be registered under Seetion 125 has been so registered, any
person acquiring such property or any patt thereof or any share of interest (herein
shall be deemed to have notice of the charge as from the date of such registration.

2. Register of chargeys to be kept by registrur (Section 130). The Regisirar shall with
respect to cach company causc Lo be kept a register containing all the charges
requiring rcgistration and shall on payment of the prescribed fee, cause to enier in
the Register with respect to every such charge the following particulars: (1) the
date of its creation: (1i) (he amount secured by the charge; (in) short particulars of
the property charged; und {iv) the persons entitled to the charge.

In casc of a charge Lo the hencfit of which the holders of a scries of debentures arc
entitled, the particulars 1o be cntered in the Register are: (1) the total amount
securcd by the whole series; (11) the dates of the resolutions authorising the issuc
of the serics and the date of the covering deed, if any, by which the security 1s
created or defined; (i) a general description of the property charged; (iv) the
names of the trustee, if any, for the debenturcholders; and (v) the amount or rate
percent of the comumission or discount; if any, paid to any person subscribing or
procuring subscriptions for any debentures of the company (Sections.]128 and
129),



The Repister so kept shall be open to inspection by any person on pavment of a
fee of one rupee for cach inspection.

Index to Register of Charges (Section 131). The Registrar shall give 3 certificate
under his hand of the registration of any charge registered with him stating the
amount thereby secured. The certificate shall be conclusive evidence that the
requirements of the Act as to registration have been complied with.

Modification of Charges (Section 135). Section 135 provides that whenever the
icrms or conditions, or the extent and operauon, of any charpe registered are
modified, 1 shall be the duty of the company to send to the Registrar ihe
particulars of such modification within 30 days.

tt may be noted that under Section 134, a charge can be filed by the company or
by any person interested in the charge, However, under Section 135, modification
of a charge can only he [iied by the company.

What Constitutes Modification. The term ‘modification’ includes variation of any
of the terms of the agreement including variation of rate of int¢rest which may be
by mutual agreement or by operation of law. Even if the rights ol u charge holder
are assigned to a third party, 0 wilt be regarded as a modificabon Likewise,
partial rclease of the charge on a particular assct or property, shall amount to
modification of the charge.

The memorundum of sofisfaction (Sections 138 ro 140). On pavment or
salisfaction ot any charge. 1 full, the company must nelify the (et 1o the
Registrar within 30 days (rom the datc of such payment or saustaction. The
Registrar shall, on rcceipt of such intimation causc a notice 10 be sent to the holdey
of the charge calling upon to show cause within a ime specified in such notice
{but not exceeding 14 davs) as to why payment or zatisfaction shouid not be
revorded as inugnated to the Registrar. If no cause is shown, the Registrar shall
order that @ memorandum of satisfaction shall be entered in the Regisler ot
Charges.

But if cause ts shown, the Registrar shall recard a note to that etfect in the
Regaster and shall inform the company that he has done so. The Registrar may
also record memeorandum of satisfaction cven if go intunation has been teccived
by him from the company on getting evidence to his salisfaction that any
registered charge hax been satisficd in whole or in part.

Where the Regsirar eniers a mcemorandum of satisfaction as above, he shall
furnish the company with a copy of the memorandum of satisfaciton (Section
140).

Rectification of register of charges by Central Government (Section 14]). The
Central Govermment 15 empowered (0 extend ume {or the registzation of the
charge or to ordur that the onussion or misstatement in the Register of Charges be
rectified. The persons who may apply te the Central Government for such an order
are the company ar any interested person. The Central Government has to be
satisfied that the failure to register the charge or the omission or mmsstatement:
{a} was accidental; or (b) was duc to inadvertence or some other suilicient cause;
or (¢) is not of a nature as 1o prejudice the position of creditors or sharcholders of
the company: or (d) that on other grounds i is just and equuable to gram rclief.

Where the Central Government extends the time for the registrabon of a charge,
the order shall not prcjudice any rights acquired 1n respect of the property
concerned belore the charge is actually registered.
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8. Company’s register of charges (Section 143). Every company must keep at its
registered office a Register of Charges and enter therein all charges specifically
affecting praperty of the company and all floating charges on the undertaking or
on any property ol the company. giving \n each casc: (a) a short description of the
property chargead; (b) the amount of the charge; and {c) thc names of the persons
entitled Lo charge,

if any oflicer of the company knowingly omits or wilfully authorises or permits the
ornission of any of the above entries, he shall be punishable with fine which may
extend to 5,000.

Effects of Registration: Once a charge is registered. it acts as a notice to the public at
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 nol aware that a charpe was created
against the property. That person will be entitled to the property subject to the interest
of the charge holder, Once certificate of charpge is issued by the Registear, it 1s
conclusive cvidence that the document creating the charge is properly repistered.

Modification of Charge: Wherever the terms and condittons or the cxtent of the
opecration of any registered charpe is modified, the company is required to file the
particulars of modification within 30 days thercof with the Repistrar of Companies.

Particulars to be filed with registrar:

(1) Datc and descnption of investment creating charge.

{1i) Amount secured by charge.

{(1i1) Particulars of property charped.

{1v) Terms and conditions and extent of operation of charge.

(v) Namg, address and description of investment modifying the charges.

{vi) Particulars of modification.

Gavernment Stock and Investment Company v. Manila Railway Company

In Government Stock Investmend Co. Lid. v. Manila Ratlway Co. Ltd., (1897) A.C.
81. the dcbentures created a floating charge. Three months’ intercst became duc but
the dehenture holders took no steps and so the charge did not erystallize but remained
flouting. The company then made a martgage of a specific part of its property. Held,
the mortgagee had priority. The security for the debentures remained mercly a {loating
security as the debenture holders had taken no steps to enforce their security.

6.9 BORROWING POWER OF COMPANY

Lvery trading company has an jmplied power {0 borrow but it is wise to mclude an
capress power to borrow in Lhe objects clausc of the memorandum. Non-lrading
campanies, however, must be expressly anthorised to borwow by their memorandum.

A power to borrow, whether express or implied, includes the power to charge the
assefs of the company by way of security to the lender.

The Companies Act does not cxpressly cmpower companies to borrow money.
Therefore, most of the companics expressly provide [or such borrowing powers in the
memnorandum. In such cases, wherc memorandum authorises the company to borrow,
the Articles provide as to how and by whom these powcers shall be exercised. It may
also fix up the maximum amount which can be borrowed by the company.

Exercise of borrowing powers. A public company cannot exercise its borrowing
powers until it secures the certificate to commence business [Scetion 149 (1)), A



private company may, howecr, exercise the borrowing powers immcediately afer ils
incorporation.

The power to borrow money is penerally exercised by the dircctors bot Arhicles
normally provide for ceriain restrictions on their power to borrow. Section 293 also
limits the directors™ power to botrow, 1o the aggicgate of the paid up capial of the
company and its free reserves apant from temporary loans obtained from the
company’s bankers in the ordinary course of business,

The powers of a company are determined by the memorandurn and the articles ol

association. Therefore a company can borrow money, and if 50 to what extent, are

matters depending upen the interpretation of thesc two ducuments.

Generally borrowing powers of a company arc determined by the memarandum and
the articles of association. That is why, depending upon the provisiens of these twa
documents, a company, can borrow moncy. The memorandumn and amicles of a
company may Imposce some restrictions an borrowing power of the company.

In such a case, the company is to sirictly obscrve thesc restrictions. Bcecause,
“homowing in cxcess of the limits laid down by the articles is ultra vires the company
and not binding on it

As the conunercsul (ransactions necessarily involve the giving and taking of credit, so
a trading company has an implied power to borraw.,

Ol course, such typc of implied power is not entrusted 10 any non-trading company. in
case of non-trading company, if thetr memorandum and articles do not permit to
borrow mmoney, then Lheir provisions of memorandum and articles should be akered
before taking any step to borrow money.

Where the memo and the artcles give the power to borrow, loans may be tahen in any
one or more of the tollowing ways: mortgage of nmmovable propetties of the
company; hyputhecation ar morgage of movable goods. including siock in (rade and,
furniture; charge on uncalled capital: (oating charge on all the assets of the company:
motigage of book debts; promissory notes, hundics and bills of exchange; debentures
and debenture stock: charge on palents, licenses and copyrights and goodwill;
overdrawing the company's bunking accounts.

Unless any of the following ways of borrowing money is protubited. the company can
take uny one of thein as a way of borrowing moncy, subject 1o powet given by the
memorandum and articlcs ta borrow money.

{1 Mortgage of imunovablc properties of the company.

(11} Hypothecation on mortgage of movable goods, including stock n trade and
furniture, charge on uncalled capital. floating charge on all the assets of the
company, morigage of book debts, promissory notes, hundics and bill of
exchanges, debentures and debenture stock, charge on patents, licences and
copyrights and goodwill, etc.

A company cannot borrow money on the security of itz books ot account becausc of
the fact that these books of account are to be kept in the registercd office and they are
open for inspection. Besides on he security of the reserve capnal, no company can
borrow moncy.

Section 180 of the Companics Act, 2013 corresponds Lo section 293 of the compames
Act, 1956 and the said section has been brought inte cffect from 12th September 2013.

The varlier scction 293 and the ncw section 180 pertained to powers of the Board ol
Directors which can be cxcrcised only at a general meeting by way of special
resolution to be passed for the purpose. Scction 293(1)(d) pertained 0 botrowing
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powers of the companies 1.¢., the amount upto which the companies could borrow was
laid down in the special resolution which was approved by the members in the gencral
meeting,

Companies are allowed to borrow any sums of monies upta the paid up share capital
and free reservcs of the compaiy. Any borrowal in excess of the combination of thesc
two limils 1.g, paid up share capital and frec reserves required approval of the
members ip the general meeting by way of special resolution. Typically companics
passed an omnibus resolution securing approval for T X amount which was way abovc
the paid up share capital and [ree reserves of Lhe company but sufficient for the
purposes of thc company.

Section 293 of the Companies Act, 1956 was applicable only to public companies i.c.,
privatc limited companies were cxempted. from this requirement and therefore they
¢ouid borrow any sums of money upto any limt without the need of seeking any
approval from the members of the company.

Now Section 180 15 applicable to all companies 1.e., public as well as privatc. So now
onwards even private companies have to seek the approval of their members if they
arc intending to borrow monics in excess of their paid up share capital and frec
FESEIrves.

The relevant section 180¢1}(¢) states as follows:

180 (1) The Board of Directors of a company shall excrcisc the following powers
only with the consent of the company by a special resolution, namely:

(¢} tv borrow monecy, where the money to he borrowed, together with the
mency already borvowed by the company will cxceed aggregate ol its paid-up sharc
capital and free rescrves, apart [rom temporary loans obtained from the company’s
bankers in the ordinary coursc of business:

Provided that the acceptance by a banking company, in the ordinary course of its
business, of deposits of moncy from the public, repayablc on demand or
otherwise, and withdrawable by cheque, draft, order or otherwise, shall not be deemed
to be a borrowing of monies by the banking company within the meaning of this
clause.

Explanation—For the purposes of this clause, the cxpression “temporary
lpans” means loans repayable on demand or within six months [rom the date of the
loan such as short-term, cash credit arrangements, the discounting of bills and the
issue of other short-term loans of a seasonal character, but does not include |oans
raised for the purpose of financial expenditure of 3 capital naturc;

Livery special resolution passed by the company in general mecting i relation to the
exercise of the powers referred to in clausc (¢) of sub-section (1) shall specify the
total amount up to which monies may be borrowed by the Board of Directors,

No debt incurred by Lhe company in excess of the Iimit imposed by clause (¢} of sub-
section (1) shall be valid or effectual, unless the lender proves thal he advanced the
loan in good faith and without knowledge that the imit imposcd by that clause had
been cxceeded.

Staturory Limitations on Borrowing

. The Companies Act prohibits the directors to borrow money beyond the aggregalc
of the paid-up capital and its reserves.

!\J

Borrowing by a company may be ultra vircs the company or mtra vires the
company but ultra vires the directors,



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 to borrow or borrows bevond the limit fixed by the
Memarandum or Articles. Any such loan to the company is null and void and docs not
credte an achionabic debt. However, the following remedies shall be available to such
a lender:

. Injunction and Recovery. 1f the money. assets, property, etc., purchased with
such money is identifiable and arc still in the posscssion of the company, the
lender can obtain an mjunction to restrain the company from parting with them
and scek a tracing order to trace and recover them.

i

Subrogation. 1l the borrowed money was applied in payment of lawful creditors
of the company, the lender can subrogate to the rights of those creditors, i.c.. he
will step into the shocs of the old creditors for the purpose of recovering his
money [Sinclair v. Brovgham (1914) A.C 398]. However, he shall not have any
priority over other creditors even if the debls paid off had priority [Re. Wirexian
Mold & Colmmalt’'s Quou Rlv (1899 1Ch. 440).

3. Suit aguinst the Directors. The lender may claim damages from the directors and
suc them personally for a breach of warranty of authamity [#irbank’s Executors v.
Hmphrevs (1866} 18 O.8.0.64]. But if the fact that the company has no powers
10 borrow was apparent upon reference lo the company s memorandum or articles,
the lender shall not be entitled to claim damages from directors upon this ground
as he was not misled because he s deemed to have knowledge of these public
documents [Ranshdall v. Ford (1%66) ER.Q Fg Cax 730

6.9.2 Borrowing Intra Vires the Company but Ultra Vires the Directors

[f the borTowng is in excess merely of the power of directors but not of the company,
e.g.. where the articles provide that the directors shall bave power to borow only upto
¥2.00,000 and for borrowing bevond this amount prior approval of the sharehollers in
general body meeting must be obtained any borrowing beyond 32,00,000 without
shareholders' approval (i.c., vltra vires the direetors) ean be rahified and rendered valid
by the company. If ratified. the loan shall hecome perfectly valid and binding upon the
company. However, even where the company refuses (o ratify the directors’ act, the
‘doctrine of indoor management’ shal! protect a lender provided hie can establish that
he advanced the muncy in good faith. The company may in lum procced against the
directors and claim indemnity.

6.9.3 Other Restrictions on the Borrowing Powers of 1he Board

The Board can cxercise the following powers, mter alia, only by mcans of resolutions
passed at Board meeting and not by the circulation of resolution: {i) the power Lo 155ue
debentures, {11} the power 1o borrow maoneys otherwise than vn debentures. The Board
may. however, by a resoluhon passed al a mecting, delegate the power in (11) above, to
any commiltce of direclogs, the managing director, Lthe manager or any other principal
officcr of the company. mentroming therein the Hmit up to which amount can be
borrowed by the delegatec, Also the Act ecmpowers the company in general meenung to
impose restrictions and conditions an the powers of the Board 1o i1ssue debentures and
borrow money.

6.9.4 Procedure for Delegating Powers to Borrow Monies otherwise than
on Dehentures

Section 292 empowers the Board to horrow moncy on behall of the company by
means of resolution passed at the mecting of the Board. Howcver, Section 292(1)
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permits the Board 1o delegate, by means of a resolution passed at a mesting, 1o a
commitice of diccctors, the manager or any other principal officer of the company, the
power to borrow money otherwise than on debentures,

Section 292(2) further prowides that cvery resolution delegating the power referred to
above relating to the power to borrow money otherwise than on debentures must
specify the total amount outstanding at any onc fime up to which money may be
borrowed by the delegate. In case, company has a branch office, the power 10 borrow
as referred to above may be delegated to the principal officer of such branch,

Thus, to sumumanse, the company should follow the following procedure for
delegating s power to borrow money otherwise than on debentures: (1) Convene a
meeting of the Board of direclors. (2 Linsure that every director gets the proper notice
of the mecting along with the agenda. (3) Pass a resolution in the Board’s mecting
delegating the stated power to the desired official of the company. (4) Ensurc that the
resolution does state the maximuwm amount that the official shall be allowed to borrow.

— heck Your Progress

Fill in the blanks:

A and 1s an acknowlcdgement given by the
firm for having received a suim of amount as debt,

2, A debenture 15 an instrument issuwed by the company under its
acknowiedging a debt and setting [orth the terms
under which they are issued and are (o be paid.

3. Company should create equivalent 10 atieast 50
percent of the amount of issue beforc comunencement of repayment of
debenture.

4. 18 the same as zero coupon bonds but it is issued at
a deep discount from its redcemabie (matunty) vatuc.

5. 15 4 charge on definite ar specific property, ie.. the
charge attaches to the property that is identilied at the time when the
charge is crealed, e.g., land, heavy machinery, buildings.

6.10 LET US SUM UP

® Every trading company has an implicd power to borrow. However, a public
company cannol excrcise its borowing powers until it obtains the ceruficate to
comumence business.

¢ A company may issuc debenturcs for the purposc of borrowing moncey. The term
‘debenture’ means a document acknowledging a loan made to the company and
providing for the pavment of interest on the sum borrowed until the debenture is
redcemed.

& Dcbenturcs arc commonly issued in a similar manner as shares by means of a
prospectus inviting applications. Debenture may, be issued at par, at a premium or
at a discount.

® There arc dilfercnt kinds of debenture. viz. (1) Bearer, (i) registered:
(111} redeemable, and {iv) convertible.



¢ A company's power (o borrow includes the power to charge the assets of the
company by way of security to the lender. This charge may either be a fixed
charge or a floaling charge.

¢ A fixed charge 15 a charge on definute or specilic assets of the company. These
assets are identified at the time the charge is created Floating charge, on the other
hand, 1s not attached to any specitic assets, but is a charge on asscts — present and
future.

® Floating charge 1s gencrally created on the class of assets, whicl in the ordimary
course of business, are changing from time to time. Thus stock-in-trade s the best
¢xample of assct on which a floating charge is created.

® Inthe case of fixed charge, a company cannot dispose of the asset, free of charge,
without the consent of the holders of that charge. On the other hand, in the casc of
a floaling charge. the company can disposc of the assct, 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 T20 lacs against hypothecation of
stawks. The retutns prescribed in this regard were not filed with the Registrar. Advise
the Jender and the borrower of the implications.

6.12 KEYWORDS

Debenture: ‘Debenture” includes dehenture stock, bonds and any other securities of 3
company, whether constituting a charge on the company’'s assets or not.

Convertible Debenture: 1t is that debenture which includes an oplion ta the
dechentureholder (0 convert it into equity or preference share at a stated rate of
exchange, after a cenain peoud.

Fixed Charge: Ttk a charge on specific asscts of the company, identilted at the tine
ot ereation of the charge.

Floaring Charge: Tt 1s charge not on any specific assets of the company, but is a
charge on assets present and future of the company.

6.13 QUESTIONS FOR DISCUSSION

1. What arc the legal requirements which 2 company must comply with while
barrowing?

2. What is ultra vires borrowing? What remedies arc available ta a lender if a
company resarls to ullra vires borrowing?

3. What 15 a debenturc? What are the different kinds of debentures that may be
issued by a company” Distinguish between a share and a debenture.

4. What s a floutimg charge? Explain the circumstances in which a *Moating charge’
becomes fixed.

5. Distinguish between (loating and fixed charge.
6. Whal charges are registered under the Companies Act, 19567
7. What is the 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.”
Discuss,

Check Your Progress: Model Answer

1. Debenture. bond

g

Commuon scal

Dividend Redemption Rescrve (DRR)

L

4. Decp discount bond

L

Fixed charge
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7.0 AIMS AND OBJECTIVES

After studying this lesson, vou should be able to;

® [cscribe about directors

® Identify the legal provisions of dircctors

® Discuss about managing dircetor und whole nme dircelor
e Explain the appointment of directors

e Discuss the compensation to directors tor loss of office
® ldentify the remuneration of managerial personnel

® Discuss the meetings of directors

® State the powers, duttes and liabilitics of the board of directors

7.1 INTRODUCTION

A company being an artificial person acts thiough human agency. Accordingly. under
the Act. it is necessary {oy cvery company o have a Board of Directors, In addihon to
this, the following categorics of managerial personnel may be appointed {Section 197-
A). (1) Managing Director; or {ii} Manager. But Section 197A does not prohibit the
employment of other managerial personnel such as executives or wholetime directors,
which do not come within the term *managing dircetor” or “manager”.

The execcutive management of a company is responsible for the dav o day
management of a company. The Companies Act, 2013 has uscd the term key
managemnent personncl to define the executive management,

The key management personnel arc the pomt ol first contact between the company and
its stakeholders.

While the Board of Directors are responsible for providing the oversight, it is the key
management personnc) who ure tesponsible for not just laving down the suategies as
well as its implementation.

Chapter X111 of the Companies Act, 2015 read with Companies (Appowmntment and
Remuneration of Managerial Personnel) Rules, 2014 decal with the legal and
procedural aspects of appointment of Key Munaggerial Personnel mcluding Managing
Director, Whole-time Director or Manager, managenial remuneration, secretarial audit,
etc.



The Companics Act, 2013 has for the first time recognised the concept of Key BNty
Munagerial Personncl. As per scction 2451} “key managerial personnel”, in relation (o Dieectors
a company, imeans:

{1) The Chiel Lxecuiive Officor or the Managing Director or the Manager;
(1} The Company Secrctary;

{in1) The Whole-time Dircetor;

t1vi The Chief Financial Officer; and

{v) Such other efficer as may be preseribed.

7.2 MEANING OF DIRECTORS

Scction 2(13) defincs & director as including “any person occupying the position of
director, by whatcver name called”. This is a defmition hased purely on function; a
person 1s a director if he does whatever a dircctor normally does. But the Act gives no
further guidance on the function, dutics and position of a director.

In reality, directors are the pusons who dircct, conduct, manage or superintend a
company’s affairs Section 291 has entrusted the management of the affairs of the
company 1n thewr hands. They chalk-out the pencral policy of the company within the
framework of the Memorandum ot the company. They appoint the company's officers
and recommend the rate of Jividend. The directors of company are collectively
referred o as the “Bueard of Directors’

The exact position of “director” 1y hard to define, as no furmal definition, cither
stalutory or judicial, of the term has been given. However, judicual pronouncements
have described them as (1Y agents, (u) trusiees, or {ui} managing partners.

The directors act as agents of the company and the ordinary rules of agency apply.
They exercise the powers and are subjeet to duties within the framework of the
comparny's Articles, and the Act. For imstance, they may make contracts on behalf of
the company and they will not be personaily Liable ag long as they act within Lhe scope
of their authonty.

But if they contract in their own name, or fail to exclude personal lfiabiliy, they also
will be liable. If the directors excecd their authority, the same act may b ratificd by
the company. But if they do something heyond whe objects clausc of the company,
then the acl is wltrg vires und the company cannol ratify the same, But dircctors are
nut agents for the individoal sharcholders; they are the agents of the company - the
artificial persnn,

The directors have also been desevibed as trustees. But they are not trustees in the full
sense of the term in as much as ne proprietary rights of the company's property arc
wansferred to them and therefore, they enter into contracts on hehalf of the compuny
and in the name of the company.

On the other hand. in the case of a trust, the Jegal ownership of the trust property 15
transferred 1o the trustee and therclore, he can enler into contract in his own name, but
whatever he does, he docs for the benehit of the benchioarics.

Although directors are not nustees in the teal sense of the ternu they occupy an office of the
trust and are in cgitawn respects mn the posiion of trustees for the company. Such cases arc:

(1) They are trustees of money which comes to their hands or which 1s actually undex
their contrel. If they misapply company’s money, tbey have to make good the
same as if they were trustees,

{ii) They are trustees [or exercising powers conferrcd on them for the benefit of the
company. For instance, powers to allot shares, to make calls, forfeit shares should
be exercised bona fide in the intercsts of the company.






7.3.3 Individuals to be Directors

No body corporate. association or firrn shall be appointed director of any company.
Only an indiidual can be a director (Section 253).

Director Identification Number ete.: The Companies {(Amendmenty Act, 2006 has
amended Section 253, and inserted new sections 266A. 266B, 266C, 266D, 266L.
266F and 2660 These arc summarised below:

1.

6.

Amendment of Section 233. A proviso to Section 253 now provides that no
company shall appoint or rcappoint any individual as direvtor of the company
unless he has been alloticd a Director 1dentification Number {DIN) under Section
266B.

Application for allotment of DIN (Section 266-). An application for allotment of
DIN has to be made to the Central Governument for allotment of DIN by the
following:

{a) Anindividual, intending to be appointed as director of a company; or

(b) The director of a company appointed before the commencement of the
Companics ( Amendinent) Act, 2006

In (i} case, the apphication to the Central Goverrunent for the alloiment of DIN
has 0 be made within 60 days of the commencement of the Act.

Further every applicanl, who has madc an application under this section o
alloiment of DIN may he appoinicd as a director in a company or, hold oflice as
director 1in a company hll such ime such applicant has been allotied DIN.

Allotment of DIN (Section 266B): The Central Goverunent shall, within one
month (rom the receipt of the application under Section 266A. allol a DIN to an
applicant.

Prohibition to ohtain more than one DIN: No individual, who had already been
allotted a DIN undcer Scetion 266B, shall apply, obtain or possess another DIN.

Obligation of director to intimate DIN to concerned Company or Companies
(Section 266D): Every existing director shall, within one month of the recapl of
DIN from the Central Government, intimate his DIN to the company or all
companics wherein he 1s a director.

Obligation of company to inform DIN to Registrar (Section 266E): This section
provides that every company shall, within one week of the receipt of intimalion
under Section 266D, furmsh the DIN of all its directors to the Registrar or any
other ofTicer or authority, as may be specified by the Central Government.

Obligation ro indicare DIN (Section 266F): This section provides that every
persan or cumpany, while furnishing any return, information or parttculary as are
requircd o be Rurnished under the Act, shall quote the DIN in such return.
information or particulars 0 case such return, information or particulars relate o
the director or contain any reference of the director.

Penalty for contravention af provisions of Sections 2664, 266C, 266D or 266E,
{Seceion 266G} I any individual or dircctor, referred to in Section 2664 or 2660
or 266D or a compuny referred to in Section 266E. contravenes any ol the
provisions of 1hose sectwons, every such individual or dwector of the company, a3
the casc may be, who or which, 15 in default, shall be punishablc wath (ine which
may extend to 5000 and where the contravention is continuing one with a further
finc which may exiend 1o T500 for every day after the first during which the
contraveniion continues.
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7.3.5 Qualifications and Disqualifications of Directors

onal qualifications for the
the directors. So, uness the
a director need not be 2

The Act has not prescehed any academic of p_rofesm
directors. Also, the Act imposes no share gualification on
company’s Atticles contain a provision to that effect,
sharcholder unless he wishes to be one votuntarily.

But the Asticles usually provide for a minimum share qualification. Where a sharc
gualification is fixed by the Articles of a company, the Act provides (Scction 27m
that: {i} it must be disclosed 1n the prospectus; (3i) each director mus! fake bis
qualification shares within two months after his appointment; (i) the notiopal value
of the qualification shares musi not exceed T5.000 or the nominal value of the one

share where it exceeds 75,000; (iv) share warrants will not count for purposes of share
qualification.

ifa dircf::tor fails to obtain his sharc qualification withio iwo months, he vacates oftice
uutomatlgaily on the expiry of two manths from the date of s appointment and if he
acts as director afrer the expiry of two months without taking the qualification shares,

l;gzl)s fiable to a fine up to T50 for every day until he stops acting as such (Section

However, the anticles of a company canaol compel a person to held gualification
shares before he is elected 2 director nor can Lhey require him to obtain gualification
shares within a shorter period than two months after his sppeintment and if an

provistons to this effect 15 made n the Articles, it shall be void. !

The effect of this provision is that, if the company is waound up during this period of
tWo rrfonths, the director cannot be placed in the list of contributories, in as much as
ihm’f I8 10 express of woplicd contract urder which he would be bound to take the
quatification shares, since his name cannot be put on the register of members valess he



Howevcr, a private company which is not a subsidiary of a pubhic company may, by
18 Aniicles, provide additional qualifications for a director, such as, a person must be a
B.Com. or holding a fixed deposit receipt in his own name ssued by the company.

Secuon 274 has laid down cerlain disqualifications and 1hercfore, the following
persons ar¢ incapable of being appointed directors of any company:

{1) A person found by the court to be of uasound mind,
(11} Anundischarged insolvent;
{u1} A persun who has applied to be adjudged an insolvent;

{iv) A person who has been convicted anywhere in the world for an offcnee mvolving
moral turpitude and sentenced in respect thercof to impuisonment [or not [ess
than x1x months and 2 period of {ive ycars has not elapsed froro the date of 1he
expiry ot the sentence;

(v} A person who has failed to pay calls on shares for stx smonths froni the date fixed
for the payment;

(vi} A person who has been disqualified by court undar Section 203 which cinpowers
the court 1o restrain fraudulent persons from managing companies;

{v11} Such person is alrcady a director of a public company which, (a) has not filed the
annual aceounts and annual returns for any continuous three finapciad vears; or
(b} has lailed lo vepay its depositor interest here on due date or redeem its
debentures on duc date or pay dividend and such farlure continucs lor one vear or
morc. Further such person shall not be eligible to be appmnted as 2 direclor of
any other public company for a period of 5 years from 1he date on which such
publtc company, in which he is a dirccior. futled 10 {ile annual accounts and
annual returns under (a) above or bas fatled to repay us deposit or interest or
rcdeem its debentures on due date or pay dividend reterred o in (b)

The drsqualifications incntioned under (iv) and {v) above may be removed by the
Central Government by a notification in the Offictal Garette. On the other hand, a
private comnpany may provide in its Aricles that a person shall be disguahiicd tor
appointinent as dicector on apy other additional ground. However, a subsidiary private
company or a public company cannot, by its Articles, provide for any additional
disqualifications.

Minor as @ director. In the case of a minor, thaugh there 1 no provision in the Act,
expressly disqualifying him, as he is not competent to contract. he cannot file enher
wilh the company or with the Registear any vahd conseat to act as director, as required
by Scction 264, But as Section 264 applics only to pubhce connpanics there s nothing
prelubiing & minor being a director of a private compames,

Huwever, from a practical point of view a munor can be an ornamental director as he
cannot be party 10 any transaciion which requires competency (o contract - nor, {or the
same reason. can he be delegated any powers of the Board. He may posably vote on
all resolutions al Board meetings,

7.3.6 Vacation of Office of a Director

Section 283 provides for the office of the director becoming vacant on the happening
of cerizin contingencics. 1t provides thal the office of a dicevior shall become vacant
tf:

{ty  He s found to be of unsound mind by a competent court:

(1) He is adjudged msolvent;
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(1) e fails to obtain within two months of his appointment, or ceases to hofd at any
time theveafter his share qualification. if any;

(v} He is convicted of any offence involving moral wrpitude and sentenced to
imprisonanent for not less than six months;

(v} He fails to pay any call within six months [rom the last datc fixed [or the
payment;

(v1) He absents himsel{ from threc consccutive meetings of the Board of Direclors,
or from all meetings of the board for a continuous period of three months,
whichever 18 longer, without obtaining leave of absence from the Board;

(vi1) He becomes disqualificd by an order of the court under Section 203 which
restrains fraudulent persons from managing campanies;

(viil} He is removed in pursuance of Section 284 by an ordinary resclution of which
special notice was given;

(ix) Heaccepts a loan from the company in contravention of Section 293;

(x) He fails to disclose to the Board hus interest in any contract entered into by the
company as required by Section 299;

{(x3} If he became the director by virtue of an office, on coming to an end of that
office. A private company may provide additional grounds in its Articles for
vacation 0f office of a dircctar.

1f a person functioas as a dircctor after the office has become vacunt on account of any
of the disqualifications specified in (i) (o (xi), he shall be punishable with fine upto
T 500 [or everyday during the period he so functions.

7.3.7 Removal of Directors
A director ray be removed under Sections 284 or 38813-E.

Removal by shareholders: Section 284 provides that company may by ordinary
resolution passed in general meeting after special notice, remove a director betore the
expiry of his term of office. But the following ditectors cannol be removed by the
company in gencral mecting: {i) a dircctor appointed by the Central Government
under Section 408; {i1) a dircctor of a private company holding office for lifc on April
1, 1952; (i) director elected by the principle of proportional representation under
Sectian 265.

On recaipt of the specfal notice, the company must forthwith send a copy thercof to
the director concerncd to enable him o make a rcepresentation. If he makes a
represcntation in writing and requests the company fo notify it 10 the members, the
company must, unless it 15 received by it too late for it 10 send 1o the members, stale
the fuct of the representation in any notice of the resolution given 1o the members.

It should also send a copy of the representation to cvery member of the company to
whom notice of the mceting is sent. If the representation is not sent as aforesaid the
company must at the instance of the direcior concerned read it out at the mecting. The
director is also entitied to be heard on the resolution at the meeting.

The vacancy caused by the removal of a director may be [illed at the same mecting
and if so {illed, person appointed thereto will only hold office for the residue pernod of

the removed director.

If the vacancy is not filled by the compuny in general mecling, the Board of Directors
may (i1l il as if it were a casual vacancy in accordance with Section 262, but the Board
cannot appoint the removed director.



Removal by central government: The provisions of Sections 203 and 204 prohibil
certain persons from acting or being appointed as directors and provide for their
removal only if they werc vonvicied for offences tnvolving moral wmprtude, in all
those cascs conviction or inding of guilt by the court is the prercquisite for bringing
about vacation of office.

Strict proof of guilt in a criminal case is esscntial and very often such persons may
go scot-frec in spite of malpractices. The finding of the Tribunal will enable the
Central Goverament to take quick action agatnst persons wnvolved i cases of
fraud, ete. For this purpose a Chapter [V-A and Scctions 3888 to 38RE havc been
inserted in the Act.

Under Section 388B. the Cenfral Government has the power to make a referenec to the
Company Law Board agatnst any managerial personnet. The power can be exercised
where, 1n the opinion of the Cenfrat Government, there ire circumstance suggesting:

(8) Any person concerned in the conduct and management of the aflairs of a company
18 or has been guilly of fraud, misfeasance. peesistent negligence of default in
carrying out his obligations and functions under the law, ur breach of trust in
coniectton Lherewith or

(b) That the husincss of the company 1 not or has not been conducted and managed
by such persun in accordance with sound business principles or prudent
commercial practices; or

{c} That the business of the company 13 or has heen conducted or munaped by such
person 10 & nunner which is likeiv to causc or has m tact caused, senous injury or
damige to the mtercst of wade. industry or business to which such company
pertans; or

(d) That the business of the company 1s or has been conducted and managed by such
person with ap intent 10 defraud s creditors, members, or any other person or
otherwise [or a frauduleni or anlawful purpose or 1n a manner prejudrcial to public
interest,

The reference wmay be made by stating a case agamst the person aforesaid with a
request that the Company Law Board may inquire into the case, record finding as o
whether or not such person ts a fir and proper person to bold the office of director or
any vther office eonnected with the condoct and ianagement of any company.

The statement of the casc hy the Central Government should be o the form af an
application presented to the Company Law Board and the person against whom such
case ts stated and referred should he joined as a respunden 1o she application.

The application shonld contain a concise statcment of sach circumnstances and
matenials as the Central Governmenl may consider necessury for purpose of inquiry (o
be made by the Company Law Board. The application must be signed and venified in
the samne manner as a plaint in a suit by the Central Government under the Code of
Civil Procedurc.

Thereafier, the Company Law Board will kear the case against the respondent. At any
stage of the procecdings, the Company Law Board may allow the Central Government
to aiter or ankend the application 10 such manner and on such 1crms as may be just and
all such alterations and amendments shall be made as mmay be nocessary for the
purposc of determining the real question ut the inquiry (Section 388-B).

If during the pendency of the case of Company Luw Board finds 1l necessary, in the
intercst of the members or credilors of the company, it may, either on the application
of the Central Goverrunent or of its own motion, direct that the respondent shall not
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discharge any of the dutics of his officc until further orders and appoeint in his place
apother suitable person to discharge the dutics of the respondent.

This person who is temporarily appointed to discharge the duties in place of the
respondent will be regarded as a public servant within the meaning of Section 21 of
the Tndian Penal Code (Section 388-C3,

Al the conclusion of the hearing of the case, the Company Law Board shall record its
findings, stating Lhercin specifically as o whether or not respondent is a fit and proper
person to hold the oflice of director or any other office connected with the conduct
and managemtent of any company {Section 388-D).

On the basis of the aforesaid findiags. the Central Government may, by ovder, not-
withstanding any other proviswns contained i the Act, remove the delinguent
respondcent from his office [Section 38R-E{1)].

An order under Section 388F must nol be passed against any person unless he has
becn given a rcasonable opportunity 1o show cause agamst 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 Beard [Scction 388-E(2) and proviso
thereto].

Alfier the dclinquent person has been, by oeder, removed, he shail not hold any office
for a period of 5 years from the date of the order ot removal, nor will he be paid any
compensation for loss of office as a result of removal.

The time-fimit may, howevcer, be relaxed by the Central Government with the previous
concurrcnce of the Company Law Board, and the Cenual Government may
accordingly permit such person o hold the office of a director or any other office
connceted with the conduet and management ol the alfairs of the company even
belore the expiry of the period of § years.

On the removal of the puarson, the company may, with previots approval of the
Central Government, appoint another person to that offtce in accordance with the
provisiong of the Acl.

7.3.8 Resignation by a Director

There is nothing in the Act as to whether and by what procedure. a dircctor can resign,
The Act, however, indirectly recognises resignation (hrough the provisions in Section
318 onc of which is thai no direcior is entitled to compensation if he resigns his office.
InS.S. Lakshmana Pulai v. Registrar of Compantes (1977) 47 Comp. Cas. 652 (Mad),
it was held, that if there is a provision in the articles. resignation will take effect n
accordance with such proviston and if there is no provision, resignation will take
effecl in accordance with its terms. Notice may be writen or oval.

7.3.9 Directors not to Hold Office or Place of Profit

Section 314 imposes certain restrictions on the holding of office or place of profit in a
company by thc directors and their associates. Following is the summary ol
restricitons so provided:

l. No director of a company shall hold any office or place ol profit (carrying any
remuneration) under the company or iis subsidiary except with the consent of the
company by a special resolution. 1t shall, however, be sufficient if the special
resafution Is passed at the first general meeting hicld after such appointment.

A director shal] be deemed o hold an office or place of profit under the company
if the dircctor holding an office oblains from the company anythmg by way of
remuheration over and above the remuneration to which he is entitled as such
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director. Such remuncralion may he by way of salary, fees. comnussion.
perquisites. the right to occupy [rec of rent any prennses as a place of residence or
otherwisc,

Except by passing a special resolution. partner or relative of such direelor, no finn
in which such dircctor or a rclative of such director, is a partacr, no private
company of which such director js a dircctor or member and no duwector, or
manager of such a private company shall hold any oftice or place of profit
camrying u total monthly remuncration ol such sum as may be prescribed
{presently I3.000 per month). Again, special resolution may be passed at the first
gencral meeting after the uppointment made. Where, however, the afuresaid
apporntoent made without the knowledge of 1the director, the consent of the
company may be obtained cither in the general mecting aforcsard or within 3
months from the date of the appointiment, whichever is later,

However., a dircctor or any of his associatcs may be appointed as managing
direclor, manager, banker or trustee for the debentureholders of the company
withom sanction of speetul resolution, tf the remuncraiion received from such
subsidiary in respect of such office or placc of profil ts paid over to the company
or Hs holding compuny

For the alercsaid appointment of a dircetor or his associates, special rexolution
shall not only he necessary at the time of first apportment but also for every
subsequent appomtment on a higher remuneration not covercd by the special
resolution cx¢epl wherc an appointment on a time-scale has alrcady been
approved by the special eesolution.

It may be noted that the aforcsaid restrictions do not apply where a relative of a
director or a fumn in which such refattve 15 @ parmer holds any office or place of
profit under the company or a subsidrary thercof having been appointed ta such
office o1 place betore such director became a director of this company.

(i) No partner or relutive of a director o manger, (1) no firnt in which such
director or manger, ur relative of cither is a partner, (iii} no private company of
which such a director or ranager, or relative of either, is 4 director member, shall
hold un office or place of profit in the company carrying a total monthly
renwneration of not fess than such sum as may be prescribed (Presently, 6,000
per nonth). The sforcsaid appointment may, however, be made by passing a
spectal resolution and the approval of the Cenira) Government.

IT any director oc his associale holds an office or place of profil in contravention
of the atoresoid provisions, then: (i) he shall be decmied to bave wicated such
office or place of profits as such on and from the date neat following the date of
the pencral meeting, {in he shall be hable o refund o the company any
reinuncrabion received ot the monctary equivalent of the perguisites or advantage
cnjoyed by huin. The company cannot waive the recovery any sum refundable (o 1t
as above unless petmited to do so by the Central Govermnent.

The aforesaid restrictions do not apply to a person who being the holder of any office
of profit m the company s appointed by the Ceniral Government. under Section 408,
as u divector of the company

Meaning of 'Office or Place of profit’: Any office or place shall be decemed 1o be an
office or place profit under the company:

{a) In case the office or place s held by a director, if the director holding it obtains

from the company anything by way of remuncratien over and above the
remuneration to which he 13 entitled as such director, whether as sulary. fecs,
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cominission, perquisites, the right to occupy free of rent any premises as a place of
residence, or otherwise;

{b) In case the office or place is held by an individual other than a director or by any
firm, private company or other bedy corporate holding it obtains from the
company anything by way of remuneration whether as salary, fecs, commission,
perquusile, the right to occupy frec of rent any premiscs as a place of residence or
othcrwise.

7.4 MANAGING DIRECTOR

Scction 2(26) defines “managing dircctor® as a ‘director’ who, by virtue of an
agreement with the compaity or of a resolution passed by the company in gencral
meeting or by is Board of Dircetors or, by virtue of its memorandum or articles of
associaiton, s entrusicd with substantial powers of management which would not
otherwise be cxercisable by hum. The expression includes a director occupying the
position of a managing director, by whatever name called.

However, the power to do administrative acks of routine naturc when so authorised by
the Board such as the power to affix the common seal of the company lo any
document or to draw and endorse any cheque on the account of the company in any
bank or to draw and endorse any ncgotiable instrument or 10 sign any certificate of
share or to dircet registration of transfer of any shirc, shall not be deemed to be
included within substantial powers of managesnent. Further, 1 magaging director of a
company shall cxercisc his powers subject (o the superintendence, control and
direction of its Board of Directors.

Somce of the morc important legal provisions about managing directors arc
summarised as:

(i} Hc, being a director, must be an indtvidual.

(if) He is appointed, usually o perform such fuoctions and carry out such duties as
nay be assigned to him by the Board of Directors to whom he is responsible or
subject. The Board can revoke the autherity of the managing directar.

{111) He must be entrusted with substantial powers of management.
{iv} There can be two or more 1han two managing directors in a company.

(v) A person cannot be appointed as managing director of more than two comparues
unfess so permitied by the Central Government.

His appeintment 18 subject 1o the approval by the Ceniral Government. The Ceniral
Governmen! upon application for permisston io appoint a person as managing dircctor
of the company has power (0 impose conditions. Sccttons 268, 268, 316 and 317 are
apphicable to a public company or a private company which is subsidiary of a public
company.

Section 268 states that an amendment of any provision relating to appointment or
re-appointment of s managing director (or a wholetime director) shall not be effective
unless approved by the Central Government and shal) be become void if and in so far
as, 1t is disapproved by the Central Governruent,

Appointment of managing or whole-time dircclor or manager to require governnent
approval only in cecfain cases (Section 269). Every public company andior private
company which is a subsidiary of a public company having a paid-up share capital of
not less than ¥5 crore must appoint either 2 managing or a whole-time director or
Manager.



Alse no approval of the Central Govornment to the appointment of jmanagcenal
personnel is required on fulfillment of certain conditions Jaid down @ Schedule X111
[including the mimmum remuneration under Section 198(4) as also increase in the
remnaneration under Scettons 310 and 331}

For appointiment of 2 managing, wholetime director or a manager, approval of the
Central Government would not be required if the following conditions were satisficd:

{1} He had not been sentenced to imprisenment for any peried or to fine exceeding
TL.O00 for conviction of an offence under any of the fourteen :cts mentioned in
Schedule XTI,

() He had not been delamed for any period under the Conservation of Foreign
Cxchange and Prevennion of Smuggling Activities Act 1974;

(ui} He has completed the age of 25 years but has not attained the age of 70 years;

(iv) He 15 nor a managing or wholctime director or manager or in any way in
wholenme employment elsewhere;

{(v) He s citizen of India and s resident in India;

(vi) The company had neither suffercd loss nor had inadequate profits. {a) during the
preceding tinaneial year immediate to the [inancial year in which appointment is
made, or (b) in any of the three financial years out of the four {inancial years
immediately preceding.

In case any of the above conditivns are not complied with, an application must be
made tu the Central Governinent witbin 90 davs of the appointment  If Lhe
appointment s not spproved by the Central Government the appumtee shall vacaic the
office immediately on communication of the decision by the Central Government.

Scction 316 states that a person, who s cither the manraging direcior or the manaper of

any other company (including a pure privale company). cannot be appointed a
manageng director of a public company or a private company which is a subsidiary of
a public company.

But such an appuintment can be made if the board of such company approves of the
appointment by 2 unanimous resolution passed at the Board meeting specific notice of
which had heen given to all the directors then in India.

Also the Central Government 1s empowered to permit, by order, the same peitson to be
managing director of more than one companies, if it is salisfied and it is necessary lor
their proper workting that the compames should function as a sinple unit and bave a
coimmon managing dircclor.

Section 317 states that the term ol office of a managing dircctor cannot excecd (ive
years at a {mne. Also re-appointmenis or extension can be made on the basis of 5 yvears
tenure on edch ovcasion, provided cach lime the re-appointmest or extension 15 made
by the company during two yeary of the existing term.

ft may be emphasised that Sections 268, 269 and 317 relating to restneuons on
appomtment of managing directors (as noted above) do not apply lo pure private
companies.

Disqualification of a managing director: Section 267 prohibits the appointment or
cmpluyment or the continuance of the appointment or employment of any person by a
company ax iy managiog director or wholetime direcior, if the said persen:

(i} Js an undischarged insolvent or has at any time becn adjudged an insolvent;

1
Ohwrectors



192
Indian Companies Act

{11y Suspends, or has at any {tme suspended payment to his creditors. or makes or has
at any time rmade a composition with them; or

(injls or has at any time, been convicted by a court of an offence invoiving moral
turpttude,

It may be noted that these disqualifications are in addition to the ones mentioned in
Section 272 {i.e., disqualifications of a dircctor).

7.4.1 Whole Time Director

In many scctions of {he Companics Act, the term *“Whole time director’ has been used
side by side with that of the ‘managing director’. Confusion is, therefore. likely to
arise in respect of their respective position and rofe.

While the term “managing director’ has been speciftcally defined under Scction 2¢26),
no such definition of a whole time director is available.

Explavation to Section 209, however, states thal the expression “whole time directar’
includes a director in the whole time employment of the company.

Regarding appointment/re-appotntment and remuncration of whole tme director.
same Provisions as are applicable to a managing director. arc applicable.

Under Section 269, cvery public company and a private company which 15 a
subsmidiary of a public company must have 2 managing dircctor ¢ whole-time director
il its pasd-up share capital 1s TS5 crores or more.

Stimilarly Sectians 267 and 268 providing for disgualifications of managing directors
and approval of Central Government for their appomtment/re-appointment also make
the provisions applicable to whole time directors.

Also, the provisions of Sections 309, 310 and 311 dealing with rcmuncraion of
directors and other managerial personnel are applicable to whole time directors.
7.4.2 Distinction between Managing Director and Whole Time Director

Howcever, the following points of distinction between a managing director and a whole
time director may be noted:

1. A managing dircclor may be appointed in that capacify in twa or more compaanics
at the same itme but a whole-time director, by virtue of his whole time cmployee
cannot act as such in morc than one company.

[ ]

The temurc of a managing dircclor of 2 public company or a private company
which s the subsidiary of a public company cannot be more than five years at a
time. There is no such restriction in the case of 4 whole-time dircctor.

7.5 APPOINTMENT OF DIRECTORS

The appointment of directors rests in the following hands: (a) Subscribers 1o the
Meinotandum — Scetion 234; Clause 64 (Table A); (&) Company in general meeting -
Sections. 255-37: 263-265; (c) Bourd of directors — Secctions. 264, 262, 313;
(d} Central Government — Section 408; (¢) Third pariics — Scction 255.

7.5.1 Appointment of First Directors

The first directors are usually named in the articles of a company. The Articles may,
however, instcad of naming the first directars confer power on the subscribers, or
majority of them 1o appoint the directors. Where the appomtment is to be rnade by the



majonty of subscribers, the majority of them (and not only e quorum fixed by the
Articles) should be present if the appointinent is 10 be vahid,

Where there are no Articles or the Articles peither name them nor confer any such
power on the subscribers, then Clause 64 of Tabic A i Schedutc | to the Act confers
powers on the subscribers or a majority of them to make the appointment of [first
directors.

Furthermore. if the Articles nenhar name them. nor do they contaiy a provision for
thesr appotntment hy the subseribers and Table A is excluded. they the subscribers 10
the memorandum whe are individuals are deemed te be the finst directors of the
company until the directors arc duly appointed at a general-mecting of the conpany in
accordance with the provisions of Scction 255,

7.5.2 Appoiatment of Subsequent Directors

Sections 2535 and 265 provide for three schemes (or the constitution of the Hoard of
Directors of a puhlic company or a private company which is subsidiary of a public
company, These are:

{1) All the directors retire at cvery Annual General Mecting [Secuion 2551; or

(it} Atleast two-thirds of the tolal number of directors mwust be persons whosc periad
of office is tiable 10 determination by retirement by rotation (Section 253); or

(i} Atleast two-thirds of the directors may be appointed by the painciples of
proportional represcntatton. by a single wansferable vele by a systemn of
cumulattve voning or otherwisc and shall be dircclors for a pertod of three years al
a time {Section 265).

The remaining dicectors in (iit and (it} and the dircctors generally of a pure private
company. unless otherwise provided in the Articles, must also be oppointed by the
company in gencral meeting,

Thus, every eompany should have a duly constituted Board appointed in accordance
with the provisions of Section 255 A gencral meeting is cailed by the “firs® directors
afier the alloymem of shares in the case of a company himited by shares and i the case
of any other cosnpany, afier its incorporation, for the specific purpose of appeintment
of dircctors.

7.5.3 Appointment in General Meeting

Section 256 provides that at the first AGM aficr the general meeting at wiich the first
directors are appointed in accordance with Section 255, the number nearcst to one-
third of Lhe directors liable to retwe by cotation inust retice from oiTice. The rotation
for retirement shall be determined by the length of office of dwectors, or in case all
were appoinicd on the same day, by [ot. At every sehsequent AGM, onc-thied of the
ducclors musi retire, This s known as retirement by rotation. The reuring directors
are, however, eligihte {or re-clection.

7.5.4 Deemed Re-appointment of a Retiring Director

Section 256 also provides for automatic reappoiiment of directors in certain cases.
The compagy may fill the vacancy caused by (he rettrement of a director at the AGM
by appointment of the sume person ar someone else, or decide not to {3t the vacancy.

I the vacancy is net filled up and the company has not expressly decided not to Hli it
up, the mecting shall stand adjourned till the same day in the pext week, at the same
time and place und if at that meeting afso the vacancy is not fitled up and that meeting
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also does not decide not to fil it up, the retiring dircctor shall be decmed to have been
elected at the adjourned meeting except where:

(1) At chat mecting or at the previous meeling a resolulion for the re-appointment of
such director had been put to vote but was Jost; or

(i1} The retiring dircctor has in writing expressed his unwillingness to continuc; or
(iif) He has becn rendered disqualified; or

(iv) A special or ordinary resolution is necessary for his appointmeni by virtue of any
provisions of this Act; or

{v} Tt is resolved not to fill the vacancy.

In respect of an mdcpendent private company Section 256 does not provide for
retiwement of any director periodically. Therefore, in the absence of any provisions in
the Articles, directors are entitlcd to continue until removed under Section 284
[S. Labh Singh v. Panaser Mech. Works (P) Ltd. (1987}].

7.5.5 Appointmenti of a Director other than a Retiring Director

Section 257 provides for the procedure of appotument of a person other than the
retinng director,

If any person, other than the retiring director wishes o stand for directorship, he must
signify his intention to do so by giving [4 days’ notice to the company before the
mecting and the company most inform the members not later than seven days before
the meebhag cither by tadividual notices or by adverlisement of this [act in atleast two
newspapers circulating m 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 1o propose mm as director has to
deposit a sum T300 which shall be refunded to such person or as the case may be, to
such other membet, if the candidate succeeds in being elected. In casc such person is
not elccted as direclor, lie or the member, as the case may be, will no be entitied to
the refund of TH00 and the amount deposited shall sland forfeited by the company.

Also Scclion 264 requires cvery person proposcd as a candidate for the office of a
director to sign and filc first with the company his consenl to act as a dtrector, if
apponted and then with Registrar within 30 days of his appointment.

Section 263 prescribes the mode of vating on appoiniment of directors. No motion can
be made at a general meeting of a public company or a private company which s a
subsidiary of a public company for the appantment of two or more persons as
dircctors by a single resolution; unless a resoluison is first unanimously passed that it
shall be so made. Any resolution moved in contravention of this provision shall be
void.

7.5.6 Appointment by Board of Directors

The Board of Directors can cxercise the power to appoint directors in the following
three cases: (i) Additional directors {Section 260} (ii) Filling ap the casual vacancics
{Scction 262). (ili} Alternatce directors (Scction 313).

If the Articles authorisc, the Board may appoint additional directors. Such addirional
directors together with the direciors constituting the Board should notl exceed the
maximum number fixed by the Articles. Also, the additional directors are cnutled 1o
hold office only upto the date of the next AGM of the company (Section 260).

Scctton 262 cmpowers the Board to Nl casual vacancics 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 peneral meeting is
vacated before his term of office expires in the normal course, the resulring casual
vacancy, may, subject to any regulations jn the Articles of the company, be filled by
the Board of Threetors at a meeting of the board.

Any persen so appointed shall hold office oaly up to the dute to which the onginal
director would have continued if it had not becn vacated.

By virtue of Scction 313, alternate director, in place of a director who 1s absent from
the State in which Board meetings are field for not [css than threc months, may be
appointed hy the Board, if so authorised by the Articles or by a resolution passed by
the company uy gencral meeting.

The altemate dircetor shall not held otfice for a period longer thap that permissible to
original director and shall vacate office when the original director retumns to such State,

Also, if the lerm of office of the original director s determmed hefore he so returns,
any provision for the aulomatic reappomtment (under Section 256) of retiring
dircctors m default of another appointment shatl apply to the original dircctor and not
to the alternate director.

The Articles of a company may authorise a ditector to appoint by will or otherwise his
successor in office, This appointment is nol hit by Section 312 which prohibis
assignment of office by directot

7.5.7 Appointment by Central Government

Scction 408 empowers the Central Government to appoint directors on the Board of a
company on the recomumendation of Tribunal that it s neecessary to appoint
government direetors 1o effectively safeguard the inicrests of the company or s
sharcholders or the public iteresl.

On the apphcation of not less than 100 members of the company or of wmembers
holding not less than onc-icnth of the total voting power therein, the Company Law
Board may, if satisfied afier making any mquiry it deems fit that o is necessary to
prevent oppression and mismanagement and that the affars of the campany are being
carricd on In a manner which is prejudicrial 10 the intercst of the memhers or the
company of Lhe public, direct the appointment of as many persons {whether members
of the company or nut) as directors as it thinks fit to hold office for such period not
exceeding three years on any onc occasion.

The Company Law Board. however. instead of passing the above order direct the
company {0 aller its Articles so as to arrange for the election ot its directors on the
principie of a propertional representation under Section 2635

A person appointed by the Central Govermnent in pursuance of the above provisions
shall not be: (a) considered for the purpose of reckoning 273rds or any other
proportion of the total nomber of directors of the compary [Section 408(3)]. (b
required 10 hold gualification shares [Section 408(41]; (¢) required to rctire by rotalion
[Scetion A0R(4)]: and (d) requirad to file wniten consent with the company under
Section 264(1).

The Central Goventment may remove any such ditector from tus offtee a1 any e
and appoint another person 10 hold office in his place the provisions of this scction are
applicublc to both public and private companses.

7.5.8 Appointment by Third Parties

Under Section 255, there cannot be more than one-third of the total number of
directors, which are not subjected to rcticement by rotatian. The third partics may be
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empowered by the Articles to nominate directors. Such third parties may be lenders of
money ~ i.c., financial institutions, debenmure holders.

7.6 MANAGER

Section 2(24) states that “manager means an individual who, subject to the
supertntendence, control and direction of the Bourd of Directors, has the management
of the whole, ot substantially Uie whole of the affairs of the company and includes a
dircclor or any other person occupying the position of a manaper, by whatever. name
called and whether under a contract of service or not”.

Thus, an individual must be in charge of the whole or substantially the whole of the
busincss of the company, in order to be called a manager in zccordance with the Act.
A person who is onc of Lhe deparimental managers or a branch manager 15 not deemed
to be a manager in this scnse. Some of the more important legai provisions about
managess are summarised as follows:

1. Only an indrvidual can be uppointed a manager of a company (Section 384),

2, Secction 385 lays down the disqualtfications of a Muanager. No compaay shall
appoint ot conlinue the appointment or employment of any person as its manager,
who (a) is an undischarged tnsolvent; or (b} has at any time within the preceding
{ive years been adjudyed an insolvent; or (c) suspends, or has suspended payment
to his creditors; or {d) make, or has at any tine, within the preceding five years
made a compesition with hes creditors: oe {c) js. or has at any time within
preceding five years been convicted of an effepce ivolving moral turpitude.

A persap may not be appointed manager of more than 2 companics.

4. The provision of the following scctions relating to managing directors have been
made applicable to Manager also {Section 388); (a) Seciion 269 Appointiment or
re-appointment requires Goveynment approval cxeept in cuses specified under
Schedule XJII; (b} Sections 310-311: Provisions for mereasc in remuneration
requires Government approval; (cj Scction 312 Prohbition of assignment of
office by a director; {d} Section 317: Term of appointment to be not more than
five years at & ime.

7.6.1 Distinction between a Managing Director and a Manager

The following points of distinction between the two are worth noting:

1. A managing director js entrusted with substantial powers of management. A
‘manager’, on the other hand, has the management of the whole or substantially
the wholc of the affairs of a company.

!*J

A company may have more than one managing dircctor hut 1t cannot have more
than onc manager.

3. A managing director is appuinted either under an agrecment or by a resolution of
the Board or general mecting or under the provisions of the Memorandum or
Articles. A manager, on the other hand. 15 usually appeinted either under a
contract of service of by the Board of Dwectars though the Articles may also
provide for his appointment.

4, A managing director must be a director whereas a manager may or may not be a
director,

5. A managing dircctor, on s ceasing to be a director, sball automaticaily cease to
be the munaging director as well. A manager-director, however, can contipuc as a
manager even though he eeases 1o be a dircctor.



The grounds of disqualifications of a managing director as given i Section 247
renwin effective for whole hife and cannot be waived by the Central Government,
Most of the grounds of disquatification of a manager as given w Section 385 are only
for five years and can also be warwvad by the Central Government.

7.7 COMPENSATION TO DIRECTORS
FOR LOSS OF OFFICE

Secuon 318 provides that no compensalton for loss of officc muy he paid by a
company to any director other than the managing director, ar wholetime director, or a
director holding the office of manager. Even in their cases, no such payment must be
made:

() When he resigns his offtee on reconstruction ov amalgamation of the companys;
(i) Where the olfice 15 vacated under Sectton 203 or Section 283:
(1ir) Where he has 10 give up directorship beyond 20 dicectorships:

{ivy Here the wending up of the comnpany takes place due to his negligence and
nginanagenient;

tv1 Where he has been guilty of fraud or breach of trust in refation . or of gross
negligence w ac gross mismanagement of the conduct of the affairs of the
campany or any subsidiary or holding company thercof;

{11} Where he has iosugaied or has aken part directly or indoectly in bringing abouwt
the 1ernunanon of his office,

Wheee however, the compensation is payable, 11 must not cxceed the remuncration
which would have been earned by the dircetor for the unexpired residue of the term or
for three years whichever is shomer.

The calculation of this amount should be based on the average remuneration actually
varned by him duning a period of three years immediately prior to the date on whch
he ceased to hold the ofTice, vr where he held the office for a shorter period than three
years, during such perod.

No such payment can be made 1o him if the winding up has commenced either before
ar at any time within 12 months after the date of his ccasing tv hold office, ( the
assets of the company are not sufficient 1o repay to the shareltalders the shave capital
including the premum, it any. contributed by them.

7.8 REMUNERATION OF MANAGERJAL PERSONNEL

Sectinn 198 provides that the tolal managerial remuncration payable by a public
company or a private company which 1o its directors or manager i respect of any
financial year must pot exceed (1 percent of the nct profit of thar company for that
financial year, i computing the above ceibng of 11 per cent computed i the manner
laid down 1 Scetions 349 and 339, The fecs payable to directors for anending Board
mecnungs 1» not included.

What is included m managerial remuncration? Explanation to Section (48 describes
the term remuneration. According 1o it, (or the purposes of Sections 309, 310, 311,
38! and 387, ‘remwmneration’ includes the following: {a) any expenditure ncurred by
the company in providing rent-frce accommodation, or any other benefit or amcnity in
respect of accommodation free of charge, to any of its direclors or manager: (b) any
expenditure incurred by the company m providing any other benefit or amenity free of
charge or at a concessional rate to any of the persons aforesaid; (c) any expendiure
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incurred by the company 1n respect of any obligation or service, which, but for such
expenditure by the company, would have been incurred by any of the persons
aforesaid; and (d) any cxpenditure incurred by the company to effect any insurance on
the life of, or 10 prowvide aay pension, anmuily or gratuily {or, any of the persons
aforesaid or hus spouse or child.

Section 309 contemplates three kinds of directors. te., (1) Managing Directar;
(i1) Whole-time Director; {it1) Director pure and simple. Further, Section 309 provides
that subject to the general provisions of Sectron 198, dealmg with the total managerial
remuneration, the remuncration be determined by the aniicles, or by a resolution or, if
the articles or require. by a special resolution, passed by the company in gencral
meeting. Any remuneration paid for scrvices in amy other capacity shall not be
included if: (@) the scevices rendered are of a professional nature; and (b) in the
apinien of the Central Government, the dircetor posscsses the requisile qualifications
far the practice of the profession.

A director wha is neither in ihc whele-time employment of the company nor a
managing director may be paud remuneration. (a) by way of a monthly, quarterly ot
annual payment with the approval of the Central Government; or {b) by way of
commission, 1§ the company by special resolution authorises such payment; or {¢) by
both,

However, i either of the above cases, the remuneration paid to such director, or
where therc is more than one such director, shall not cxeced: (i) one perceat of the nel
profit of the company, if the company has managing or whelctime director or
manager; {ii) three pereent of the net profits of the company in any other case. The
company 1h general mecting may, however, with the approval of the Cemral
Government, authorisc 1he payment of a commission at a rate higher than one percent,
or as the casc may be, thrce percent of ts net profits,

Each dircciar is cntitled to recetve a sitting fee for each meeting of the Board or a
cammitice thereof, provided the same is authoriscd by the articles.

A whote-time director or a managing dircctor may be paid remuneration cither by way
of a monthly payinent ar at a specified percentage of the net profits of the company or
parily by onc way and partly by the other; provided that except with the approval of
the Centra) Goverpmcnt such remuneration shall not cxceed 5 percent of the net
profits for ope such director and if there is more 1han one such director, 10 pereent for
all of them together. Furthennore, a managing or whole-tune director who is in receipt
of any comrmussion from the company canstol rcceive any remuncratiop rom any
subsidiary of the company.

Il any dircetor draws ot receives, directly or indirectly, by way of remuncration any
sum in excess of the limits stated above, without the sanction of the Central
Government, where it 18 required, he shall have to refund such sums to the company
and until the refund is made the money will be held by him in trust for the company.
The company cannol waive the recovery of any sun refundable to i, unless permitied
by the Central Goverament.

The provisions of Seciion 309 will not apply to a privatc commpany unless it s a
subsidiary of a public company. .

Increase in remuneration: Scction 310 provides that every increase in 1he
remuncratton of any director including a manaping or whole-time dircctor granted or
provided by any amendment in his 1erm of appointinent which has the effect of
increasing, whether dircetly or indircctly, the amount payahle to hum would not be
operative unicss the same has been approved by the Central Government. Bur no
approval of the Centrul Governmeni would be required If the increase in



remuneration made is an accordance with the conditions specified in Schedule XTIl
Also no approval of the Central Governmemt is secessary, if the increase in the
remuneration 15 only by way of fec for cach mecting of the Board or a committee of
the Board attended by amy such director and the amount of the fee after such increase
does not exceed such sum as may be prescribed. The Ceniral Government has laid
down diffcrential scale of sitting fee according 1o the paid-up capital of 1he compatues.

AS regards remuneration payable to a Manager, Scction 387 provides that he may
receive remuneration either by way of a2 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
other. Such remuncration, however, must not exceed in (be aggregate 5 percent of the
net profits except with the approval of the Central Government,

Managerial remuneration vis-u-vis Schedule X{I1: A public company is entitled 10
appoint s manayerial personnel and fix their remuneration su long as the same s m
accardance with the conditions laid down in Schedule XIII without secking the prior
approval of the Central Government. Schedule X1fY, provides as fullows:

Remaneration pavable by companies having profirs: Subject to the pruvisions of
Scction 198 and Sccnion 309, 4 company having profits in a financi) year may pay
any remunecation. by way of salary, deamness allowance, perguisites, comimission and
other allowances, which shall not exceed 5 percent of its net profits for one such
managerial person and if there are niore than onc such managerial persons, 10 percent
tor all of them together,

Remuneration payahle by companies having no profits or inadequate profits: Where
in any {inancial year during the cwrency of tenure of the managerial peison, a
company has no protits ol its profits are ipadequate, it may pay remunerilion 10 a
managerial person, hy way of salary, dearness allowance, perguisites and other
allowance, not exceeding ceibng limit of 324,00,000 per annum or 32.00,000 per
manth calculated on the following scale:

Table 7.1: Remuneration Paid by Companies

’ Where the Effective Capital of Bontbly Remuneration
the Company is Exceed Payable shal) not Exceed

I. | Less than T crore 75,000 4
Il | T3 cTore or more but less than T5 crore T1.00.000
1ML | 5 crore o1 mure bui less than 25 crore T1,25,000 o
IV | 25 crore or more but less than 50 crore TL50.000

J V. ) 230 crore or more but tess than T108 crore ) 1.75.000

I:VL _? 1) cTore or mare T200.00H

In addiion w the above, coram perquisiics ltke contribution to provident fund.
gratuity, leave encashunent may be paid. Non-resident Indans inay aise be paul
children cducation allowance, holiday passage for children studying outside India or
tanuly staying ahroad. leave travel concession. These addinonal benefits shall be
subgect 1o the limits laid down n Schedule XL

The expression ‘effective capital’ shall mean the aggregate of the paid-up shaee capital
(excluding share apphication mopey or advances againsl shares): amount, if any, for
the tme being standing to the credit of share premum account, reserves and surplus
{excluding revalation resene); long-term loans and deposits repayable after one year
(excluding working capital loans, overdrafts, interest duc on loans unless funded, bank
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guarantee, etc. and other short-term arrangements) as reduced by the aggregate of any
inveslmenis (except in case of investments by an tnvestment company whaose principal
business is acquisitton of shares, stock, debentures or other sccuritics), accumulated
Tosses and prehiminary expenses not written off.

Sitting Fee (Section 310): The siiling fec payable to a director for each meeting of the
Board of Directors or a commitice thereof shall not excced ceiling preseribed by the
Central Government (presently, I5,0000). Any increasc in the sitting fee payable to a
director shall not require the prior approval of the Contral Govt. if it falls within the
prescribed lisnis,

7.9 MEETINGS OF DIRECTORS

The directors of a company are collectively known as Board and decisions are taken
by them ai 2 Board mecting. But in certain circumstances, resolutions of direclors can
be passed by circutating them among the directors. Also the Board may dclegate
powers 1o a direclor or a committee of directars.

Section 285 provides that a mecting of the Board of Directors of every company must
be held atleast once in every three months and atleast four such meetings must be held
w cvery calendar year.

The requisite quorum for 2 Board mecting 1s one-third of the total strength of the
directors or two directors whichever 1s higher. For the purpese of counting number of
directors forming the quorum, the directors who arc interested in any contract io be
entered into with the company should not be taken into account. In other words, only
thosc who arc disinterested 1 the matters to be discussed at the Board meeting will
form the quorum. If the requisite quorum 1s not present at the necting, it stands
adjourned and will be held on the same day, time and place in the next week. If the
quorum is not present at the meeting, any decisions taken or resofutions passcd shall
be invalid, but no quorum is necessary at the adjourned meeting,.

The chairman for the meetings of the Board of Divectors may erther be named 1 the
anticles or he mav be ciected by the directors. The questions arising at the meeling of
the directors are te be decided by a majority vote and the chairpun of the Board will
have a castmg voic n case of equaltty of votes.

Resolutions by Circulation: As mentioned carlier, certawn resolutions can be passed
by circulation also. Section 289 stales that the resolution to be passed by oirculation
must be circulated in a draft together with the nccessary papers, if any, (o ail the
directors, or to all the members of the commmittee, as the case may be, then in India
{not less than the quorum fixed for a ineeting of the Board or Committee of Diyectors)
and to alf 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
entitted to vote oa the resolution, it witl be decmed to have becn duly passed.

However, therc are certain powers of the Board which ean be exercised only at Board
meetings and not through circulation. Scetions 262, 292, 297, 316 and 488 provide {or
such matters.

7.10 POWERS OF THE BOARD OF DIRECTORS

Section 291 provides for gencral powers of the Board of Directors [t provides:

Subject to the provisions of the Act, the Board of Directors of a company shall be
entiticd to cxcrcise all such powers and to do all such acts and things, as the company
i authorised to cxercise and do,



However. the board cannot cxercisc any power or do any aci or thing which is directed
of required, whether by this or any other Act or by the memorandum or articles of the
company or otherwise, to be exercised or done by the company in gencral meeung. In
excrcising any such power or doing any such act or thing, the Board will be subjeet to
the provisions contained tn that behail in this or any other Act, or in the memarandum
or articles of the company, or in any regulations not inconsistent therewnh and duly
made thergunder, including regulations made by the company in gencral meeting.

Thus, the Board may exercise all powers of the company and can do all such acts and
things that the company can do. But the exercise of such powcers of the Board shatll be
1n confornuty with the provisions of the Compunics Act or any other Aci and
Memorandum, Asticles and resolutions of the company in general mectings. Thus, a
general meeting may, by amending the ariicles, reswrici the powers of the Board, But
tlre mecling cannot invalidate any act validly done by the Board except in the cases:
{ 1) where the directors are either unable or unwilling t act {Barron v, Potrer (1914) |
Ch. 895]; (2) when the directors act for their own personal inferests in complete
dssrepard to the compuny [Marshail's Value Gear Co. Ld. v. Manning Wardle & Co.
Ltd (1909) Ch, 2671, ¢3) when the Board has become tncompetent 1o act e.g., where
all the directors constituting the Board are interested in a dealing or where nonc of the
directors was validly appamted {B.N. Vishwanatban v. Tiffins B.A. and Ltd. AIR
{1953) Mad 510].

T.10,1 The Mode or Manner of Exercise of Board's Powers

Scction 292 provides that the Board of Directors of a company shall exorcise the
following powers on behalf of the company and it shall do s only by means of
resoluttons passed at mecting of the Board: (1) the power to make calls on
shareholders in respect of money unpaid on their shares: (i1} thc power to issuc
debentures; (i) the power to bomow moncy otherwisce than on debenfuwrces: (1v) the
power [0 invest funds of the company; and (v) the power to make loans.

The Board may, however, by a resoletion passed at a mweting delegate to any
commmittee of dircclors. the managing directors, the manaper or any other principal
officer of the company, the powers spetified in clauses (93}, (iv) and {v) on such
conditivns as the Board may prescribe.

Besides the powers specified in Section 292, therc are certain other powers also which
can be cxercised only at the meeting of the board. These are: (1} The power of filling
casual vacancies in the Bourd (Scction 262); to appoint addittonal direclors (Section
260); and to appomt alternate dircctors {Scetion 313) (1) sanctiorung of a coatract in
which a director is interested [Section 2977 (iii) the power to recommend the rate of
dividend to be declared by the company at the Annual General Mecting, subject 1o the
approval by the sharcholders.

I the following eases, not only that the powers be exercised a1 the Board’s mceting
but also that every director present and entiticd to vote must consent thereia: (1) The
POWET 10 appoInt a person as managing director or manager, who 15 already managing
dircclor or manager of anuther comnpany (Sections 316 and 380). {2} The power Lo
inves: in any shares and debentures of any other body corporate { Section 3720,

7.10.2 Restrictions on Powers of Directors

Sectton 293 provides that the Board of Directors of a public company or a private
company which is a subsidiary of a public company cannot excrceise the following
nowers withoul the conseat of the shareholders in gencral mecting:
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1. Sell, lease or othawisc dispose of the whole, substantially the whole, of the
underfaking of the company, or wherc thc company owns morc than onc
undertaking, of the whole or substantially the whole, of any such undertaking.

However, this restriction does not apply (o the case of 4 company whose ordinary
business is to sell or lcase properly.

2. Remit or give time for the re-payment of any debi due by a direcior except m the
case of renewal or of continnaoee of an advance made by a banking company to
its divector in the ordinary coursce of business.

3. Invest, otherwisc than in trust sccurilies, the amount of compensation reccived by
thc company in respect of compulsory acquisition of any [ixcd assets of the
company.

4. Dorrow money cxceeding the appregate of the paid-up capital of the company and
is frec reserves. “Borrowing” does not include temporary loans obtained from the
company’s bankers in the ordinary course of business.

5. Coninbute tn any year, lo charitable and other funds not directly relating to the
business of the company or the welfare of is employecs, any amount ¢xcecding
Z50,000 or 5% of its average pet profit for the last three financial years. whichcver
1S greater.

However, contributions of Naticoal Defence Fund or any vther fund approved by the
Central Government for the purposc of national defence are exempted from the above
provisions. Any amount may be contributed without obtaning the sanction of the
company is general meeting.

The Companies Act does not cxpressly empower compantes to borrow money.
Thercfore, most of the companics expressly provide for such borrowing powers in the
memorandum, In such a case, where memorandum authorises the company to borrow,
the Articles provide as to how and by whom these powcers shall be exercised. 1t may
also fix up the maximum which can be borrowed by the company.

7.11 DUTIES OF DIRECTORS

Duties of directors may be divided nnder two heads: 1. Stawutory duties: and 2. Dutics
of a general naturc. The statutory dulics are the duties and obliganons imposed by the
Companics Act. These have been discussed at appropriaic places. Jmportant among
them are:

(a) To file return of allotments. Section 75 charges a company to file with the
registrar, within a period of 30 days, a return of the allotments stating the specified
pariiculars. Failure 10 fite such return shall make directors liable as “officer in
default’. A fine upto T300 per day till the default continues may he levied.

(b)Y Not to issue irredeemable preferences shares or shares redeemable after 10
years. Section 80, forbids 2 company to issue iredecmable preference shares or
preference shares redeemable beyond 10 years. Direclors making any such issue
may be held liable as *officer in default’ and may be subject 10 [ine upto I1,000.

(c) To disclose interest (Sections 299-300). A divcctor who is interesicd in a
transaction of the company must disclose his interest to the Board. The disclosure
must be made at the first mceting of the Board held after he has become
interested. This is because a director stands in a fiduciary capacity with the
company and therefore, he must not place himsclf in a position n which his
personal intercst conflicts with his duty. Intercst should be such which conflicts
with the dutics of the director towards the company,



Notice, however that the Companies Act does not debar @ company from eniering
into a coniract i which a director is interested. It only requires that such interest
be disclosed An interested dircctor should not (ake part in the discussion on the
matter of his intcrest. His presence shall not be counted for the purpose of
quorum. He shall not vote on thai matter. {f he doex vote, s vote shall be void
Non-disclosure of interest makes the contract voidable and not void. Where the
whole bady of directors is aware of the facts, a formal disclosurc is not necessary
{Venkatachalapattu v. Guotur Mills). {n this casc a loan was advanced by the wife
of a drieector creating a mortgage on the property of the company. The director did
not disclose his interest and he cven voted on the matter. The company later sued
to have mortgage set aside. Held, the fact was known to all directors and a forma)
disclosure was not necessary. As regards voting by the interested director, it was
held that the voting would not render the contract vaid or voidable unless in the
absence of that vote, there would have been no quoram qualified fo ¢ontract.

(d) To disclose receipt from transferee of property. Section 319 provides that any
money received by the drectors from the transferec in conneclion with the
transfer of the company's propeny or undeniaking mwst be disclosed to the
members of the company and approved by the company jn general meeting,
Onherwise the amount shall be held by the direclors in trust Sor the corapany. This
money Duty bie in the name of compensation (or loss of office but in essence may
he on account ef transfer of control of the cowmpany. Bul if o is bona fide payment
of damagcs of the breach of contract, then 1t is protacted by Scetion 321(3).

(¢) To disclose receipt of compensation from transferee of shares. I the loss of
office results from the transfer (under certain condittons) of all of the shares of the
company, its directors would not recetve any compensaion from the transferec
unlcss the same has been approved by the compaay in gencral meeting before the
transfer takes place (Section 320} [f the approval ix not sought ur the proposal is
not approved, any money received by the directors shall be held m rrust for the
shareholders who have soid their sharcs.

Section 320 further provides that in pursuance of any agrecment refating to any of the
above transfers, if the dwrectors receive any payment from the transferce within one
year before or within 2 years aficr the traosfer, it shall be accounted for 1o the
company untess the dwector proves that it is not by way of compensation for loss of
office.,

Sechion 321 further provides that if the price paid to a retirimg director for his shares in
the company is 1k excess of the price paid Lo other sharcholders ot any other vatuahic
consideration f1as becn given to him, it shail also be regarded as compensation and
should be discloscd to the sharchelders

Somv other statutory duttes are. to attend Bourd mectings: to comvene awnd hold
peneral muetings: to preparc and place before AGM financial accounts: to rmake
deelaration of solvengy

The general dutics of dweciors are as follows:

(a) Duty ef Good Fairle: The directors must act in the best interest of the company.
Interest of the company implies the interests of present and future members of the
campany on the footing thai the company would be continued as 3 gong concern,

A Director should not Make any Secret Profits. He should also not exploit to his
own use the corporate oppotlunites. In Cook v. Decks (1916) AC 354, 1t way
observed that “Men who assumic complete control of a company’s hustiess must
remember that they are pot at liberiy 1o sacnfice the interest which they are bound
to protect and while ostensibly acting for the company, direct in their own favour
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(b

(c)

(u}

business which should properly belong to the company they represent”. ln this
case therc was an offer of a contract to the company. Directors who were the
holders of sharcs of 3/4 of the votes resolved that the company had no interest in
the contract and later entered the contract by themselves. Held, the benefit of the
contract belonged in cquity to the company.

Duty of Care. A director musi display care in performance of the work assigned to
him. He is, however, not expected to display an extrsordinary care but that much
carc only which an ordinary prudent man would take in his own casc, Justice
Romer i Re City Equitable Fire Insurance Company observed, "His {dwrector’s)
duties will depend upon the nature of the company’s business, the manner in
which the work of the company is distributed between the directors and other
officials of the company. In discharming these duties a director must exercise some
degree of skill and diligenee. But he docs not owe 10 his company the duty (o take
all possible care or to act with best care. Indecd, he peed not exhibit in the
performance of his dutics a greater degree of skill than mey reasonably be
expected from a person of his knowlcdge and expenience. It is, therefore, perhaps,
another wav of stating the same proposition that directors arc not liable Tor merc
crrors of judgenient™.

Simular view was cxpressed in Langunas Niirte Co. v. Lagunas Nirate Syndicate
(1899} 2 Chi. 392, in the following wards: “If directors act within theic powers, 1
they act with such carc as is to be reasonably expected of them having regard i
their knowledge and experience and 1 they act honestly for the benefit of the
company they discharge both their equitable as well as legal duty to the
company™.

Section 201 states that a provision In the campuan’s Articles or in anyv agreemert
that excludes the liability of the directory [or negligence, default, misfeasance,
breach of duty or breach of trust, is void. The company cannot even indemnify she
directors against such liabifity. But of a diceclor has been acquitted against such
charges, the company may indemnily him dgainst costs incurred in dofense.
Section 633 firther states that where a director may be liable i respect of the
pegligence, default, breach of duty. misfcasance or breach of trust but if he has
acted honestly and reasonably and having regard to all the circumstances ol the
casc, he ought fairly to be excused. the court may relicve mm cither wholly or
partty from his liability on such terms as it may thinks fit.

Duty to Attend Board Meetings. A number of powers of the company are
exercised by the Board of Directors in their mectings held from dine to time,
Alihough a director is not cxpected to attend all the meetings but if he fails to
attend three consccutive meetings or all meetings for a penod of thrce months,
whichever is longer, without permisston, his office shall automatically fall vacant,

Duty not 1o Delegate. Director being an agent is bound by maxim ‘delegatus non
protest delegate’ which means a delegare cannot funiher delegate. Thus, a dircctor
must perform his functions personatly. A dicector may, however, delegate n the
cases: (a) where permiticd by the Companics Act or articles of the company: (b)
Having repard to the exigencies of business certain functions may delegated to
other officials of the company.

Some other duties are: 1o convene stalutory, annual gencral meeting and also
exiraordinary general meeting when required by the shareholders of the company; to
preparc and place at the AGM along with the balance sheet and profir and toss account
a repost on the company’s affairs; to make a declaration of solvency in the case of a
Mcmber’s voluntary winding up.



The duties of the dircctors are usually regulated by the company’s articles. While
performing their dutics, they must display reasonable carc, honesty, good faith, skill
and ditigence. As they stand in a fiduciary relationship to the company and they are
agents and wustecs in certain respects, they are bound to exercisc n the performance
of their duties a reasonable degree of skall and care.

7.12 LIABILITIES OF DIRECTORS

The fabilities of directors may he considered under the followinp heads: (1) Liabthiy
to the company. (2) Liability 10 third partics. (3) Liability for brcach of statutory
doties, (4) Lability for acts of co-directors. (5) Crinunal Liability.

Liability to the company: The liability to the company may arnise from: (a) breach of
fiduciary duty, (b) wltra-vires acts; (c) neghigence: and (d) breach of trust und
nusfeasance.

{a) Breach of Fiduciary Dury: Where a director acts dishoncestly in disregard to the
interests of the company, he will be held liable [or breach of fiductary duty. Most
of the powers of directors arc “powers in trust’ and therefore, should be cxercised
in the itterest of the company and not in the interest of the directors or any section
of members. Thus, where the directors, in order to forcstall a take-over bid,
iransferred the unissoed shares of the company to trustess to be held for ihe
benefit of 1he employees and an interest-free loan from the company was
advanced 1o the trustces 1o enable them 1o pay for the shares, it was held to be a
wrongful excicise of the fiductary powers of the directors [Hogg v. Cramphorn
Ltd. (19661 3 All ER 420],

{by Lltra-vires Acts: Directors are supposed io act withip the parameters of the
provisions of the Compamics Act, Memorandwn and Articles of Association since
these lay down the Himits 1o the activities of the company and accordingly Lo the
powers ol the Board of Directors The directors shall be held personally liable for
acts bevond the aloresaid limits, being ultru-vires, Thus, where the directors pay
dividends or interest owt of capital, they will be liable to indemnify 1he company
for any luss or damage suflered due to such act.

{c) Negligence: The disectors shall be deemed te have acted negligently in discharge
of their duties and consequently liable For any loss or damage resulting therefrom
where they fail (o exercise reasomable care, skill and diligence. However, erior of
judgement wil) not be deened as negligence. ft may be noted that the directors
cannot be ahsolved of the Jability for negligence by any provisiun in the Articles
(Section 201} The cowit may award relief to directors against such liability under
Section 633,

{) Hreach of Trust and Misfeasance: Directors are the trustees for the money and
properly of the company handled by them. as well as the excreise of the powers
vested in them. 1F they act dishonestly or atala fide in the exercise of their powers
and performaunce of their duties, they will be liable for breach of trust and may be
required o make good the Joss or damage suffercd by the company by rcason of
such maifa fide aets. They arc also accoumable to the company for any sccret
proftts they might have made in ransactions on behalf of the company.

Directors can also be held hiable fur their acts of ‘misfeasance’, 1.2.. misconduct or
wilful mususe of powers. However, misconduct which is not wilful shall not
amount to “misfeasance’. Moreover, the dircctors are cntiticd to rehef against
ltability for breach of trust or misfeasance under Section 633,

Where a diector has misapplied or misapprapriated money or property of the
company ot has becn puilty of breach of trust or nusfeasance, the court may order
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himn to repay the money or restore the property or to pay compensation [P.K
Nedungadh v. Malayalec Bank Ltd., AIR {(1971) S.C. 829].

Liability to Third Parties: The discussion on liability of directors towards third parties
may be grouped as under: {a) Liability under the provisions of Uhe Act. (b) Liability
for breach of warranty of authority.

ta) Liability under the Acr: The following provisions make directors personally liable
to thurd parlies. (1) With regards to prospectus. Failure Lo state any particulars as
per the requirements nf Section 56 or misstaternent of facts in a prospectus renders
a director personality liable of damagce to the third parly. Scction 62 provides that
as directors shall be hable to pay compensation te every person who subscribes
for any shares or dchentures on the faith of the prospectus for any loss or damauge
hc may have sustained by reason of any untrue statement included thercin. He
may, however. escape liability where he proves his innocence. {it) With regard to
allotment. Directors may also incur persenal liability for—irregular allotment, i.c.,
allotment before minunun subscription 1s raised or without filing a copy of the
statemen! 1n lieu of prospectus {Scction 71(3)] — for Tailwe 10 repay application
moncy 1 case of minimum subscription having not been received [Section 69(53] -
for failure 1o repay application money when application for listing of securitics is
not made or 1s refused (Section 73). (1) Unlimited liability: Directors will afso be
held personally fiable to the thicd parties where their liability is made unlimited in
pursuance of Secnion 322 (Le., vide memorandum) or Section 323 (e, vide
alteration of memorandum by passing special resolution). () Fraudulent
rrading: Directors may also be made personally liable for the debts or hability of 2
company by an order of the court under Section 342. Such an order shall be made
by the Court where dircelocs have been found guilty of fraudulent trading.

(by Liahiliry for breach of warranty: Directors are supposed to function within the
scope of their authorily. Thus, where they transact business i respect of maiters
ultra-vircs the company or ultra-vires the Articles, they may be proceeded against
personally [or any loss sustained by the third party.

Liability for Breach of Statutory Duties: The Act, imposes numerous statutory duties
on ihe directors under its vavious sections. Default in compliance of thesc duties
attracts penal consequences, For instance, they are liable as “officcr-m-default® for
default in Gling roturn of allotments (Section 75), for failure to comply with the
provisions of the Act relaling ta 15sue of redeemable preference shares or redemption
of irredeemable prefercnce shares, ete. (Section 80, 30A).

Liability for acts of co-directors: A director is the agent of the company and not of the
other mcmbers of the Board. Accordingly, nothiog done by the Doard can tmpose
liability on a director who did not participate in their actton or did not know it. His
liability shall not arise even where he attends the subsequent Board mceeting at which
minutes recording the wrengiul acticn of the carlier meeting are confirmed. To incur
liahifity he musl either be a party to the wronglul act or later acquicsce (consent) to it.
Thus, the absence of a director from Board meetings does not make him liable for the
fraudufent acts of a co-dircctor on the ground that he ought 10 have discovered the
fraud {Dovey v. Cory {1884) 25 Ch. D. 7235].

Where a director s made liable for the acts of co-director he is entitled to contribution
from the other directer or co-director who were a party to the wrongful act
[Ramski) v. Edwards (1885) 31 Ch.D.100). However, where the director secking
contributian aloac benefited from the wrongful ac(, he is not entitled to contribution,

Criminal Lighility: Apart from civil liability under the Act or under the geperal law,
directors of a eompany may also incur criminal liability under common law, as well as
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under the Companics Act and other statutes. Some of the provisions of (he Companies
Act which make directors crimipally liable {fine or/and imprisonment) are.

Sccnon 44(4) — Filing of prospeetus or statement in lieu of prospectus (to be (iled by
privite company on ceasing 10 be private company) containing untrue siatement.

Section 38ALS) - Failure io repay deposits within the prescnibed time Limirs.

Section 39A(6}) — Accepting deposits or inviting deposits in excess of the preseribed
ltrnuts,

Section 63 - Jssuing a prospectus conlaining untrue staicment.

Section 68 - Knowinply makmg a false, deceptive or rmsleading statement and
therchy inducing persons 1o invest money.

Sectign 84(3) - Fiaudulently rencwing a share certificale or issuing a duplicate
certilicate,

Section 210(5) - Failure to lay balance-sheet, profit & loss accounts, ate. at the annoal
general mecting.,

Section 240(31 - Failure or refusal to produce books to inspector o Rarnish
informalion or (o appear before ipspector conducting investipstion,

Section 295(4) Granting loan to duwectors without approval of the Central
Governmenl.

Criminal liahility under SEBI. The directors of a company may ale be beld
crinonally tiable for contravention of the provision of SEBI.

Criminal liability under economic legisiations. Dicectors are also made crinunafly
Iruble for various lapses and non-compliances under MRTP Act, I{D&R) Act, FEMAL
fncame tux Act, etc,

——————

Check Your Progress

Fill i1 the blanks:

. Every public company wmust have aticast directats. Every
private company must have afleast dircctors.

[ £%]

In the case of a trust, the lepal ownership of the trust propeity s
iransferred (o the and therefore, e can enier into
cuntract in his own name, but whatever he does. he does tor the benefir of
(he benefiviarics.

ey

A company Jn pencral mcetings may. by ordipary resclution,
the number of its divectors withi the limits {xed in that

behaif by its articles.
4. A person cannot hold office at the same time as a dircetor in morce than
companies.
5. A private compaoy which is not a subsidiary of a may,

by its Articles, provide additional qualificatsons fur a director, such a3, a
person must be 2 B. Com. or holding a fixed deposit receipt i s own

nane issued by the company.
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7.13 LET US SUM UP

Directors arc the persons who direct, conduct, manage or superintend @ company’s
affairs. Directors act as agents of the company and the ordinary rules of agency
apply.

Every public company must have at lcast three dircctors. Every private company
must have atleast two directors (Scetian 2523,

A company in general meetings may, by ordinary resolution, increase or reduce
the number of its directors within the limits {ixed in that behalf by s articics
(Scction 258),

No body corporate, association or [irm shall bc appowmted director of any
company. Only an individual can be a director (Section 233).

A person cannot hold office at the same timc as a diector in more than iwenty
companies (Scction 275).

The Act has not prescribed any academic or professional qualificattons for the
dircctors.

Section 284 provides thay company may by ordinary resolution passed in general
meeting after speeial nofice, remove @ director before the expiry of his term of
office.

Section 2{20) defines ‘managing director” as a “dircclor’ who, by votue of an
agrecment with the company or of a resolution passed by the coinpany m gencral
meeting or by its Board of Directors or, by virtue of iis memorandum or anicles of
assocfation, is entrustcd with substantial powers of management which would not
otherwise be cxercisable by him.

In many sections of (he Compantes Act, the term ‘Whoele time Director’ has been
used side by side with that of the ‘managing dicector’.

The appoiniment of directors rests in the following hands: (a) Subscribers 10 the
Memorandum (b) Company in gencral meeting (¢} Board of divectors {d) Central
Government (¢} Third parties.

An individual must be in charge of the whole or substantiaily the whole of the
busincss of the company, in order to be called a manager in accordance with the
Act,

The dircetors of a company are collectively known as Board and decisions are
taken by them at 2 Board necting.

Dutics of dircctors may be divided under two heads: 1. Statutory dutics; and 2.
Dutics of a general nature.

The habilities of dirccrors may be considercd under the {oilowing heads: (1)
Liability to the company. (2} Liability to third partees. (3} Liability for breach of
statutory dutics. (4} Liability for acts of co-directors. (5) Criminal Liabibty.

7.14 LESSON END ACTIVITY

Discuss the following cases with your classmatcs:

).

The Board of Directors of a public company met on flirec times tn the previous
year, the fourth mecting though called, but not held for want of quorum on two
occasions successively. Discuss whether any provisions of the Companies Act
have been contravened.



2. X Co. Ltd.. wants to make a contract with a partnership. Four of the five direclors
of the company are partners of such partnership. How can the contract be
executed?

7.15 KEYWORDS

Director: A director 1s any person occupying the posuron of director, by whatever
name called.

Office or Place of Profit: A dircctor is deemed to hold au oftice or place of profil
ander the company f the director holding an office obtains from the company
anvthing by way ol remuneration over and above the remuneration 10 which he is
entitted as such dnector.

Managing Director: He (s “direclor” who by virtue of an agrecment with the company
or of a resolubon passed by the company in general mecting or by its Board of
Directors or, by virtuc of its memorandum or articles of association, 1s entrusted with
spbsiantial powers of management which would not ntherwise be exercisible by him,

Manager: He s an individual who, subject to the superintendence, control and
direction of the bvard of directar, has the management of the whole, or substantially
the whole of the affars of the company. and includes a director o1 any other petson
occupying the position of 2 manager. by whatever nume called and whether under
contract of service or nov.

Secretary: A secrctary s defined as 2 company secretary within the meaning of the
Company Secretaues Act, 1980 and includes any othar individual possessing the
prescribed qualifications and appomnted to perform the duties which may be performed
by a secretary under the Companies Act and any other mintsterial or administeative
duties.

7.16 QUESTIONS FOR DISCUSSION

1. Are company director’s trustees or agents of the company’? Explam.

2. How is a director (3} apponted apd (i) removed {rom office?

3. What are the disqualificattons of a person for appointment as the director of a
company?’

4. State m relation to a publie compauy: (i) When addilional directors can be
appoainted and for what period? (4) When an alternate dsegetor can be appoinied
and for what period? (i} How the office of a director is filled in case of a casual
vacancy and for whal penod?

5 When can hoard of directors appoint directors’
6. State the circumsiances under which a director would vacate oifice.

7. Total strength of the board of directors of a company 1s ten. How many dircetors
are liabl¢ 10 vctire by rotation at the next annual general meeting”

B. When can duectors be appointed by the principle of propoetivnal representation
under scction 2657 (a) What do you understand by an effice or place of profit held
by a director in a company? (b) What resirictions have been imposed i respect of
holding an office or place of protit by a director?

9. State the requirements of the coinpanies act wih respect lo contracts 1n which
particular directors are interested,
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19.

13.
i4.

How many meetings ol a board of directors of a4 company must be held in a year
and at what intervals?

. Define managing director and staic the statutory provisions regarding his

appointtnent and remuaeration.

. What arc the powcrs of directors that cannei be excreised without Lhe approval of

members piven in a general meeting?
Distinguish between a managing durector and a whotctime direcior.

Discuss the powers of the central government o remove the managetial personne!
on a reference made to the CLB.

. Write short notes on: (i) aliernate dircctor (3t) managerial remuneration.

Check Your Progress: Model Answer 4_’
1. Three, two
Trustce

Increase or rechuce

Twenty

bR

Public company
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8.0 AIMS AND OBJECTIVES

After studying this [esson. vou should be abic 1o:

o fdentify the types of meetingy

® Discuss the statutory meeting

®» Explain the annual general meeting

® Discuss the extra-ordinary general mecting

® [hscuss the matters relating to general meetings

8.1 INTRODUCTION

A company s an artificial person and therefore, eamnot act itself. 1t must act through
some human intcrmediary. The various provisions of taw erapower shareholders to do
certam things.
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They are specifically reserved for them o be done in company’s general meetings.
Section 29! empowers the Board of Directors 10 manage the aflairs of the company.
in this contexi wectings of shareholders and of directors becomes necessary. In this
Part meetings of shareholders arc taken up and later in Parl 14, meetings of directors
are discossed.

8.2 TYPES OF MEETINGS

The Act has made provisions for diffcrent tvpes of meetings of shareholders:

(i) Stattory Meeting;

(11} Anpual General Mecting;

(115) Extraordinary General Mecting; and

(iv) Class Meetings.

Let’s study these 1ypes in detail in below section.

8.3 STATUTORY MEETING (SECTION 165)

Some of the most important legal provisions regarding the statutory mecting are:

fi}

(i)

(i)

(iv)

{v)

it is required 1o be leld only by 2 public company having a share capital. A
private company or a pubhic company registered without share capital 1s under no
obligaiton to hold such a mecting.

It must be held withia a period of not less than one month and not more than six
months from the daic at which the company is entitled to commence business.

Atleast 21 days before the day of meeting, a notice of the meeting is to be sent to
cvery member stating it to be a Statutory Meeting.

The Board of Diccetors should also get a report, called the Statutory Report, sent
to each member along with the nolice of the mceting. 11 the statutory repost is
forwarded later, ©f shall be deemed to have been duly forwarded if it is so agreed
to by alf the members entitled to attend and vote at the meeting. A copy of the
Starutory Reponi should alyo be sent o (he Registrar after the same is sent to the
members,

The Swtutory Reporl contains {a} the total number of shares aflotted — fully paid-
up and partly paid-up: atloticd for cash and for consideration other than cash; (b)
the total cash received by the company in respect of all alfolments; (¢} an abstract
ol rcceipts and paymeats up Lo a date within seven days of the date of the Report
and the balance of cash in hand; («) any commisston or discount paid on the issuc
of sharcs or debentures, (¢} the names, addecsses and occupations of directors,
auditors, managers and the secretary of the company; (f} the cxtent to which any
underwriting contract has not becn carricd out; {(g) the arrcars due on calls from
every dircctor; {h) the particulars of any commussion or brokerage paid to any
director or manager on the issue of shares and debentares.

The Statutory Reporl is required to be cerhficd as correct by atleast twa directors,
one of whom shall be the managing director, where there is one. Also, the
auditors of the company shall centify that part of the Statutory Report which
relales to the shares allotied, each reccived thereon and the receipts and payments
and e balance of cash in hand.

The members present at the mecting may discuss any matler relating to the
formation of the company or arising out of the statutory report without previous
nolice having becn given.



tvt) The mecting may adjourn and the adjourned meeting has the same powers as the
ontginal mecting. The adjourned miceting, thercforc, may do anything which
could have been done by the onginal meeting.

(vir) Jf default 1s made in complying with the provisions of Section 105, the
foltowiny consequences may follow: (2) Every director or other officer af the
company who iy 1n defzult shall be punishable with finc upto I5,000; (b) The
Registrar or a coniributory may apply to the Court for the winding up of the
company [Section 439]. Howevcer, the Court may, tnstead of passing an arder
tor winding up. give directions for the holding of the meeting or filing of the
Statutory Repoct,

{vim) 1t should be remembered that this mecting is required to be held onlv once in the
life imoe of 4 public company, having 4 share capital.

8.4 ANNUAL GENERAL MEETING (AGM) (SECTIONS 166-
168)

As the name signifies, this 15 an annual meeting of a company. The provistons relating
to this mceting aic:

Every company, whether public or private, having a share capial or not. limited or
uphmted must hold this mecting.

The mceting nusi be held in each calendar year and nol more than fiftecn months
shall elapse belwecen two mectings. However, the first AGM may be held within
cightecn months from the daie of its incorporation and if such general mecting is held
within that pertad. it need not hold any such meeting in the vear of 11s tncorporation or
in the fallowing vear The maxunum gap between two such meetings may be extended
by threc months by 1aking permmssion of the Registrar, who may so allow {or anv
special redason.

The Company Law Department has expressed the view that the Registrar can grant
extension of nime, for speeial reasons, upto a maximunt period of 3 months, even f
such extension alfows the company to hold its AGM beyond the calendar year
However, the said extension shall be granted only if the applicatton 1hetefore s made
to the Registrar hefore the expiry of the period as per Section Vo6 (1),

The mecting muost be held (i) on a day which is not a public holiduy, (i) during
husincss lrours, {uy) at the registered office of the compuny or at somwe other place
within the eny. town or village in which the rcgistered office 18 wituated. {Section
Jo6{2)).

The businass 10 be transacted (Scection 173} at such a meeting may compiise of

(1) Ordinary busmess which relates to the following matiers: {a) conswderation of
aceounts, balance sheet and the reporis of the Board of Directors and Auditors;
iby declaration of dividend; (¢} appomtmem of directors in the place of 1those etinng:
and (d) appointmead of auditors and fixation of their remuneration. (1) Any business
other than ordinary business transacted at the mecimg will be decmed w be special
bustness. With regard to all special husiness, an Explanatory Stateinent i required (o
be annexed 10 the notice.

Whaut about a situabonr where annual accounts are not ready for being placed hefore
the AGM? In case apnual accounts are not rcady for laying at the appropriate AGM. it
is vpen to the company concerned Lo adjourn the spid AGM 1o a subsequent date when
the annual accounts are expected to be ready for laying. Since considerafton of annual
accoums is only one of the matiers 1o be dealt with at an AGM, directors are under a
statutory obhipation to hold the meeting. The proper course shall be to bold the
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meeting and then adjourn 5t to a suitable date for considering the accounts. The
atjourned meeting must, however, be held within the maximum time 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 15 months must clapse between one gencral meetmg and another. (¢) The period
of 15 months may be exicnded to 18 months by the Registrar. (d) Except in the casc of
the ficst AGM. the accounts must relate to a period beginning with the day
immediately after the period for which they werc submitted and ending with a day
which must not precede the day of the meeting by more than 6 months; or 6 months
and Lhe extenston granted by the Registrar, i.¢., a maxamum period of 9 imonths.

The company must give twenty-one days’ notice to all the members of the company
and the suditor. A shoricr notice may be held valid if consent is accorded to by all the
members entitfed to vote at the mecting (Section 171). Such a consent may be given
before the mecting is held or afier the resolutions are passed. A copy of directors’
report on the company’s position for the ycar {ogether with copy of the audited
accounts and auditors’ report must accompany the notice. Also a proxy form must be
attached with Lhe nrotice, on which it shall be specifically mentioned that a member
entitled to vote is entitted to appoint Proxy, and Proxy nced not be a mmember of the
company.

The notice must specily the place and the day and hour of the meeting and shali
cantain g slatement of the business 10 be transacted thereat [Seciion 172¢1)).1F the time
of holding the meeting and other essential particulars required by (he scction are not
specified in the notice, the mecting will be invalid and all resolutions passed thercat
will be of no eflect.

The notice must be given to cvery member, legal representative ol a deceased member
or assignec of an insolvent member and to auditor or auditors [Section 172(2)].

Il default is made in holding the meeting, the Ceniral Government may. on the
application of any member of the company, call or direct the calling of the meeting. If
the company fails 10 hold the mecting either originally or when directed io do so by
the Central Government, then the company and every officer of the company who is
defanh shall be punishable with fine upto I50,000; and in the case of a conlinuing
default, with a further fine of T2500 per day during the continvance of defaull (Section
168).

8.4.1 Certain Typical Issues in Respect of AGM

Whether AGM can be called on a public hotiday. Section 166(2), inter 2lia, provides
that every AGM shall be called on a day that is not a public holiday. The Department
ot Company Affairs has opined that it is a mandatory proviston.

However, bank hotidays {for purposes of closing) though declared as public holidays
under the Negotiable Instruments Act, 1881 shal] not be treated as public holidays for
the aforesaid purpuse. 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 il any day is declarcd by the Central Government 10 be a public
holiday afier the issue of the notice convening such a meeting, it shall not be deemed
tu be a public holiday n relation to the mecting. (1i) Where a public company or iis
subsidiary has by its articles tixed the time of 1its AGM and the day turns out to be a
public holiday [Provise (a) to Seetion 166(2)]. (i) Where a public company or its
subsidiary has by a resolution passed in one AGM fixed the time for its subscquent



AGM and the day turns out to be a public holiday [Provive (a) 1o Secuon 166(2)). (1v)
A private company which is not a subsidiary of a public company may also {like a
public company or its subsidiary under (ii) and (iit) above] by 2 resolution agreed 1o
all the members thereof fix the time as well as the place of its AGM und the same
shall be valid ¢f the day happens to ke a public hotiday {Provise (b) 10 Section 166(2)]
{¥} A company to whom = licence is granted under Scctton 25 is excmpted from the
provisions of Scetion 166(2). (vi) Where the AGM is adjoumncd because of lack of
yuorum, it is fo be held on the same day in the next week at the xame ime and place
(Section 174). Tn casc the day comes 10 be accidentally a public holwday, it shalj not
amout to contravention of Section 166{2}.

It is not obligatory 1o advertise notice ol meetings in the newspapers, However, as an
abundant precaution, the company may advertise in the newspapers 1o avoid objection
from such of the shareholders as reside outside Fadia and who incidentally may not
receive the notices served through post.

Voiing rights of members shall be determined as at the date of the meeiing and not as
they would/have been if the meeting had been held within the prescribed e,

A meeting beyond stalutory time cannot be said 10 be void ot ilfegs) If the Tribunal
does not extend the date of holding the AGM w/s 167, the Directors shall be subjected
to increasing pensliy but the meeting shatl be a valid meeting. Otherwise, the pasition
in taw would become itnposstbie.

The Board of Directors has the power to cancel of postpone a mwebng convened,
though rt cannot be exercised vxcept [or bona fide and proper reasons

8.5 EXTRA-ORDINARY GENERAL MEETING
(EGM) (SECTION 169)

Clausc 47 of Table A {Schedule I) provides that all pencral meetings other than AGMs
shall be called the EGMs. The legal provisions as regards such meetings are:

L:GM 15 convencd for transacting some special or urgent business thal may artse in
between two AGMs, for instance. change in the objocts or shift of registered office or
alteration of capital. All business transacted at such mectings s called special
husiness. Therefore. every lem on the agenda musi be accompanicd by ap
‘Expianatory Staternent’,

An EGM may be called: (1} by the Directors of their own accord: (ii) by the Ditcclors
on reguisition; {1ji) by the requisitionisis themselves: (ivi by the CLB. The Board of
Directors may call a general mecting of the members at any inme by gaving not less
than 21 day's notice, A shorter pefice may, however, be held vahid if consent is
accarded thercto by members of the company holding 95% ot more of the voung,
rights {Scetion 171). The Board of Directors must convene a geteial mecting upon
request o1 requusition if the following conditions are satisfied (Secthon 169),

The requisitinnists must be such number of members who, at the date of the deposit of
the requisitton, are the holders of 1/1Gth of 1o1al voting power. Thus, in case of a
company having share-capital they should hold adeass 1'10th of such of the paid-up
capital that carnes right to vote in regard to that maticr. Preference sharcholders have
voting power only as repards marters relating to the prelerence sharcholders. They
have no voting ngbt and therefore, no nght to requisition in respect ot ether matiers. [
the company does not have a share capital, they shoutd atleast hold 1/ 10th of the 10tal
voting power of the company in regards to that matter The requisition must state the
objects of the meeting. 1.e.. it must set out the matters for the consideration 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 stgned by the requisitronists.

Zl5
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In case all the aflorcsaid conditions are satisfied, the Board of Directors must withim 2]
days ol the receipt of the requisition call the meeting giving atlcast 21 day’s notice
(ixing the meeling within 45 days of the receipt of the requisition.

Where the resolution proposcd is a special resolution then the requirements of Section
189(2) must be complied with. viz., it should be so descrbed and cexplanatory
statement be apnexed.

1['thc Board of Directors does not or fails to call the ineeting as aforesaid (i.c., within
21 days fixing the date of the mecting within 45 days of the deposit of a valid
requisition), the meeting may be called: by the requisifionists themsclves: (a) In case
of a company having share capital, bv ope or morc requisitionists as represent: {1} a
majority in value of the paid-up share capital held all the requisitionists; or (i1) atlcast
[/10th of the paid-up share capital carrying voting rights in respect of that matter,
winchever 1s less; or (b) in casc of a company not having share capital, by one or more
requisitionists whe represcent atleast 1/10th of the total voting power of the company in
regard to the maticr of the requisttion.

Where the Articles, in accordance with the provisions of Section 180, provide thar
members who have not paid calls on their shares would not be entiiled to vote. them
they cannot requisilion a mecting, nor vote it and if they de so the proceedings would
be invalid.

The requisitioned mecting must be beld within 3 months of the date of the depaosit of
the requisition. Further, where two or morc persons hold any shares or interest in a
campany jointly, a tequisition, or 2 nolice calling a meeting, signed by one or some
only of them shall, for the purposcs of this scction, have the same [orce and effect as if
it had been signed by all of them.

Any reasonable expenses incuired by the requisitionists, as aforesaid, shall be repaid
to them by the company and the same shall be recouped from directors at fault,

Mecting by the requisitionists must be held in the same manner as nearly as possible,
in which the mectings are to be called by the Board. However, where the regisicred
oflice 15 not made available to then for holding the mecting, they may hold the
meeting clsewhere [R. Chettair v. M. Chettair (1951) 21 Comp. Cas. 93],

Powers of rhe Company Law Board (Secfion 186): 1I' for any reason it is
impracticable to call a mecting of the company, other than an AGM, the Company
L.aw Board may direct the calling of the meeting: (a} on its own motion; (b} on an
application of any dircetor; {¢) op an application of any member entitled (o vote at ihat
meeftng.

For he aforesaid mecting, the Company Law Board may pive directions in respect of
the place, date and the manner m which the mecting be held and conducted. It may
also give such ancillary or conscquential divections as 1t thinks expedient, includiog a
direction that one mcruber preset in person or proxy shall be deemed to constitute a
meeling.

8.5.1 Class Meetings (Section 107)

When it is proposed to aiter, vary or affect the nghts of a particular class of
shaccholders {e.g., where accumulated dividends on cumulative preference shares is to
be cancelied) and i is not possible 10 obtain the consent in writing, of the holders of
3idths of the issued shares of that class, a mecting of the holders of those shares may
be called. Such a meeting is commonly kaown as a ‘class meeting’. {( should be noted
that all resojutions in a class meeting must be passed as special resolutinns.



The bolders of atleast 10 percemt of the issucd sbares of that class who did not consent
in favour of the resolhition may apply to the Court within 21 days to have the
resolution cancelled and where soch application is made. the resolution shali not have
effect undess and until 1t is confrmed by the Court.

8.6 MATTERS RELATING TO GENERAL MEETINGS

Notice of the Meeting (Secrion 171): Every member of the company is entitled to a
notice of every gencral mecting. A potice af not less than 21 days must he given in
writing to every mernber. However, a shorter notice for AGM wilt be valid if all
members entttfed to vote grve their consent. tn case of other tncetings, a shorter notice
will be valid if conscnt 15 given by members holding atleast 93 percent of the paid-up
capilal camrying voting rights, or representing atleast 95 percent of the voting power.

The notice may be piven 1o members cither personally, or sending by post 10 him at
hus registercd address. A notice of a meeting may also be given by adveriising the
same in a pnewspaper circulating in the neighbourhood of the registered office of the
company.

The sccrelary should sec that proper notice of meeting must be given to all peesons
who are cntuled (o receive it. Anaimproper or insufitcient rotice, as well as absence of
nehcs, may affect the validity of a mceting and render the resolutions passed at the
meeting ineficctive. Also the notice shoutd make 2 full and frank discloswe 1o the
members of the fact on which they would be cxpected to vote.

Agenda of the Meeting: The word "agenda’ indwcates the business 10 be transacted at a
mecting. 1t 15 prepared for all kinds of meetings i order that the meeting may be
conducied systermatically. The agenda is penerally peepared by the secretary in
consultation with the chairman. §1 s drafied in such a manner as o help the cheirman
1o conduct the meeting smioothly. In draftine the agenda, the secretary should bear in
mind the following: (i} the agenda should be clear and explicst; (i1} it should be drafled
I a swnary manner; (Ui} all iteins ol routine business should be put dowo first and
the coptentious matiers laler: and (iv) atl itenms of similar nature should be placed in a
continuous order,

The forcgoing points are itnportant beeause when a copy of the agenda is senl to a
member, he is in a poxition te (orm a definrte opinion of the subject matter to be
discussed at the meeling. While prepanng the agenda, care should be tuken for the
order of the matlers t0 be discussed, as the order of the agenda cannot be altered
cxcept with copsent of the meeting. Sometimes, the agendas s draficd w such a
manncr that it can servc the purpose of minutes later on Some spacc is lef opposite
each agenda item and the secrctary wuifes if up during the roceting; this praetice s
very commeon in the preparation of agenda [or Board meetings.

Sometimes. companics wmamtain an Agenda Book. wherein the agenda steins are
cntered. It 1s placed before the chairman of the mecting and is reparded as the apenda.
Those placed before the members or other dircetors are copics only. Later, the Agenda
book becomes a permanent recorsd for future reference.,

Proxy (Section 176): In the case of a company, every member of a company entitled
to attend and vote 4t a meeting has the nght to appoint anoither person, whether a
member or not, to attend and vote for him. The 1erm proxy is applied to the person so
appointed. Also, it refers in the instrement by which a member of a company appoints
another person 1o attend e mecting and vote an s behalf. However, the proper term
tor this docuinent is proxy fomm or proxy papcr. The following points about proxies
are to be noted: (1} A proxy has na right to speak at the meeting. {it} A proxy need not
be a membur of the company. (iit} The instrument appointing a proxy must be in
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writing and signed by the appointed. (iv) The proxy form must bear the date of the
meeting. (v) No company can make it compulsory for any one to lodge proxies carlier
than 48 hours before the mecting. (vi) A proxy may bc revoked before Lhe person
appotnted has voted. (vii) A proxy can demand a poll. (vifi) A proxy cannot vote
against the wishes of hts appotnter.

Secretarial Work as Regards Proxies: (a) Scrutinise the proxy forms to sce whether
they comply with the provisions the Act, and the bye-laws and rules of the
organisation. (b} Any proxies received after 1he stipulated sime [imit must be returned
with a note thal they cannot be accepted. {c) Any iregularities in proxy furms should
be reported to Chairman of the meeting, as he is the final authority to accept or reject
themn. (d} Each correct proxy form is countersigned by the Secretary. (e) Enter the
correct proxy forms in Register of proxies. {f) Return the proxy form o the member
together with an Admission card in the name of the proxy.

8.6.1 Quorum for Meeting

A number of members of anybody sufficicnt to ransact business at a meeting arc a
quorum. Staicd differently, a2 quorum 5 the minimum nuimber of persons whose
presence s necessary for the transaction of business. The quorum for meetings is
generally fixed by the Axticles of the company, or byc-laws and the rules of the
assoctalion or society. Anv resolution passcd without a quorum is invalid. In fact, if no
quotum is present, then there {s no mecting and the procecdings are invalid.

Section 174 provides that unless atherwise so provided in the Articles, in the case of a
public company, the guorumn s five members personally present and in the case of a
private company, it is two members personally present. Jf Quaorum is not present
within 4 hour, the meeting shall be adjourncd to the same day next week at the same
timc and placc. The Board inay detcrmine some other time, day and place but it should
be within the town, city or village of the regestered office.

Quorum ~ Certain Typical Issues

b, Cana single member present constitute a valid quorum? A single member present
cannot by himseif constitutc a valid quorum except where the Act expressty so
provides {vidc Scciiens!67 and 186} Thus, where the mecting 1s convened by
Central Government/ Tribunal/s 167 or 186. tt may give any directions including a
direction 1hat a single member present m person or proxy shall constitute a vahd
meeting,

2. Presence of Prefcrence Shaccholders — whether to be counted for quorum. If
business proposed to be ransacted at a gencrat mecting does not include any item
or resolution proposed to be passed, which directly aifect the rights of the
preference sharchodders, their prescnice should not be taken into account for
purpose of determintng the quorum, but where the subject matier includes any
resolution tn which the rights of preference sharcholders are directly alfected,
their presence should be 1aken 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. In the absence of
unanjmity, the chairnan wants to know the wishes of the persons prescnt therein, This
is known as ascentaining the scnse of the house and for this purpose, he has to put the
matter before the bouse to (e members. There are various methods which can be
adopted by the chairman {o put the matter to vote in order to ascertain the wishes of
the members. They are as follows: {1} By acclamation, (i1) By voice volc, (ii1) By
division, (iv) By show of hands, (v) By balloi and (vi} By poll.



(1) By Acclamation. When persons present in a meeting indicate ihewr approval or
disapproval of the motion by clapping of hands, cheering or applausc, 1t is known
a8 voling by acclamation. This method is adopted where there {s a unaiimous
approval ur disapproval. For example, the motion ol thanks to the chair
generally adopied by this method. But this method should not be adopted il there
ts a shurp JufTercace of opinton among the members on the issue before them.

() By Voice Vote. In this case, the Chairman puts the proposition before the meeting
and persons who arc in favour of the proposition say ‘ves” and those who arc
against it say ‘no’. The Chaioman hears both the voices “yes’ and 'no” and aives
fus decision after ascertaining the numbers of *ves™ and "no’. At this stage, a
member who s dissatistied with the Chairman’s decision on the basis of voice
vote may demand a vole by show of hands.

(tn) By Division. Under this method. the Chairman requests the mombers present in
the mecting 1o divide themsclves inte two blocks ~ one in favour of the proposal
and anuther against it. The Chagman, with the help of the Secrelary, counts the
aumber of persans in favour and against the proposal and gives his veedict.

(V) By Show of Hands. Under this method, the Chairman asks all those in favour of
the tesotution 1o raise their vight hand and whep that number is noted, asks all
those agamst to do likewise. The Chairman then declares the result of the voting,
nuhcatng whether the proposal has been carried or lost.

{v) By Ballor. Under this method, every person prosent records hus vote on a ballot
paper and deposits it in the ballot box provided [or that purpose. The counting of
hallots cast for and against the motion reveals the results. This mcrhod ensurces
SCCrCCyY 1N Casting v otes,

{viy By Poll. In company mectings. voting by poll is according to the numher of shares
held hy a member. The voting by show of hands may not ahways reflect the
opmion of members upon a value hasis. Also, there may be a nunber of proxies
who car vote only by poll and pot by show of hands.

Rules in Respect of Voting. As per the provisions of the Act, rules regarding voting
may be noted as follows:

(tj Lvery holder of equity shares shall have a right 1o vote [Scction 87(1 .

(i Right of an equity shavcholder to vote cannot be profiibited on the grounds that he
has pot held hes shares for any specified period before the mecting or an any other
yround (Scction 182). fr Anunthalakshmi v. H. L & F. Trust, AIR 193] Mud. 927,
a provision wn the articles of a company that only those sharebalders would be
eatited to vote whose namces haye been there on the register for two months
befure the dale of the meeting was held 1o be in contravention of the Acl.

The only ground on which the right to vote may be excluded 18 non-payment of
cills By o member or other sums due against a member or where the company has
oxercrsed the pght of lien on his shares {Section 181).

(i) A preference shareholder shail have the right 1o vole only on resolulions which
durectly attect the nights attached to his preference shares [Section 87(2)].

Wihere the directors proposed to increase the sharcs of the company by issuc of
further equity shares, by capitalising an amount standing to the credit of the
company's reserve account and applying the same in paying-up the new equiry
shares and distributing the same as fully patd amooy the equity shareholders, the
proposed resolunion was Lield to affect the vights of the preference shareholders
ansd could, therelnre, be only carneed out with theic sanction [Re John Smith's
Tadcasier Brewery Co. Ltd. (1952) 2 AlL ER 751].
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However, nights of preference sharcholders are not ‘affected” by the issuc of
additional ordmary shares, though their voting rights are thereby weakcned [Whiie
v, Bristol Acroplune Co. Ltd. {1953) T All ER 40 (CA)].

(1v) Voting rights of a member arc not affected by the faet that his shares have been
atiached or pledged or a receiver has been appointed [Balkrishnan Gupta v.
Swadeshi Polytex Lid. (£985) 58 Comp Cas. 563].

(v} Yoling 10 be by show of bands in the first instance. Section }77 provides that at
any general meeting, a resojution put to vote shall, unless a poll is demanded
under Section 179, be decided on 4 show of hands. A declaration by the chairman
that on 2 show of hands, a resclution has or has not been carried cither
unanimoeusly or by a particular majority and an entry to that effect in the Minutey
Book of the company, shall be conclusive 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 (Scelion 178).

Demand for Poll. Section 179 provides that before or on declaration of the result of
the voting on any resotution on a show of hands, a poll may be ordercd to be taken by
the Chairman of the mecting of his own motion and shall be ordered to be taken by
him on a demand rpade 1n that behalf by the person or persons specified below;

(a) In the casc ol a public company having a share capital. by any member or
members prescnt ip person or by proxy and holding shares in the company:
(1) which confer a power (o vote on the resolution not being less than 1/10th of the
tolal voting power in respect of the resolution; or (it) on which an aggregale sum
of not {ess than filty thousand rupecs has been paid-up;

(b} In the case of a private company having a sharc capftal, by one member, present in
person or by proxy if not more than scven members are personally present and by
two members present m person or by proxy, if more than scven members arc
personally present;

{c) In the case of any other company, by any member or membcrs present in person
or by proxy and having not less than 1/10th of the Lotal voting power in respect of
ihe resolution.

The chairman of the meeling may regulate the manner io which the pol} should be
taken. Hc must appoint two scrutinisers to scrutinise the votcs given on the potl
and to report thereon to him. Then the chairman will declare the result.

Voting by Companies and Government as Members (Sections 187-187-4): Wherc 2
company or a corporation 18 a member of another company, it may attend the mectings
of the other company through a representative, The representative must be appointed
by a resolution of the Board of Directors or thc other governing body. Where the
Central Government or a Statc Govermmnent is a member, the President or the
Gowvernor of the State, as the case may be, has the power to appoint represcntatives (o
attend wmeetings of the company. The person naminated shall hold the position of a

proxy.

8.6.3 Motions, Resglutions and Amendments

Dectsions of a company are taken by resolution of its members, passed at thew
mectings. Also. the Board of Directors takes certain decisions at s meeting by
passing certain resolutions afier due deliberations.

The term ‘motion’ indicates a proposition madc at a meeting by any member. Such a
maotion may be passed without any change or modification. But i some members feel
that the motion in the form proposed necds some change or modification, they may



move an amendment. A inotion when passcd with or without amendment is called a
resolution.

A motion should aiways be m writing and before it 15 brought before the mecting. the
necessary nolice must be given. A person proposing 1 motion is called the mover and
the motien should be signed by him.

Once the motian has been put to the members and they huve voted in favour of it, it
becomes a resolution. Tn the case of a company, there arc three kinds of resolutions: (i)
ordinary reselulion; (1) spectal resolution: (13i) resolutton requiring special notice.

Ordinary Resolution (Section 189(1}}: When a motion is passcd by stmple majonty
of the membeis voting at a general meeting, 1t is said to have been passed by an
ordinary resolution. In other words, votes in favour of the resolution are mare than 50
percent. Still in other words, a resolutien shall be an ordinary resolution where he
voles casl in favowr of the resolution are more than the voles cast against the
resolution. According 10 Section 189(1), “A resalution shall be an ordinary resalunian
when at a general mecting of which the notice required under the Act has been duly
gtven, the voles cast (whethor on show of hands, or on poll, as the case may be), m
favour of the resolubion (including the casting vote, if any, of the chairman) by
members who, being entitled to do so, vote ip person or where proxics are allowed, by
proxy, exceed the votes, if any, casl against the resolution by members so entitted and
volung”,

All matiers which are not required etther by the Act or the company’s articles to be
done by a spceial resolution can be done by means of an ordinary resolution. Sume of
the cases in which only ordinary resolution is reguired are: aheration of authorised
capttal, declaration of dividend, appointment of auditors, elcction of direcrors, elc.

Special Resolution (Section 189 (2)): A resolulion is a special resolution in regard to
which: {a) the miention to propose the resolulion as a special resolubon has been
speciftcally mentioned in the notice calling the pencral meeting, (b) 21 Jays notice has
been duly given for caliing the mecting; (c) the oumber of votes cast in favour of the
resolution s three iimes the number cast against it.

Some ot the cases in which a special resolulion is nceessary: alieration of ohjects
clause; change of repistered office from one State o another; alteranon of the Arucles:
changes 1n the name of the company; reduction of share capital.

Resolution Requiring Special Notice (Section 196): Some resolutions requite special
notice. The objeet of special notice is to give the members sufficient iime 1o consider
the proposed resolution and also 10 give the Bouard of dircctors an opportumty to
indicate views, on the resolation if it 18 not proposcd by them but by some viher
shurcholders Uinder this. @ notice of intention to move the resolutien should be given
te the company not less than 14 days before the date of the meenng at which o o
proposcd to be moved. The company in turn must immediaicly give notice by
advertisement in 2 newspaper or in any olher mode allowed by the Arnicles. bul not
less than seven days before the mecting. Some of the cases in which a special notice 1s
necessary are, appeinting an auditor., a person other than a retiring auditor; moving a
resolution that a retiring auditor will not be re-appointed; remnoving v director before
s term cxpires.

Section 192 requires that a printed or a type written copy of cach special resolution
should be sent Lo the Registrar withia 30 days thereol.
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Passing of Resolutions by Postal Ballot (Section 1924): Section 192A contains
following pravisions for passing of resolution by postal ballot:

(i} A hsted company may and in the casc of resolution relating 1o such business as
the Central Government may, by notification, declare 10 be conducted only by
postal ballot, shall, get any vesolution passed by means of a postal ballot, instead
of transacting the business in gencral meeting of the company.

(if) Where a company decides to pass any resolufion by resorting to postal batlot, it
shall send a notice to all the shareholders, along with a draft resolution explaining
the reasons therefore and requesting them to send their assent or dissent in writing
on a postal bailot within a period of 30 days from the date of posting of the iciter.

(11) The notice shall be scnt by registered post acknowlcdgement due, or by any other
method as may be prescribed by the Central Government in this behalf and shal
include with the potice, a postage pre-paid envclope for facilitating the
communication of the assent or dissent of the shareholdcr to he resolution within
the said period.

(iv) If a resolution js assented to by a requigiic majority of the sharcholders by means
of postal ballot, it shall be deemed to have heen duly passed at a general mecthag
covered in that behalf.

{v) I a sharcholder sends under (2) above lus assent or dissent in writing on a postal
ballot and therealier any person fraudulently defaces or destroys the ballol paper
o1 declaration of identify of the shareholder, such persen shall be punishable with
imprisonment for a term which may extend to 6 months or with finc or with both.

{vi} If a defaull is made in complying with provisions in {1} to {4}. the company and
cvery officer of the company, who is in delavlt shall be punishable with [ne
which may extend to ¥ 50,000 in respect of eaeh such default.

Circulation of Memnbers® Resolution (Section 188): When some members of a
company want (i) Lo proposc a 1esolution at the company's next AGM; or (1i) desire 10
circulate to members any staterncnt with respect to the maiteer referred (0 in any
proposed resolution or any business to be deall with at any general mecting. the Act
dllows them io use the administrative machinery of the company for the purposc.

I( the requisitc number of members makes a reyuisition as aforesaid, the company
shall be bound Lo: (i} give a natice of the resolution intended to be moved ai the nex!
AGM; (n} circulate the siatement among the members entitled to notice of any gencral
mecting. However, before the obligation of the cotnpany, in tespect of the above may
anse, the {following conditions shall have to be satisfied:

1. The requisition must have becn Signed by atleast: {a} mcinbers having 1/20th is
to be at one place of the total voting rights of all the members having the right 1o
vaole on the resolution; or (b) members, numbering 100 (having the right to voic at
the resolution) and commanding a paid-up share capital of ¥1 lakh or more.

2. The requisition must have been Deposited at the registered office of the
company: {a) atleast 6 weeks before the meeting in case of a requisition requiring
notice of a resolution; and (b) atleast 2 wecks before the meeting in case of any
other requisition.

3. The slatement 1o be circulatcd does not contain more than 1000 words.

4. The requisitionists must have deposited with the company 4 sum rcasonably
sufficicnt to meet the expense of the requisition.

Exceptions: Section 188 authorises a company not to circufate a resofution or
statement of the requisition m the following cases: (a) The CLDB, on the application of



the company or any otber agprieved party, is satisfied that the rights so conferred are
being abused to secure needless publicity for defamalory matters. (b) The Boarcd of
Directors of a banlking company considers that the cicculation of the statement would
injure the interests of the company.

Registration of Certain Resolution and Agreements (Section 192): A copy of the
resolutions or agreements as enpumeraied in this section must within 30 days afier their
passing or making be forwarded to the Registrar of Companres who shall record the
same.

8.6.4 Point of Order

A poim of order deals with the conduct or procedure ol the meeting, The chatrman has
to give his ruling or decision on a point of order at onee. His ruling on any matier of
procedurc is final.

8.6.5 Minutes of Proccedings of Meeting

Minutes are a record of business transacted al meetings. Every organisahon must keep
minutes containing a fair and correct sunwmary of all proceedings of general mectings
of members and of Management Commiitec. Jt 15 the duty of the secretary to imake
this record.

After the mecting is over or as soon therealter as possible., whilst the proceedings are
sttt fresh o mdnd, the secretary should procced to draft the minutes of the mecting.
Fach munute eptered on the mnute book should be conscculively numbered,
abbreviated 0 the margm and tndexed. They must be writen in the order in winch the
buciness was transacted at the meeting. Minutes miay be recorded etther in the form of
narrativn or conclusions. n the latter case, only conclusions in the form of resolutions
passed are recorded. The practice is o have conclusions only. Details of the actual
discussion and irrclevant talks should be omitied. The munuates should be clear,
compact. unambiguous and definite, Minutes of cach mweeting must begin ov a fresh
page and should be headed with the number, date and natuce of the mecting. The
wording of resolutions and amendments must be recorded in full and the name of the
propuser and seconder given, whether they are cventually camied or not.

Scction 193 provides that every company must keep minutes eontaining a fair and
correct summmary of all proceedings of gencra) incelings it books kept Jor that
purposc. The minutes book inust have their pages comsecutively numbered and
nunutes must be recorded within 30 days of the meeting.

Check Your Progress

Fill in the blanks:
1. The Statutory Report is required to be certifted as correct by aticast
directors, one of whom shail be the managing dirccior,

witere there ts vne,

2. Every company, whether public ar private, having a share capatal or not,
limited or unlimited must hold thes mecting.

3. is convened for tramsacting some spccial or urgent
business that may anse in between two AGMs. loe wstance, chunge m the
objects or shift of registered office or alteration of capital.

4. A is the minimum pumber of persons whose
presence 15 necessary for the transaction of business.

b

When persons present in a mecting dicate 1beir approval or disapproval
of the motion by clapping of hands, checring or applause, it i1s known as
voting by

m

Company-Meciings
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8.7 LET US SUM UP

e The diffcrent provisions of the Companies Act empower sharcholdcers to exercise
their rights therem at gencral meetings consequently, the act provides for calling
and conducting meetings of members.

® There are four kinds of meetings wiich serve different purposes. These are: (i)
statutory meeting; (1) AGM; (10 extraordinary gencral meeting and {iv) class
meetings.

® A statutory meeting is required to be held once in the hfe of'a company, which is a
public company having a sharc capital. {t must be held within a period of not less
than ope month and not more than six months from the daic the company is
entitled 1o commence business,

® The Board of Direclors should get a report, called the statulory reporl, sent to each
membering with the notice of the meeting.

# Ap annual general mceting {AGM) 15 (0 be held by cvery type of company. This
mecimg must be held mn each calendar vear and not moge than fificen months shall
elapse between two such meelings.

#® The business to be transacied at AGM may comprise of: (1) ordinary business and
(11) special business.

o Jf dcfault is made in holding the AGM, then the Ceniral Government may, on the
application of any member of the company, call or dircct the calling of the
meeting. An cxtraordinary gencral meeting is convencd for transacting some
speeial or urgent business that may arisc in between two annual gencral meelings.

e An exiraordinary gencral meeting may be called by: (i) the directors of their own
accord, (11) the directors on requisition by the shareholders; (111} the requisitionists
themselves; (1v) by Company Law Board.

8.8 LESSON END ACTIVITY

A mceting was properly convened and was subsequently adjourned by the Chairman.
No fresh notice was given for the adjourned mecting which bas held subscquently.
Discuss with your classmates whether the adjourned meeting is a vahd meefing.

8.9 KEYWORDS

Agenda: The word “apenda’ indicates the business to be transacted at 4 meeting.

Proxy: Every member of 2 company entitled to attend and voie at a meenng has the
right to appoint another person, whether a member or not. 10 atiend and vote for him.
The torm ‘proxy’ is applied to the person so appointed.

Quorum: A quoruin is the minimum number of persons whose presence js necessary
{or the transaction of busincss at a mecting.

Ordinary Resolution: When a motion is passed by situple majority of the memhers
voting at a general mecting, it is said (o have been passed by an ordinary resolution.

Special Resolution: A resofution is a special resolution witen the number of volcs cast
in favour of the resolution ts three limes the number cast aganst in.



8.10 QUESTIONS FOR DISCUSSION Compeny Meetnge

1. What are the thiferent kinds of general mectings of a company?

2 Define statutory meeting of a public company.
3, Summarise the provisions as regards annual general meeting.
4. What are the provisions of the Compantes Act. 1956 o respect of an extraordinary

general meeting Lo be held on requsition?
5. Writc 4 short note on the powers of the wribuna! to call mectings.

6. Write short notes on: (1} Notice of a meeting (i) Proxy (i) Votiag by poll {iv)
Resolutions (v} Explanatory statement {vi) Quorum.

Check Your Progress: Model Answer

I Twe

2. Anousl General

3 Extra-Ordinary Genera) Mecting
4  Quorum

5. Acclamation
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9.0 AIMS AND OBJECTIVES

After studying this lessan, you should be able to:

Discuss the coneept of sharcholders’ democracy

I'xplain the powers of majority

Flucidate the principle of non-interference or Rule 1o Fosa v Harbettle along with
s Justificabion and advantages

Discuss the protection of minority rights and sharcholders remedies

Identify the prevention of oppresston

9.1 INTRODUCTION

Democracy 18 always u beller governance structure as comparcd to any other set up. It
preserves the rights of every one either majority or rinority. Most of the sct ups are
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always preserving the rights of the section to whom it 1s presenting. The oppression of
minority i§ a norma) thing everywhere either in economies or politics or in the
companics.

The greed for money is that the companies are mismanaged [or personat gains, This
grced lies with the majonty holders. The best set up for a company is that in which the
minority nghts are protected and also in which the mismanagement is avoided.

Alfier reading this lesson you will be able to understand the concept of sharcholders’
democracy, the majority powcers and minority righis.

The lesson describes the principle of non-interference in detait along with its
Justifications and advantages. It also deals with the provisions relating to protectton of
minority rights and shareholder’s remedy. Provisions under the Companics Act for
prevention of oppression and mismanagement have also been discussed hercin. [L may
be noted that Chapter X VI of the Companics Act 2013 (Section 241-246) and the rules
made therc under, covering the aspects of oppression and nusmanagement arc yet (o
be notified and the provisions of Companies Act 1956 in this regavd would continue (o

apply.

9.2 SHAREHOLDERS' DEMOCRACY

The concept of shareholders’ democracy in (he present day corporate world denotes
the shareholders' supremacy in the governance of the business and affaurs of corporate
scetor cither directly or through their clecled representatives. Democracy means the
rulc of people, by people and for people. In that context the sharcholders democracy
mieans the ruic of shareholders, by the shareholders, and for the sharcholders in the
corporate cnterprise, to which the sharehoiders belong. Precisely it 1s a right to speak,
congregale, communicale with co-sharcholders and to lcarn about what is going on in
the company.

Under thc Compaities Act the powcrs have been divided between two scgments: one s
the Board of Directors and the other 15 of shareholders. The directors excrcise their
powers through meetings of board ol directors and shareholders exercise their powers
through General Mectings.

Although constitutionally all the acts rclating to the company can be performed in
Gencral Mectings but most of the powers in regard thercto are delegated Lo the board
of directors by vire of the constitutional documents of the company viz. the
Memorandum of Association and Articles of Association.

Under Section 291 of the Companies Acl a general power has been conferred on the
board of dircctors. The section provides that “Subject 1o the provisions of this Act, the
board of directors of a company shall be entitied to exercise all such powers and to do
all such acts and things, as ihe company is authorised to exercise and do™.

Proviso to this section restricts the powcr of the board of directors to do things which
are specifically required fo be done by sharehalders in the General Meetings under the
provisions of Companies Act 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 thal of sharcholders. Basically all the business to he transacted at the meetings of
shureholders 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, 1t functions through
the instrurientalily of the board of directors who is guided by the wishes of the




majority, subject, of course, to the welfare of the company as a whole. It is, therefore,
a cardinal rule of company Jaw that prima facic a majority of members of a company
are cntitled 1o exercise the powers of the company and generally to control its affaiss.

According to Sectton 87 of the Companies Act. 1956, every member of a company,
which is limited by shares, holdimg any equity shares shall have a right to vote
respect of such capital on every resolution placed before the company. Member’s right
to vote is recognised as right of property and the sharchalder may exercise it as he
thinks [t according to his chorce and interest. This rule is modified by the Act in
certain cases.

A special resolution, for instance, requires a majonty of 3/4th of thosc voting a1 the
mecting and therefore, where the Act or the articles require a special resolution for any
purpose, a thrce-fourth majority is necessary and a simpie majority is not enough,

The resolution of a majority of sharcholders, passed at o duly convened and held
general mecting, upon any question with which the company is legally competent to
deal, ts tinding upon the ninority and consequently upon the company.

Thus, the majority of the members enjoy the supreme authority 1o exercise the powers
of the company and generally to conlrol sis affairs. But ths is subject to two very
smportant limitations.

Fustly, the powers of the mujority of membeis are subject o the provisions of the
company’'s memorandum and articles of association. A company cannot lcgally
authorisc or ratify any act winch being outsade the ambit of the memorandum, 15 olra
vires of the company.

Also, where the amcles authorise the directors (o deal with any matiers except those
which arc ousstde the scope of the authority of the directors: or with which the
directors haviang power are unzble or unwilling 1w deal.

Secondly. the resolution of a majority must not be inconststent with the provistons of
the Act or uany other statwte, or constitute a fraud on munority depriving it of its
Jegitimate rights,

9.3.1 The Principle of Non-interference (Rule in Foss v. Harbottle)

The gencral principle of company law 1s that every member hokls equal rights with
other snembers ol the company tn the same class. The scale of rights of members of
the same class must be held evenly for smaooth functiontng of the company. Tn case of
difference(s)y amongst 1he members the issue is decided by 4 vote of the majority.

Sinca the majority of the members are in an advaniageous position to run the company
according to their command, the minarities of sharcholders are ollen oppressed. The
company luw provides for adcquaie protection for the munonty whareholders when
therw rights are trampled by the majority.

But the protection of the muinonty 1s not generally available when the majority does
anything 1 the excreise of the powers for internal administration of a company.

The court will not usually imtervene at the mstance of shaveholders in matters of
internal admimstration, asd will not interferc wah the management of a4 company by
its dircetors so fonyg they are acting within the powers conferred on them upder the
articles of the company.

in other words, the articles arc the protective shield for the majonty of sharcholders
who compose the board of directors for carrying out their objeet at the cost of minority
of sharcholders. The basic principle of non-interfercnce with the internal management
of vompany by the court is laid down jn a celcbrated case of Foss v, Hurbottle 67 E.R,
189:; {1843} 2 Harc 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. llarbotile, two sharcholders. Foss und Turton brought an action on
behalf of themselves and all other sharcholders ugainst the directors and solicitor
of the company alleging that by their concerted and illegal iransactions they had
catised the company’s pruperiv io be lost to the company. f was also alleged that
there was no qualtfied Board.

Foss and Turron claimed damages to be paid by the defendanis fo the company. It
was held by the court thar the action could nor be broughi by the minorin
shareholders although there was nothing (o prevent the compam: itself. acting
through the majoritv of its shareholders, bringing acrion.

The wrong done to the company was not which could be ratified by the majoritv of
members. The company (i.e., the mujority} is the proper plaintiff for wrong done to
the company, so the majoriiv of members are competen! (o decide whether to
cammence proceedings against the directors.

The reasons [or rule were nicely siated by Melish L.J. in MacDouguall v. Gardiner,
{(1875) 1 Ch. D. 13 (C.A) at p. 25 in the following words: “If the thing complained
of is a thing which in substance the majority of company are entitled to do, or if
something huas been done irregulurly which the maojority of the company are
entitled to do regudarly. or if something has been done illegally which the majority
of the company are entitled to do legally, there can be no use i having litigation
about it, the ultimate end of which is only that a meeting hus to be called, and then
ultimately the majority gets its wishey ™.

In Rajahmundry Electric Supply Co. v. Nugeshwara Rao AIR 1836 SC 213, the
Supreme Court observed that: "The courts will not, in general, intervene at the
instance of sharcholders in inarters af internal adminisration, and will nor
interfere with the management of the company by its directors so fong us rhey are
aeting within the powers conferred on them under articles of the company.
Moreover, if the directors are supporied by the majorin: shareholders in what they
do, the minority shareholders can. in general do nothing about 1™ )

From the above it follows then that a company being a separate legal person from the
members who composc it, the company 1s the proper persen 1o bring an action.

9.4 PROTECTION OF MINORITY RIGHTS AND
SHAREHOLDERS REMEDIES

The rule in Foss v. Harbottle is not absolute but is subject to certain exceptions. In
other words, the rule of supremacy of the majority 15 subject to cerlain exceptions and
thus, minority sharchoiders are not left helpless. but they are protected by:

{(2) The common law; and

(b) The provisions of the Companics Act, 1956,

9.4.1 Actions by Shareholders in Common Law

The cases in which the majority rulc docs not prevail are commonly known as
exceptions to the rule in Foss v. Harbottle and are available to the minority, In all
these cases an individual member may sue for deciaration that the resolution
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complained of is void, or for an injunction to restram the company from passing it
The said rule will not apply in the following cases;

Ultra Vires Acts

Wherc the dircctors representing the majority of shareholders perform an illegal or
ultra vires act {or the company, an individuai sharcholder has the right to bring an
action. The majorety of shareliolders have no right to confirm an illegal or ultea vires
trapsaction of the company. in such case a sbareholder has the right to restramn the
company by an order or injunclion of the court from carrving out an ulifa vires act.

In Bharat Insurance Ltd. v. Kanhya Lal, A.LR. 1935 Lah. 792, the plaintiff was a
shareholder of the Bharat Insuwrance Company. One of the objects of the company
was: “To advance money at intercst on the security of fand, houses, machinery and
other property situated i India.. ”

The plamntiff complained that “scveral investiments had been made by the company
without adequate sceurity and contrary to the provisions of the memorandum and
therefore, prayed [or perpetual injunction to restrain it from making such
nvestments™

The Coun abserved: “In all matters of terpal management, the company itself is the
best judge of its aftairs and the court should not interfere. But application of assets of
a company 15 nel a matter of imernal management.

As directors arc acung altra vires in the application of the [unds of the company, a
single member cap maindaw & sult”. Bt means that the rule in Foss v. Harbottle will
vperate n full force only when the majonty ol shareholders through their chosen
directors act within the extent of the powers of the company.

Fraud on Minority

Where an act dene by the majonity amounts to 4 fraud on the minority; an action can
be brought by an individual sharcholder. This principle was laid down as an exception
to the rute in Foss v, Harbotile i a number of cases.

In Menter v. Hooper's Telegraph Works, {(1874) L.R. ¢ Ch, App. 350, 1t was obscrved
that it would be a shocking thimg if the majority of shareholders are allowed tn put
something inte their packets at the cxpenses of the minority.

Tn this case, the majority of members of company "A' were also members ol company
'B', and al a meeting of company 'A’ they passed a resolution to compromise an action
apgainst compuny ‘B'. in a manncr alleged 10 be favourable to company 'B', but
unlavourable 1o company 'A'. Held, the minority shareholders of company "A' could
bring an action 1o have the compramisc sel aside.

Though there 1s no clear defimtion of the expresston “fraud on the minority™. but the
court degwdes a partiewlar case according to the surrounding facts. The general test
which 1< apphicd Lo decide whether a case falls in the category of fTaud on the minonity
or not 15 whether a resolution passed by the majority is “bona fide for benefit of the
company i» a whole™

As regards to the meaning of the expression “bona fide for the bencfit of the company
as a whole™ Evershed MR, in Greeahalgh Ardeme Cinemas Lid. (195() 2 All E.R.
1120 hax obsenved thus: It means that the sharebolder nwsi proceed on what, n his
honest opruon, s for the hencfit, of the company as a whale™

Secondly, the phruse 'the company as a wholc’ does not... mean the company as a
commereial entity as disunct from the corporators. Jt means the corporators as a
general body.

33
Mapruy Powess and
Minority Righis


http:COlllp<l.ny

o34
Indian Companies Act

In other words, it can be said that the court ought not to interfere with decision of the
majority in a general meciing 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 catertained by the court
[CL Buch v. Sullivan, (1957) 1 W.L.R. 1274].

The reason for it is that if the minority sharcholders are denicd the right of action, their
gricvances 1n such casc would never reach the court, for the wrongdoers themselves,
being in control, will never alfow thc company to sue [Par Jenkins L.J. in Edwards v.
Halliwell. (1950) 2 All E.R. 1064, 1067].

In Glass v. Atkin (1967} 65 D.L.R. {2d} 501, a company was controlled equally by the
two defendants and the two plaintiff. The plaintiff brought an action against
defendants alleging that they had fraudulently converied the assets of the company for
their own private use.

The court allowed the action and obscrved: “Whilc the gereral principle was for the
company jtself to hring an action, where it had an intercst, since the two defendanis
controlled the company in the sense that they would prevent the company from taking
action”.

Resolution requiring Special Majority but is passed by a Simple Majority

A sharcholder can sue 1f an act requites a spectal majority but is passed by a simple
mjority. Simple or rigid formalities arc lo be observed if the majority wants to give
validity to an act which purports to impede the interest of minority.

An individual shareholder has the right of action to restrain the company from acting
on a speeial resolution o which the insufficient notice Is served [Baillie v, Oriental
Telephone and Eleciric Co. Ltd., (1915) | Ch. 503 (C.A.); refer also Nagappa Chettiar
v. Madras Race Club, | M.I..J 6062].

Personal Actions

Individual membership rights cannot be invaded by the majority of shareholders. He is
entitled to all the rights and privileges appertaining to his status as a member.

An individual sharcholder can instst on the sirict conmpliance wilh the legal rules,
statutory provisions. Provisions in the memorandumn and the articles are mandatery in
nature and cannot be waived by a barc majorily of shareholders [Salmon v. Quin and
Artens, (1909) A.C. 442].

In Nuagappa Chettiar v. Madras Race Club, (1949} 1 M.U.J. 662 at 667, it was
observed by the Court that “An individual sharecholder is eniitled to enforce his
individua) rights against the company, such as, hs right to vote, the right to have hrs
vote recorded. or his right to siand as a director of a company at an election™.

Where the candidature of a shareholder for directorship s rejected hy the Chairman, it
is an individual wrong in respect of which a suit is maintainable [Joseph v. los, {(1964)
I Comp L] L05].

Breach vf Duty

The minarity sharcholder may bring an action against the company, where afthough
there is no fraud, there is a breach of dury hy dircctors and majority shareholders to
the detriment of the company.



In Damiels v. Danmiels, 11978) 2 W.L.R. 73, the plainuff, who were minority
sharcholders of a company. brought an action against the two direciors of the
company and Lhe company nscll’

Ln thetr statemem ot the claim they alieged that the company, on the instruction of the
two directors who werc majority sharchoiders. sold the company’s fand (0 onc of ihe
directurs {who was the wife of the other) for £ 4,250 and the directors knew or ought
to have known that the sule was at an under value,

Four ycars ufter the sale. she sold the same fand for £ 1.20,000. The dicectors applied
for the statement of clann to be disclosed on reasonable cause of action or otherwise
as an abusc of the process of the Court. Held, by the Chancery Division, Templeman,
1. the application of director should be dismissed.

The exception to the ruie in Foss v. Harbottle enabling a minority of sharehalders to
bring an action against a company for fraud where no other remedy was available
should include cases where, although there was no fraud alleged, therc was a breach of
duty hy directors and mayerity sharcholders to the detriment of the company and the
benefit 10 (he directors; accordingly, on the facts alleged, the minerily sharchoiders
had a causc of action.

Prevention of Oppression and Mismanagement

The munority shareholders ire cmipowered ta bring acuon with a view ol preventing
the majoriiy [rum appression and misnnagement. These are the statutery rights of
the mmorny shascholders and {ind detatted discussion later in the study. It shouid be
noted that the erdinacy civil courts are not deprived of the junsdiction to decide the
miatters except where the Companies Act expressly cxcludes it such as malrers retating
to windimg up.

9.4.2 Statutory Remedies {(under the Companies Act)

Though the shareholders’ democracy is supreme the Companies Act and the decided
cases sugyest thai the majoriry shall not be allowed to act in an unfair. fraudulent or
uppressive way against the intcrests of the minority sharcholders.

Under Sectton 38, te7, 388-B, 307, 398, and 399 various powers are given to the
shaccholders. Further, under Scction 263 a company may adopl principle ol
proportional représentation.

Under Section 408 the Central Government may direct the company to amend its
articles providing for appuointment of dircctors according 1o the principle of
proportivnat  representation under Scetion 265 and make fresh appomtment in
pursuance of the articles so amended within such time as may be specificd.

The Companies Act, 1956, extends protection to minority by granting various rights to
minority sharcholders which are discussed as below:

ta) The variation of cluss rights: The rights attached to the shares of any class can be
varied under Section 16 of the Act with the cansent in writing of the holder of
not less than three-fourths of the issucd shares of that class or with the sanction of
a special resolution passed at a separate meeting of the holders of the 1ssued shares
of that class, Bul the holders of not less than 10% of the shares of that class who
had not assented to the variation may apply to the Court [or the cancellation of the
vanahion wider Scciton 107 of the Act

Schemes of reconstruction and amalgamation: The munotity s accorded with
protection in cascs where they dissent to the scheme of reconstruction or
amatpamation.

(b
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(¢c) Oppression and mismanagement: The principle of majority rule does not apply to
cascs where Seclions 397 and 398 are applicable for prevention of oppression and
mismanagement. A member, who complains that the affairs of the company are
being conducted, in a manner oppressive to some of thc members including
himself, or agatnst public interest, he may apply to the Company Law Board by
petition under Section 397 of the Act.

(d} Alternative remedy to winding up: Any member or members, who complain that
the affairs of the company are being conducted in a manner oppressive io some of
thc members incloding themselves, may apply to the Company Law Board for
redressal (Seetion 397).

(¢) Investipation by the Government: Under Section 2335 of the Act the Central
Govermpent may appoint one or more compclent persons as inspectars to
investigate the affaies of any company and to report thereon in such manner as the
Centra} Government 1nay dwrect:

(1} Where in case of a company, on a report by the Registrar, under Sub-scction
{6) or (7) of Scction 234 rcad with Sub-section {6) of Section 234,

{in) Where —

1. In the vasc of a company having a share capital on the appheation ¢ither
of not less than 200 members or of member holding pot Tess than one-
tenth of the voting power thereof; and

2. Tn the case of a company not having a sharc capital, on the application of
not less than one-fifth in member of persons on the company’s register of
members,

The Company Law Board, after giving the parties an opportunity of being heard,
declarc that the affais of the company ought to be investigated by an inspector or
inspectors.

9.5 PREVENTION OF OPPRESSION AND
MISMANAGEMENT

A observed in the preceding topic that one of the exceptions to the majority rule laid
down m Foss v. Harbottle is the vight of the oppressed minority to get relief against
the wrongful conduct of the majority.

This protection to the oppressed minority is also statutorily prescribed under section
397 of the Companics Act, 1956. This statutory protection for prevention of
oppression and mismanagement is an alternative remedy for winding up of the alfairs
of thc company. The reason is thal the oppressed minority may file petition with the
Company Law Board to wind up the company.

However, the company may bce a sound and profitable concern. In that case, the
petitioners will not only be deprived of whatever dividends they might have becn
gelling bul also the value of the assets of (he company might be substantially reduced.

As Alfred Palmer rightly said: *The liquidation of the company may result in the sale
of ils asscls at breakup valuc without regard to the value of the goodwill or “know
how' of the company and the minority sharcholder who urged by (he shareholder’s
appression petitions for a winding up order may in cffect play up his opponents
game”. The oppressed minority, therefore, are willing in such cases not to end the
company but to mend it. Section 397 of the Companies Act, 19506, is tntended (o give
a remedy alternative to compulsory winding up m such cases.



The first remedy in the hands of an oppressed minonty ts to move the Company Law
Board, Scction 197 provides that any member of a company who comphain that the
affairs of the company arc beimg conducted in a manner prejucdicial to public snterest
or in 2 manner oppressive to any member (s) {including any onc or mure of
ihemschves) may make an application to the Company Law Board by way of patition
for relief. Following requircments must be satisfied for seeking a relicf under Scetion
397: (1) That the affairs of the company are being conducted: (a} n a rmanncr
prejudicial 1o public interest, or {b} oppressive to any members. (i3) That the [fact
justified the compuisory winding up order on the pround that n 1 just and equitable
that the company should be wound up. (iii) That to wind up the company would
unfairly prejudice the petitioners [Ramjt Lal Basswala v. Britain Cable Lid., (1964) 14
Raj. 133). On being satisfied about the above requirements, the Company Law Board
may make the necessary arders for ending the matters complained of. The first
requirement refates to public intercst or oppression. First we analyse and discover the
precise connotation of the word “oppression” with the help of judicial decisions.

The words “oppression” and “mismanagement™ are not defised m the Acl. The
meaning of these words lor the purpose of Company Law shouid be used in a broad
generte sense and not 1p any strict literal sense.

The meaning of the term “oppression”™ as explained by Lord Cooper i the Scotuish
case of Elder v. Elder & Western Ltd., (1952) Scottish Cascs 49, which has been cited
with approval by Wanchoo, J {afterwards C.J) of the Supremc Court in Shanti Prasad
v. Kalinga Tubes, (1965} t Comp. L.1. 193 at 204 15 as under - “'The essence of Lhe
maticr secms to be that the vonduct complatned of should wt the lowcest, involve
visible departurc rom the standacds of fair dealing, on wivch every sharcholder who
entrusts s money to the company is entitled to rely™.

Caselet

An attempi 1o force new and more rizky objects upon an uawilling iminority may in
circumsiances amount to nppression. This was held in Re. Hindusian Co-operative
Insurance Society Ltd.. 4IR. 1961 Cal. 443 wherewn the life insurance business af a
company was vequired in 1956 by the Life Insurance Corporation of Inda on
pavment of compensation. The directors, who had the mojoritv vonng power,
refused ta distribute this amount among sharcholders, rather they passed u special
resolution changing the objects of the company o utilise the compensation money
for the new objects. This wus held to be an “Oppression’”. The cotrt abserved.:
“The majority evercised their awthority wrongfully, in a manncr burdensonie,
harsh and wrongful. They uttempted o force the minority sharcholders to invest
their moncy in different kind of business against their witl. The mnority had
imvesred their maneyv in a life insurance business with oll is safeguards and
staturory projeciions. But they were being forced 1o invest where theve would he no
such protections or safeguards”. J

9.5.1 Rule of Majority

The principle of rule by majonty is made applicable (o the management of affaws of
the company The sbareholders pass resolutions on various subjects cither by simple
majority or by three-fourths majonty. Once a resolution is passed, then it is bindtng on
all the members of the company.

As a rcsultant corellary, the court will pot intervenc to protect runority against the
resolution, as on becoming a membcer, the sharcholder agrees to submut 1o the will of
the majority of the members, Thus, if 2 wrong is done to the company, it 15 the
company which iy legal entity baving its own personality, which can institute a suit
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agatnst the wrongdoer; and shareholders do not have a right to do so. This rule was
laid down in the leading case of Foss v. Harbotle the facts of tlus case werc as
foliows:

F and T brought an action on behalf of themselves and all other sharcholders against
the defepdants who consisted of 5 directors, a solicitor and an architect of the
company alleging that by concerled and illegal transactions they had caused the
conipany’s property 1o be lost to the company. It was also allcged 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 sharcholders. The
wrong donc to the company was one which could be ratified by the majority of
members. The company was the proper plaintiff for wrongs donc te the company and
the company can act only through its majority shareholders.

The majority of the members should be lefi w decide whether 1o commence
proceedings against the directors. The principle ol majority rule has since ther been
applicd to a number of cases.

in Rajahmundry Electric Supply Co. v. Nageshwara Rao, AIR (1956} S. C. 213, the
Supreme Court observed that' The Courts will not. in general, intcrvene at the instance
of shareholders in matters of internal administration and will not interface with the
management of the company by its directors so iong as they are acting withun the
powers conferrcd on them ender articles of the company. Moreover, if the directors
are supported by the majority shareholders in what they do, thc minonity shareholders
can, in general, do nothing about it.

One may nolice that the aforesaid decisions are essentially a logical extension of the
principle that a company is a separate legal person from the members who composce it.

Once it 15 admitted that a company is a separate legal person, it follows that “if a
wrong is done to it, the company is Lhe proper person to bring an action’,

This is a shnple rulc of procedure which applies 10 all wrongs, viz., only the injured
party may suc. If, for instance, X intentionally pushes Y down the stairs and Y breaks
his leg in consequence, C, who has seen the whole inciden! cannot bring an action
against X. C has not been hurt; be is not the infured party; he is the wrang plaintiff.
The right plaintifTis Y.

The rule, as applicd to comypanies, however, appcars a little morc complicated. After
all, the directors who have been {raudulent bave inpurcd the company. The compuny 15
composed of members,

Losscs to he company affect il the members, not simply the magority or the minority
or any pariicular member. Why than, should an individual member not sue, since he
has been injured?

The answer is that injury is nof cnough. The planuff must show that the injury has
been caused by a breach of duty to him. In (he coursc of existencc a person sullers
many injuries for which oo action can be brought, for no duty owned to him has becn
hroken.

The individual shareholders or even the minority shareholders who try 1o show that
the directors owe a duty to them personally in theic management of the company’s
assets will definitely fatl. The directors own no duly to the individual members, but
only to the company as a whole. A company ts a person and if it suffers injury through
breach of duty owed to it, then the only possible plaintiff s (bc company rtself acting,
as it must always act, through its majority.



It shoutd. however, be noted that the aforesaid principle of Foss v, Harbottc applies
only where a corporate right of 2 member is mfringed. The rule doesn’t apply where
an individual nght of a member is denied.

The shareholder, hy his contract with company undertakes with respect o his rights
which his membership carries to accept as binding upon hum the decisions of the
majorily of shaccholders, if arrived at in accordance with the law and the articles;
these membcrship rights are referred to as corporate membership nghts.

Other rights of the shareholder, such as right to vote, or right to receive dividend are
his persomal or individual rights and cannot be taken away by the majority and if the
comipany refuses to record his vole or pay him the dividend, he can sue in his gwn
name and this right of action is unaffected by any decision of the majority.

Exceptions to ‘The Majority Rule’ (Protection of Minority Rights). In the [ollowing
cases the rule of Foss v. Harbottle does not apply. i.e., the minority the sharcholders
may bring an action to protect their interest;

1. Where the act done is illegal or wlira-vires the company. A shareholder is
entitled te bring an action against the company and its officers in respect of
matters which are illegal or ultra-vires the company since no maority of
sharcholders (not ¢ven the entire body of sharcholders) can sanction such maltlers
[Burland v. Earle (1902) A.C 8]].

2. Breach of fiduciary duty. When a direcior is in breach of fiduciary duty, every
sharcholder miav be vregarded an auihorised organ to bring the aclion [Santva
Charan Lal v, Rameshwar Prasad Bajora (1950} S C.R. 394]. In Blakesly v.
Johnsan (19801, a LLS. case, the President Director of a corporation who was also
the majority slackholder did not make adequate disclosure 1o the ymnonty
shareholder of facts concerning the sale ol the business and as a result the latter
allowed his stock to be redeemed by the corporaion for an inadequate price. Held,
the president was guilty of breach of fiduciary duty.

3. Where the acr compluained of constitutes a fraud on the minority. Where the
majority of a company's members use their power 1o defrand or appress the
minorny, their conduct is liable to be wnpeached even by a single shareholder.
Justice Evershed, MLR. in Greenhalgh v. Ardene Cinemas Lid. {1951) said, “a
specia) resolution would be liable 10 be impeached if the effeet of it were to
discriminate hetween the majorily sharcholders and minority sharcholders, so ag
to give the tormer an advantage of which the iatter were deprived™,

Thus, where the majority of members of company "A’', who wete also members of
company ‘B’, passed a resolufion to compromisce an action against company ‘B’.
The resolution was charged to be favourable 10 company ‘BB’ but unfavourable to
company “A’. Held. (he munority of company A’ could get the compromise set
aside (Menicr v, Hooper's Telegraph Works Litd. ).

4. Where an Act which requires special resolution tu be effective but has, in fact.
been Jone by a simple majority.

5. Where the personal rights of an individiual member have been infringed. As
alrcady noted. the principle of majority rule 15 applicable ondy to the corporate
membership rights of a member. Infringemem of @ member’s individual nghts Irke
right to vote, right 10 reccive dividends, ctc., cntitles him to proceed in his own
name,

0. Protection under the Companies Act. The Companies Acl. 1950, vide cortain

specific provisions, extends protection (o the minority shareholders by conferring
certain nights on them;
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(1) Variation of cluss rights. Wherc the shate capital of a company is divided
inlo different classcs of shares, the righty attached 1o the shares of any class
can be varted as provided in the memorandum or articles of the company with
the consent of the 3/4th majority of the sharcholders of that class. Wherc this
1s done and the vighs are varied by the requisite majority vote, the holders of
not less than 10 percent of the issued sharcs of thai class who had pot assented
10 the variation may apply to the Court for the canccllation of the variation
under Section 107.

(n) Scheme of reconstruction and amalgamation. Scction 394 provides for
schemes of reconstruction and gives protection to minorities. No compromise
or arrangement in connection with a4 scheme [or the amalgamation of the
company shall be sanctioned by the court unless it has received a report from
the Registrar that the affairs of the company have not been conducted in a
manner prejudicial to the interest of 1s members or jo public interest.

{(t11) Oppression and mismanagement. The principle of majority rule does pot
apply to cases where Sections 397 and 39§ arc applicable for prevention of
oppression and mesmanagement. A member, who complains that the affairs of
the company are being conducled in the manner oppressive to somc of the
incmbers including himself, may apply to the Couct by petition under Section
397. In O.P. Gupta v Shiv General Finance {PY Lid. (1977), the Deltd High
Court held, thai a member’s right 10 move the Cowrt under Section 397 was a
statutory right and cannot be affected by an arbitration clause 1n the Aricles
of Association of a company,

(iv) Rights of dissentient shareholders ut the time of takeover bids, When an
offer for the purchase of alf the shares is reccived and the offer is accepted by
the holders of 90 percent of the shares, the pacly making the offer may, on the
samie terms acquire Lhe remaining shares also. But 2 notice is 1o be given to
(he dissenting sharcholders who have a right to apply to the court praying that
their shares should not be allowed to be acquired, on the terms of the scheme.
On hearing the parlics concerned, the court makes an order as 1 may think fit,

9.5.2 Powers of Company Law Beoard for Prevention of Mismanagement
and Oppression (Sections 397-399 and 402)

Section 397 provides thal any member of a company who complains that its affaixs are
being conducted in a manner oppressive to any member or members (including any
one or more of themselvest may apply to the Company Law Board under this section.
Wiih a view to bring an end the matters complained of, the Company Law Board may
make such order as it thinks it under this section, if 3 1s of opinion that- (1) the affairs
of the company are being conducted in a manner prejudicial to public interest or in a
manncr oppressive 10 any member or members; and (1) to wind up the company
would unfzirly prejudice the members who have lodged the complaint, but the court
would be prepared to make 2 winding up order on the ground that it is jusi and
equilable that the company should be wound up.

An application may also be madc under Section 398 to the Company Law Board by
any members of a commpany who complain thar — (i) the affairs of the company are
being conducted in a manner prejudicial to public interest or in a manner prejudicial to
the intercsi of the company; or {ii) a maicrial change has taken place in the
management or control of the company and that by reason of such change, il is likely
that the affairs of the company will be conducted in a manner prejudicial to public
intgrest or ip 2 tnanner prejudicial to the intcrests of the company.



After hearing the petition, the Company Law Board may pass such order as it thinks fit.

Persons Entitled tv Complain. Section 399 specifies ihe persons who are cntitled to
apply 1o the Compuny Law Board, for relief in cases of oppression and
mismanagemcnt complained of m pursuance of Sections 397-398. The nurnbers
necessary to make such applicahion is: {1) in the case of a compapy having a share
capital, 100 members or 10 percent of the tota) number of its membery whichever is
less, or members holding 16 percem of the issued share capital; (i) in the casc of a
company not having a shace capital, 20 peecent (one-fifih) of the total number of its
members. The Central Government is empowered m an appropriate casc to authorise
any lesser number of members to makce such application to the Company Law Board.

Section 402 provides for the relief that can be provided by the Company Law Board
andd the CLB's order may include: (a) the regulation of the conduct of (he company’s
affarrs ip future; (b) the acquisition of the sharcs or interesis of any members by other
members or by the company; {c) the consequent reduction of the share capital in case
of (b} above; (d} termination, setting aside or modilication of any sgreement, however
arrived at, between the company and the manager, managing director or any other
directos: {e) termination, sctting aside or modification of any agreement between (he
coimpany and any oihier person with the fatter's consent; () setting uside of any
transfer, delivery of goods, payment, cxecution or olher act relating to the propery
made or done by orF agamsi the company withip three months of the application which
would amount 1o fiaudolent prefetence in case of an individual's insolvency: {g) any
othber muiter for which, in the opinion of the Company Law Board, it 15 just and
equiable that provimion should be made.

9.5.3 Powers of Central Government to Prevent Oppression or
Mismanagement

Scetion 408 cmpowers  the Central Goverrunent to prevent  oppression  of
nusmanagement by nominating directors on the Board of directors of u company.

9.5.4 Investipation

Besides the afuresaid provisions. to prevens oppression or mismanagement by those
who control the affairs of the company, the Act contains certain provisions under the
head Investigation.

- N

Check Your Progress

Fill in the blunks.

{. The atticles are the protective shield for the matority ol shareholders who
compasc the board of dircctors for carrying oul their object at the cost of

_ of sharcholders.
2, Where the directors representing the majority of shareholders perform an
for the company, an individual shareholder has nght to

bring an action,

3 refers to an improper cxercise of voling power by the
majorily of members of a company.

4. The may bring an action against the company, where
aithough there i1s no [raud, there s a breach of duty by directors and
majority shareholders 10 the detriment of the company,

5. The prmneiple of _ 15 made applcable to the
managenicnt of affairs of the company. The shareholders pass resolutions
on various subjects ¢ither by simple majority or by majarity.
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9.6 LET US SUM UP

o The concept of sharcholders’ democracy in the present day corporate world
denotes the shareholders’ supremacy in the governance of the business and affairs
of corporate sector either dircctly or through their elected representatives.

e Under the Compantes Act the powets have been divided between fwo segments;
onc is the Board of Dircctors and the other ts of sharcholders. The dircctors
excrcise their powers through meetings of board of directors and sharcholders
excreyse their power through Annual General Mcetings/Extra-ordinary General
Meetings.

¢ The general principle of company law is that every member holds cqual 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 functioning of the
company. Tn 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 Tun the
company according to their command, the minority shareholders are oftep
oppressed. The company law provide for adegquate protection for the minority
shareholders when their rights are trampled by the majority.

& The court wall not usually intervene at the instance of shareholders in matters of
tnlernal administration and will not interfere wath the management of o company
by s directors 8o long they arc acting within the powers conferred on them under
the aricles of the company.

¢ The supremacy of the majonty, however, does not prevail mn all situations. There
are certain acts which the nmajority of sharcholders cannot approve or affirm. In
such cascs, any shareholder may sue to enforce obligations owed to the company.
He brings the action as represcntalive of the corporate interest.

e Any member of a4 company who complain thul the affairs of the company arc
being conducted in a nnner prejudicial to public intcrest or in a manner
oppressive to any member(s) (including any ome or more of themselvesy may
make an apphcation (o the Company Law Board by way of petition [or refief.

9.7 LESSON END ACTIVITY

The articles of a company provided {or the taking of 2 poli at a general meeting of the
company if so demanded by five shareholders. At a general meeting the Chairman, in
breach of the articles, declined to take a poll. One of the shareholders brought an
actton on behall of himself and other sharcholders against the dircctors and company,
sceking a declaration ihat decisions taken at the meeting were invalid and seeking an
inunction to restrain their implementation. Are the shareholders competent to file the
suit?

9.8 KEYWORDS

Democracy: Democracy means the nile of peaple, by people and for people.

Oppression: As per Scction 397(1) of Compamies Act 1956 has been defined as 'when
affairs of the company are being conducted in a manner prejudicial to public interest
o In 2 manner oppressive lo any member or members'.

Reconstruction: When a company is suffering loss (or scveral past years and suffering
from financial difficullics, it may go for reconstruction,



Amalgamation: Amalgamation 15 defined as the combination of one or more
COMPANICy MIO & Dew entity.

9.9 QUESTIONS FOR DISCUSSION
1.

Eq

")

“A company s 3 democratic institution in which the majority have a right to
control the company™. Do you support this statement? Give yort comuments in the
rule laid down in Foss v. Harbottle.

Explam clearly the ipeaming of *majority rule’ as applied v managing a company
registered under the Companies Act 1956. Ace there any excepnons to this rute? If
s0, explain in the light of the statutory law and case law.

“The sule m Foss v, Harbottle presently has lost its importance begausc of
adeguate statutory provisions made wn the Companies Act, 1956, Discuss the
adequacy of these provisions.

“Majority will have its way but minority must be allowed 1o have its say™. Discuss
the above proposition with reference 10 prevention of oppression and
mismanagement?

Fnumerate the powers of the Company Law Bouard to provent oppression and
mismanagement. What arc the powers of the Central Government to picvent
oppression and mismanagement?

Check Yoor Progress: Madel Answer
I. Minouty

T Jilcgal or nitra vircs act

1. Fraud on the punoriry

4. Minonty sharcholder

5. Rule by mmajonity, three-fourths
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10.0 AIMS AND OBJECTIVES

After studying this lesson, you should be able to:

e Identify the types and metheds of winding up
e Discuss the hquidators

® Explain the dissolution of companies

10.1 INTRODUCTION

Winding up of a company is lhe process whereby its life is cnded and its property
administered for the benefit of its creditors and members. An administrator called a
‘liquidator’, is appointed and he takes contro) of the company, cellects its assets, pays
ifs debts and finally distribules any surplus among the members in accordance with




thewr rights. In simple words winding up means applying the assets of' a company in
the discharge of ils liabilities and returning any surplus Lo those entstled to it, subject
to the cost of doing so0. The statutory process by which this is achieved s called
‘liquidation’. Winding up of a company differs from insolvency of an mdividual
inasmuch as a company cannot be made insolvent under the msolvency Jaw Besides,
cven a solvent company may be wound up.

10.2 TYPES AND METHODS OF WINDING UP

A company may be wound up i any of the three ways: A. Compulsory winding up
under an order of the Count. B. Voluntary winding up. C. A voluntary winding up
under the supervision of the Court.

10.2.1 Winding Up by the Court

Winding up by the court, also calied compulsory winding up. may be ordercd in cascs
mentioned in Section 433. The Court will make ao order for windwg up on an
application by any of the persons enlisted in Scction 439,

Grounds for compulsory winding up [Section -131('%)] A company may be wouud vp
by the Court on the following grounds:

Special resoluiion. The company may by spectal resolution, vesolve that it be wound
up by the court The resolution may be passed tor any cause whatsoever, However. the
courl muay not order winding up «f 1t Ninds # to be vpposed to public interest or the
intcrest of the company as a whole.

Defuult in holding statutory meeting. It default is made v delivering the ~iatutory
report o the Registrar or in holding the statutory meenng, the company nmay be
ordercd 1o be wound up. Peution on this ground can be presented either by the
Registrar or by a contributory. IT it has to be tiled by anv mher person it should be
filed hefore ihe expirauon of 14 days after the last day on which the statutory meeting
cught to have been held [Scetion 439 (7).

Fuailure to commence business. Tf a company docs not commaence husiness within a
year from incorporation or suspends business for i whole year, it may be ordered to be
wound up. Failure to commence or to carry on business 15 not trcated as a ground for
compulsory winding up unless the company has no wicntion of carrying on busincss
or 1t has became impossible to do so.

Reduction in membersiip. )l the number of members is 1educced below the statutory
minimum of 7 i a publbe company or 2 1y a private company, the company nmay be
ordered 1o be wound up,

Tnability to pay debts. The court may order a commpany to be wound up 1f 11 is unable
o pay its debis, Aceording o Scetion 434, a company shall be deemed to he unable (o
pay its debts 1f: (a) a creditor for more than one [akh rupees has scrved on the
company at its rcgistered office a demand under his hand requiting pavment and the
company has for three wecks thereafter neglected to pay ot secure or caompound the
sum Lo the reasonable sabsfaction of the creditor; or (b} ¢xecution or other process
issucd on a judgement or order of any court in favour of a credilor of the company 18
returned unsanisfied tn whole or in paet; or (¢) it 1s proved to the satisfaction of the
eourt that the company is unable to pay its debts, 1aking into account its conttogent
and prospective labilitics.

The provision 1hat the eourt s to take into account the company's contingent and
prospective liabilifics is important. A company which has 1o date paid all its debis as
they [ell due may still be ordered to be wound up if a considecation of its asecty and
liabilities shows that it will or may shortly be upable to do 50 Inability is to be seen in
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the cominercial sense of a running entermprisc and not in the sense of liquidation, i.e., if
the company cannot meet its current demand, cven though s assets, when realised,
waould cxcced its iabilities, it will be deemed to be unable 1o pay its debt and may be
wound up.

But the important conditton 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 fide
dispute regarding the debt, the campany cannot be charged to have neglecied 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 equiiable that the company should be wound up. In
excreising its power on this ground, the court shall give due weight to the interest of
thc company, its employecs, creditors and shareholders and the mtercst of the general
public. The rclief bascd on the just and equitable clause is in the nature of a last resort
when other remedies are not efficacious cnough fo protect the general intercsts of 1he
company. While in the above five cases defimte conditions should be fulfilled hut in
the "just and equitable’ clanse the entire matter i3 left 1o the *wide and wisc’ direciion
of the CLB. The winding up must be just and equitable not only to the persons
applying but also to the company and to all its shareholders [Hind Overseas Pyvi. Lid.
v. RDP Jhunjhuawala (71977) ASIL. XTI A [ew of the examples of 'just and
cquitable” grounds on the hasis of which the CLB may order the winding up are given
below: '

(i) When the substratum of the company has gone. 'he substratum of a company is
deemed to be gone where its objects have failed or become mpossible ol
achievement.

(ii) When there is g complete deadlock in the management. A company will be
wound up on this ground even though it (s making good profits. In Re-Yenidje
Tobacco Co. Ltd. A and B, the only sharchelders and directors of a Private
Limited company became so hostile to each other that netther of them would
speak to the olher except through the secretary. Held, therc was a complete
deadlock and consequently the company was wound up.

(it} Where the companv was formed for fraudulent or illegal purposes. For this
purpose, fraud in the prospectus or n the manner of condacting company’s
business ts not sullicient. 1t must be shown that the original object of crcating the
company was fraudulent or illegal [Re T. E. Brismead & Sons Lid. (i897)i
Ch.451. .

{(ivi Where the principal sharehoiders have adopted un uggressive ar oppressive
policy towards the minority (R. Sabapathy Rao v. Sabapathy Press [td. AlR
(1925) Mad. 489]. However, the CLB will order winding up oaly when it 1s
satisfied that it is impossible for the business of the company to be carried on for
the benefit of the company as a whole becansce ol the way in which voting power
is held and used.

v} When the company is ¢ "bubble’, t.e., it never had any real business [Re-London
and Country Coal C. (1867) L.R. 3 Eq. 363].

fvi) Where the business of the company cannat be carried except at loss. But, mere
apprehension an the part of some shareholders that loss instead of gain will result
has been held to be no pround [Re-Mahamandal Shastra Prakashik Samiti Ltd.
{1917) 15 AU L.T. 193], Similarly, in Re-Shah Steamship Navigation Co. [(1501)
10 Bom. L.R. 107], it was that ‘The Court {(now CLB) will not be justified n
making winding up order imerely on the ground that the vompany has made losscs
and it was likely 1o inake further [osses’



(vii) Where a private company is in essence or subsiance a partnership, it may be
ordered 1o be wound up if such circumstances exist under which jt would be just
and equitable for the court to order for the dissalution of the partnership firm. In
Re-Davis and Coltett Lid. [{1935) Ch. 693} one member improperly cxcluded the
other, wha held half the shares, from takang part in the company’s business. Held,
the comnpany be wound up.

(viii)Requirements for Investigation Where divectors were making allegations of
dishonesty aguinst each other in respect of detalcations of the funds of the
company, the company was ordered 1o be wound up on the ground that it was a
case in which the conduct of some of the officers of the company reguired an
mvestigation which could only be obtained in a winding up by the Court [Re
Varietics Lid. {1893} 2 Ch. 235].

Who may petition (Section 439). A pctition for the compulsory winding up of a
company may be presenicd by: (1) the company itsell by the passing of a special
resolution; or (2) any creditor or credifors, ncluding any contingent or prospective
creditor ar creditors; or (3} a contributory or contributorivs; ur {4} any combtnation of
creditors, company or contributories acting joindly or separately: or (5) the Registrar:
ar {6) any person guthonised by the Central Government, as per Sechon 243. (7} the
official liquidator (Secrion 440).

The company [Section £39(1) (a)]. A company may make a petition fur its winding
up. when the members of the company have so resolved by passing a special
resolution. However, it is pot very common for companies to apply for winding up
ordecs since, I desired, they have only to pass a specual resoluban for voluntary
winding up under Section 484 of the Aci. Bat, wherce the directors find the company to
be insolvent due 1o circumstances which ought to be investigated by the CLB, they
may file 2 pention for winding up order on behalf of the company.

Creditor’s petition [Secrign 4329¢1) (b)}. A creditor has a right to 4 winding up. If he
can prove Lhat he cluims an undisputed debt and that the company has failed to
discharge it. The word 'Creditor’ includes secured creditor, debenture holder and a
trustec for debenture holders. Tt is nol even necessary that the secured creditor should
give up his securily In Re-Indin Electric Works (1969) 2 Comp. L.T. 16Y]. A
contingent or prospective creditor {such as the holder of a bill of exchange not vel
matured or of debealures not yet payable) is also entitied (o petition for winding up the
company. But, hc must give a rcasonable security for costs and establish a prima facie
case for winding up |Section 439 (8)].

Somenmes a creditor’s petition is opposed by other crediturs. In such cases the CLB
may ascertain the wishes of the majority of the creditors. However, the vpinion of the
majority ol creditors docs not bind the court. The question will witimately depend
upon the stale of the compuay. IT the company 1s commercially insolvent and the
objevt of tradwg at a profit cannot be attained, winding up order will follow as a
malter of course.

A credifors’ petition 1s gencrally based on the ground that the company i1s nnable 1o
pay 1ts debts, He will not ordinarily be heard to urge that a winding up order should be
made because the subsiratum of the company ts gont which 15 usually the proper
concern of the company's sharcholders [Bukhtiarpur Bihar Light Rly. Co. Ltd. v.
Umton of india, ATR (1984) Cal 499]. However, it the debt of a petitiomng creditor is
disputed no order for winding up can be made {Md. Anmin Bros v. Domimiion of
India, AIR (1952) Cal. 3231

Contributory's petition [Section 439(1) (¢)f. A “contributory’ means any person liable
to contribute 10 the assets of a company in the event of ds being wound up. But for
tus purposc the term “contributory’ includes a holder of fully paid shares. A
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‘contributory’, howcver, may petition only: (i} on (ke ground that the number of
members js reduced below the statutory minimum of seven members in case of public
conpany and two in case of a privale company; (11) on any other ground if the shares
tn respect of which he és a contributory or some of them were originally allotted 1o
him, or/have been held by him and registeced in s name for atleast six out of the
eightecn months preceding the commencement of the winding up, or/have devolved
upon him through the death of the former holder.

Example: A transfer though exccuted and stamped in June, 1997, was registered in
October, 1998. Thc shareholder presented a winding up petition in December, [998,
Held: the petition was not vaiid since she bad not held shares for six months as
required by the Aci

A holder of fully paid sharcs s a contributory for the purpose of a pelition not because
he is liable to contribute but because he may have an inicrest in the asscts in a winding
up. The section provides: " A contrtbutory shall be entitled to present a petition for
winding up a company notwithstanding that he mayv be the holder of fully paid-up
shares, or that the company may have no assets at all or may have no surplus asscts
tefi lor distrsbution among the sharcholders aficr the satsfaction of its liabilities™.

The lcgal represcntative of a deccased sharcholder inay petition. Even an insolvent
sharchoider, whose namic is still there on the tegister, may, at the instance of the
assiznee, petion.

Joint Petition {Section 439¢1} (d)]. By all or any of the parties specifted above. This
means that any combination of the company, the creditors and the coniributories can
present a petition for winding up.

The Registrar [Section 439(1)(e)). The registrar may [ilc a petiion where: (1) a
default is made in delivering the statutory report to him or in holding the statutory
meeting; or (i) the company has not commenced its business within a ycar from its
incorporation: or (i) the number of its members has fallen below the statutory
minisnum; or {iv) the [inancial condition of the company. as disclosed in tts balance-
sheet or from the report of a special auditor apponted under Scction 233A or any
inspector appointed under Sections 235 to 237 it appears hat at is unable to pay its
debts; or {v) it is just and equitable that the company be wound up.

The petition on the ground ot default in delivering the statutory report or holding the
statutory meetmg cannot be presented before the expiration of 14 days afier the last
day on which the statutory meeting ought to have been held. In any case, the registrar
canmot present the petition unless sanchoned by the Central Government.

Central Governmens Petition {Scction 243). The Centrul Government may petition
for winding up where it appears from the report of inspectors appainted to investigate
the a[fairs of a company under Section 235 thal the busingss of the company has been
conducted for fraudulent or unlawful purposes. The Government may authorise any
person 1o act on 1is behalf for the purpose [Section 439(1)(b)].

Official Liquidator®s Petition (Section 44f). An official liquidator may present a
petition for winding up by the Court where a company is being wound up voluntarily.
The Court, however, shall not make a winding up order unless it is satisfied that the
voluntary winding up cannot be continucd with duc regard to the interest of the
creditors or contribuiorics or both.

Commencement of Winding Up (Section 441). The winding up ol a company by the
coart shall be deemed to commence at the time of the prescntation of the petition for
the winding up. If no order for winding up is made and the winding up petition is
dismissed, the date ol presentalion of the winding up petitton has no rclevance. As
such, until winding up order i1s made, (he company will have te comply with the



requirements of the Companics Act as are required if company not wound up. Also the
words ‘shall be deemcd to commence’ indicate that although thc winding up of a
company dues not in fact commence at the time of the presentation of the petition, it
nevertheless shull be taken to commence from thal time if and when the winding up
order 1s made However, where belore the presentation of a petition {or the winding up
ot a company by the Court, a resolution has been passed by the cnmpany for voluntary
winding up, the winding up of the company is deemed to have commenced at the Lime
of the passing of the resolution.

Procedure fur winding ap order
The winding up petition must be presented to the Courtt,

ARcr the presentation of the pelitien but beforc the hearing, application may be made
to the Count either by the company. creditor or contributortes: to appoint a provisional
liqurdator to safeguard the asscts pending the hearing. Before making such
appointment, however, the Court must give notice to the company xo as (o enable 1§ to
make iis representation in the matier unless, for reasons to be recorded in writing, it
thinks fil to dispense wath such notice. The powers of the provisional liquidator are the
same 4 those of a ligurdator uidess limited by the Court (Sechon 450).

On heanng & winding up petition, the Court may [Section 443(1)]): (1} disnuss it, with
or wifhout costs; or {in) adjourn the hearmg conditionally or upconditionally; or
(1) make any mterim order that it thinks fit; or {iv) make an order for winding up the
company with or without costs, or any other order that it thinks [it.

The Court canpot, however, refuse 10 make a winding up order on the ground ondy
thal the asscts of the company have been mortgaged (o an amoual equal o or
excess of thosc assets or (hat the company has no assets. “Where the petition is
presented on the ground tht it is just and cquilable that (be company should be wound
up, the Court may refuse 1o make an ordar of winding up if « is of the opinion that
some other retmedy is available to the petitioners and that they are acting unreasonably
in seckmy to have the company wound up instead of pursuing that olher remcdy”
[Section 443 (23],

Where the pehition is presented on the grounds of default v delivering thye stalutory
report to 1he registrar or in holding the statutory mecting, the Court may: (a) instcad of
making a winding up order, dircct that the statutory report shall be delivered or that a
mecting shall be held; and (1) arder the costs to be paid hy persans who, in the
opwion uf the court, are respoasible for the detaull [Section 443 {31].

Tr all matters relating o the windirg up of a company, the Court may bave regard lo
the wishes of creditors or contributoties of the company as proved to it by uny
suffictent evidence and for the purpose may direct that their meetings may be held or
conducted os directed by the count (Section 557),

Consequence of winding up order. The conscquence of winding up order through
coutt are as {ollows:

1. The Court must, as soon as the winding up order is made canse intimation thercof
to be scnt 1o the otlicial liquidator and the Registrar (Section 444),

P2

The petitionier and the company must alse file with the Registear within 30 days a
certified copy of the order {Section 445(1)]. The Regtistrar should file with hunsclf
a certitied copy of the winding up order of the Courl when himsclf is a petitioner
under Seciion 439, If default is made in filing the certified copy of Lhe order, the
petitioner, or the company and cvery officer of the company who 15 in defauit,
shall be punishable with fine upto 1,000 for everyday during which the default
continues {Section 443).
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3. The Registrar should then make a minute of the order in lws books refating (o the
company and notily n the Official Gazette that such an order has been made
[Section 443(2}].

4. The order [or winding up is deemed to be a notice of discharge to the officers and
employees of the company, except when the business of the company is continued
[Section 445(3)].

5. The order operates in the inlerests of all the creditors and all the conltributories, no
malter who in fact asked for it (Sectien 447),

6. The Offtcial Liguidator, by vidue of his office becomes the Hquidator of the
company and lakes possession and confrol of the assets of the company (Section
449).

7. All actions ang suits against the company are stayed, unless the Court gives keave
to conlinue or commcence procecdings {Section 446).

8. All the power of the Board of Directors ccase and the same are then exercised by
the hiquidator [Sections 491 & 5051,

9. On the commencement of winding up, the limitation ceases to run in favour of the
company.

10, Any disposition of the property of the company and any transfcr of shares m the
company or alteration in the siatus of members made aficr the commencement off
winding up shall, uniess the Court otherwise orders, be void [Scction 536(2)].

11, Any attachment, distress or exceution put in force, without leave of the Court,
against the estate or effects of the company after the commencement of the
winding up shall be void [Section 537 (a}] but not for dues payable to Government
[Section 5372}

12. Any sale held. withoat [eave of the Court, of any of the propertics or e¢(fects of the
company after the commencement of winding up shall be void [Scction
537(6).13. Any (loating charge creatcd within 12 months preceding the
comnencement of winding up 1s void uniess it is proved that the company after
the creation of the charpe was solvent, cxcepl as to, any cash advanced at the tune
of or subsequent to the crcation of the charge or to any increst on that amount @
5% ar such otber rate notificd by the Central Government {Section 534).

The secured creditor 15 outside the winding up and can realise hes security without the
leave of the Court,

Sratement of affuirs to be made to the liquidator (Section 454). When a winding up
order 15 made by the Court, the dicectors of the company must make to the liquidator a
statement as to the affaiurs of the company, stating the following particulars: {i} the
debts and liabilitics of the company; (it} the assels of the company, showing scparately
the cash in hand and in bank, if any; (iti) the name, residence and occupation of each
creditor stating scparately the amount of secured debts and unsecured debts; () the
debts due 10 \he company and the name, residence and occupation of cach person from
whom the sum is due and the amount likely to be realised therefrom.

The object of such a statement is to give the liquidator an idea as to the financial
affairs and liabililies of the coinpany. The creditors apd contributories of the company
can inspect the statement. The statement should be made within 21 days (or such
extended time not cxcceding 3 months as the officiat liquidator or Court may for
special reasons altow) after the relevant date.

The relevamt dale is the date of the winding up order by the CLB or where a
provisional liquidator is appointed, the date ot his appointment. The statement must be
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submitizd and verified by affidavit by one or more of the persons who, at the rclevant
date arc the Directors and by the persan who at that time is the Manager, Sccretary or
other Chict Officer of the company.

Defaulter sball be punishable with imprisonment upto 2 years or with ine upto 71,000
for everyday during which default continues or with both.

Committee of inspection. The Court may, at Lhe time of making ap order of winding
of a company or at any time thcreafier, direct that iherc shall be appointed a
comumittee of inspection to act with the liquidator. In such a case the liquidator must.
within 2 months from the date of such dircction convene a meeting of the creditors of
the company [or the purpose of determining who are to be members of the committee.

Within 14 days from (he date of the creditors meeting (or such further time as the
court in its direction tnay grant for the purpose), the liyuidator should convenc a
meeting of the contributories te consider the decision of the creditors’ meeting with
respect to the membership of the committee. Il is open to the mecting of the
contributories 10 accept the decisron of the crediors’ meeting with or without
modifications or to reject it

The liquidator smust apply 1o the Court for directions as ta what the composition of the
cammittee shall be and who shall be members thercol. However, it will not be
necessary to seek directiuns in this regard where thic mecting of the contributornes
accepts the decision ol the creditors™ meeting 1n its entirety.

Sectton 465 provides: (i) a commnilicc of inspection cannot have anere than 13
members: (u} the conuniltee shall have the right to inspeet the accounts of the
liquidator al all reasopable times; (iii) 1 must meet af such times as it may ffom lime
to time appmnt and the hquidator or any member of the committce may also call a
meeting of the conunitiee as and when he thinks neccssary; (iv) the quonum for the
meeting aof the commitice shall be 1/3rd of the tmal number or two whichever s
higher: {+} # member of the committce may restgn by noiice 1n writing. Bul where a
member of the committee is adjudged an mmsolvent or compounds or amanges with his
creditors, or 15 absent from five consceurive meetings of the commitice without the
leave of the members, he shall cease to remam a member.

General powers of the Court

l. Pawer af Court e stuy winding up (Section 446). Thc Court may at any 1une
after making a winding up order (on the apphlication exther of the Official
Liguidator of any crcditor or contributor and on proof o the satusfaction ol the
CLB that all proceedings in refation to the winding up order be stayed) make an
order staying the procecdings cither altegether or for a himiled time, on such terms
and conditions as the CLB thinks i

Scridement of the list of cantributories (Section 467). The Court has the power to
cause the assets of the company to be collected and applied in discharge of its
hahilthes. For tus purpose the court has the power to make a list of coniributories.
in sertling the bst of contributorics the CLB shall distinguish between those who
are contrihutorics tn their own right and those who are contributaries as being
represcntatives of, or liable [or the dcbts of others.

ot

3. The power ta muke cafls (Section 470). The Court is empowered to make call on
all or any of the contrihutories to the extent of thair hability. It shouid be noted
that no statutory liability for an unpaid call can be set oft against a crediv except in
the following cascs' (a) in the case of an unlimited company, a contrihutory 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 ofl is allowed for
any money due {o him 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 i any director or manager
whose liabtlity is unbmited, he shall have the same right of set off as described in
{a} above; (c¢) in the casc of any company, whether Iimited or unlinuted when all
the creditors have been paid in full, any money duc on any account whether to a
contributory from the company may be allowed to him by way of set off against
any subscquent call,

Payment into bank 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 pdy thc money into the public account of India in the Rescrve
Bank of India instead of to the liquidator.

Power to exclude creditors not proving in time (Section 474). The Court may fix
a trme or times within which creditors dre to prove thewr debts or claims. In such a
case, if the creditors fail to cstablish their claims in tbne, they may be exciuded
irom the bencfil of any distribution made.

Adjustment of rights of contributories (Section 475). The Coun is empowered to
adjust the right of the contributorics umong themnselves and distribuic any surplus
among the pevson cntitled thercto.

Power to order costs (Section 476). The Court may, in the evenl of assets being
insuflicient to sausfy the hahlities, make an order for the payment out of the
asset, af the costs, charges and expenses incurted in the winding up, in such order
of priority inter se as the court thinks just.

Power to summnn persons suspected af having property of company, 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 propeny or books or
papers of the company or known or suspecicd (o be indebted 1o the company. Any
such person may be examincd on oath. The Court may alse require him to produce
any books and papers m his custody or power rclating to the company: but wherc
he claims any lien on books or papers produced by him, the prodaction must be
withont prejudice to that lien,

I{ any officer or person suminoncd, after being paid or tendered & reasonable sum
for fus expenscs, fails to appear before the Courl at the tinc appointed without any
valid reason, the court may cause him 10 be apprehended and brought belorc the
Court [or cxamination.

Power to order public examination of promaoter, directors, etc. (Section 478),
Where the Official Liguidator has madc a report to the Court, staling 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 the company since its formation, the CLB
may divect that person or officer may appear before the Court and be publicly
examined. Examination shall relate to the promotion or {onmnation or the conducl
of the husiness of the company, or as to his conduct and dealings as an officer
therca(. Official Liquidator, any creditor or contributory may take pari in such
examination.

The Court may put such questions 1o the person exannncd as it thinks fit. The
person shall be examined on oath and must answer all such questions as the CLB
may put or allow to be put, to him. Notes of the examination must be taken in
writing and must be read over to or by and sigaed by the person examined and
may thereafter be used in cvidence against him. Staternent so 1ccorded shall be
open Lo the inspection of any creditor or contributory al all reasonablc times.

10 To order the appointment of a committée of inspection. {Already discusscd)



11. Power 10 arrest a coniributory intending to abscond (Second 479). At any time
{etther before or after making a winding up order), the Court mav, on proof of
probable causc for behieving that a contributory is about to quit India or otherwise
ta abscond of 1s about to remove or cancel any of his property, for the purposce of
evading psyment of calls or of avoiding examination in respect of the affairs of
the company, cause: (a) the contributory 1o be urrested and safely kept until such
time as the Court may order; and (b) his books and papers and movable property
be seiced and safely kept until such time as the court may order.

12. Power to order for dissolution of the company (Section 481). When the affairs of
a company have been completely wound up or when the Court is of the opinion
that the liquidator cannot procecd 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 cireumsiances of the case that an order of dissolution of the company should
be made, the Court shall make an ovder that the company be dissolved from the
date of the order. The liquidator must, within 30 days, send a copy of the order to
the Registrar who shall make in his books 2 minute of the dissolution of the
company. If he makes a defauli n forwarding a copy as aforesad, he shall be
punishable wath fine which may extend to T500 for everyday during which the
default continues.

On the expiry of 3 vcars from the date of dissolution, the name of the company
should be struck off the Register. But within 2 years of the date of the dissolution
on application by the liquidator of the compuny of by any olber person who
appears to the Cout to be wnteresied, the Court may wake an order, upon such
terms as the Court thinks it declaring the dissolution to have been void. Afier
such an urder is passed, such proccedings may be taken as might have heen taken
if the compuny had not been dissolved (Section 539)

10.2.2 Voluntary Winding Up

Winding up by the creditors or membors without any intervention of the Court is
called “volunary winding up”. In voluntaty winding up. the company and its creditors
are leR to settle their affairs without going to the CLB tor dircetions ar orders if and
when necessary Winding up should not be confuscd with insolvency, Company may
be solyent and running a prosperous business yoi tt may decide {o he wound up
voluntarily, €.2., in pursuance of a scheine of reconstruction or amalgamation.

A company may be wound up voluntarily: (1) if the company 1n general mceting
passes an ordinary resolution [or voluntary winding up where the peniod [ixed by the
Articles for the duration of the company has expired or the event has occurred on
which under the Articles the company is te be dissolved; {2} it the company resolves
by special resolution that it shall be wound wp voluntarily (Section 4¥4).

When a company has passed a resolution for voluntary windmg up, o imust wethin 14
days of the passing of the resolution. give notice of the 1csolution by advertisemcnt in
Officia} Gazete and also in sonc newspaper circulating In the disinict where the
registered office uf the company is sttuated. In case ot default, the company and cvery
oftficer of the company who 18 in default shall be punishable with fine which may
extend upto T500 for every day during which the default contsnucs (Section 485).

Consequences of voluntary winding up. The consequences of voluntary winding up

arc us follows:;

1. A voluptary winding up is deemed to commence at the time when the resolution
for voluntary windmg up is passcd (Section 486). This will be so even when after
passing a resofution {or voluntary winding up, a pctition is presented for winding
up by the Courl {Section 441).
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The company, from the commencement of winding up, must cease (o carry on its
business cxcept so far as may be required 10 secure a beneficial winding up
although the corporate statc and powers of the company continue until final
dissolution (Secction 487).

All transfer of shares and alterations in the status of members, made after the
commencement, are void unless sanctioned by the liquidator (Scction 536},

A resolution to wind up voluntanly operates as notice of discharge to the
employees of the company {Fowler v. Commercial Times Co.) excopt: (a) when
the lguidation is only with a view to ‘reconstruction’ [Midland Countics Bank
Ltd. v. Attwood (1905) I Cg. 357] or (b} when business is continued by the
liquidator for the bepeficial winding up of the company.

On the appointment of the liquidator, all the powers of the Board of Directors,
managing director or ‘manager’ shali ccase cxcept (Seetion 491 ):

(a) for thc purpose of giving notice to the Registrar abow the name of the
Liquidator appomicd, or

{(b) insofar as the company in general mecting or the liquidator may sanction the
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 winding up undcr supcrvision of
the Court.

10.2.4 Members’ Voluntary Winding Up

Members' Voluntary winding up is possible only when the company is solvent and is
able to pay its liabilities in full. Following are Lhe important provisions regarding
members” voluntary winding up.

1.

Declaration of solvency (Section 488). Where it is proposed 10 wind up a
company voluntanily, its direclors, or in case the company has niore than two
directors, the majority of the directors, may at a meeting of the Board, make a
declaration verified by an atfidavit, to the effect that they have made a full cnguiry
into the affairs of the company and that having done so, they have formed the
opinion that the company has no debts, or that it will be able 10 pay its debts in
full within such period not excceding 3 years from the commencement of the
winding up as may be specified in the declatanon. In order to be cffective, thrs
declaration must be:

(i} made within [ive weeks immediately preceding the date of pusstng of the
winding up resolution by the members,

(i1} delivered va the Repistrar for [iling before the said date;

(iil) accompanied by a copy of the repart of the auditors of ihe company on the
profit and loss account prepared since the date of the last acceunt and the balance-
sheet of the company made out as on the last mentioned date and also embodies a
staternent of the company's assets andl Liabilities as at that date.

Any director of a company making a declaralion under this section without having
rcasonable grounds for the opinion that the compuny will be able to pay its debts
i full within the period specificd in the declaration, shall be punishable with
imprisonment for @ term which may extend to six-months, or with fine upto
T5,000 or with both. If the compzny is wound up In pursuance of a resolution
passed withm the period of five weeks afier making the declaration, but ils debts
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are not paid or provided for in full within the period specificd 1n the declaration. it
shall be presumed, until the contrary is shown, that the director did not have
reasonable grounds for his opinion.

It the above provisions are not complicd with, the winding up shall not be a
members’ volumary winding up {Vosica vs. Tanda Rubber Works AIR {1950) East
Pumjab 180] and in such case provisions (Sections 490 and 498) rclating to
members vohtary winding up cannol apply and if hiquidator is appointed in
pursuance of Section 490 or 498 such appomtment would be bad in law. In such a
case the provisions relating to creditor’s voluntary winding up (Sections 500-509)
should be followed and the violation of these provisions will nizke the winding up
proceedings void ab mitio (M. Kakshmiah v. Registrar of Companies,
Trivandrum unrepurted case decided by the Kerala High Count) and if default is
made in calling a mxccting of the creditors then the company and the directors as
the casc may be, shall be punishable with fine which may extend to 210,000 and
 casc of default by the company, every officer of the company who is in default,
shall be liable to the like punishment [Scetion 500 (6)]. The count may, if moved
by the company or its sharcholders, instead of (reating the winding up proceedings
as mvahd, dircct the company to convene the creditors meeting [Light of Asia
Insurance Company, | L.R. 1940 (2) Cal.325]. The above rules will be applicable
even where a deckwaton of solvency has been filed but in accordance with the
provisiuns ol Scction 488(2 ).

The company, however, may pass a fresh resolution for ity winding up 1he afler
and complying with the requirements of Section 488 (Declaration of Solvency).

Appowmntment and renwneralion of hguidators {Sectiun 490). The campany in
general mecting must (a) appoint one or more liquidators for the purpose of
windig up the affiairs and distributing the assets of the company; and (b) fix the
remuneration. if any, to be paid to be liquidator or liquidators.

Any remuncraiion so fixed cannot be incrcased in any circumstances whatever,
whether with or without the sanction of the count, No liquidator shall take charge
of his office unless his remuneration is fixed. Further, if 4 vacancy ocecurs by
death, resignation or otherwise in the office of the liquidator appointed by the
company, tic company in general mecting may, subject to any arrangement with
its creditors. 1il) the vacancy. For (has purpose a meeting may be convened by any
contributory or the continuing liquidator or by the court on the application of any
of them (Scction 492).

Board’s power to ccasc. On the appointment of a liquidator, all the powers of the
Board of Directors and of the Managing or wholetime dircctors or manager shall
cease except for purpose of giving 4 notice of such appomtiment fo the Registrar,
But their powers may continue if sanctioned by the general body or by the
liquidator so far as the sancbon applics (Section 491).

Notice of appointment of Tiquidator to be given to vegistrar {Seclion 493} The
company must give notice to the Registrar regarding the appointment of liquidator
within 10 days of his appointment. In case of default, the company and every
officer of the company {including liguidator) whao is in default shall be punishable
with fine which may extend to T1.000 for ¢veryday during which the default
continues.

Power ol liquidator Lo acvept shares, etc., as consideration of sale of property of
the company (Section 497). The liquidator may accept shaves, policies or like
interests in consideralion of the sale of the company’s underiaking tv another
company, with an objective to distribute them amoengst the members of transferor
company, provided: (a) a special resolution 1s passed by the company to that
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effect; and (b) he purchases the interest of any dissenting inember at a price to be
determined by agrecment or by arbitration.

The money to the dissenting members should be paid before the company is
dissolved and should be raised wn such manncr as may be determined by special
resoluhon,

6. Duty of liquidator to cali creditor’s meeting in case of insolvency (Section 493). }f
the hrquidator is at any lime of opinion (hat the company will not be able to pay its
debts in full within the period stated ip the declaration of solvency, or that period
has expired withowt the debts having been paid in full, he must forthwith summen
a mecting of the creditors and must lay before the meeting 2 statement of the
asscts and fiabilines of the company. If he fails to comply with the above
requirements, he shali be punishable with [ine which may extend to ¥5,000.

7. Duty of the liquidator to call gencral meeting at the end of each ycar (Section
496). In case winding up continucs for nore than one year the liquidator must: {a)
call a pgencral mecting of the company at the end ol the first year [rom the
commencement of winding up and at the end of cach succeeding year. or as soon
thercafter as may be convenient within 3 months from the end of the year or such
longer period as the Ceniral Government may allow; and (b) lay beflore the
meeling an dccount of his acts and dealing and of the conduct of the winding up
during the preceding year.

8. Final mecting and dissolution [Section 497]. As soon as the affairs of the company
are fully wound up, 1he ligmdator must. {a) makc up an account of the winding up
showing how the winding up has been conducted and the property of the company
has been disposed of; and (b} call a general meelng of the company for the
purpose of laying the account before it, and giving any explanation thercof,

The meeting must be called by advertisement specifying the time, place and object
of the meeting and inust be published atleast ome month before the meeting in the
Official Gazette and also in some newspaper circulating in the diswrict where the
repgisiercd office of the company is situated.

Within one week after the meeling, the liquidator must scnd fo the Regisiear and
the Officral Liquidator cach, a copy of the account and the return regarding
holding of the meeting, In case quorum was not presenl at the mceting called, he
must rcport accordingly.

On reccept of the above doeurnents, the Registrar will register them and the
offictal Biquidator shall make a scrutiny of the books and papers of the company
and report to the CLB, the result of his scrutiny. If the report of the Official
Liquidator shows ihat the affairs ol the company have not been conducted in a
manner prejudicial to the intercst of its members or to public mterest, then, rom
the date of submission of report of the CLDB. the company shall be decmed to be
dissolved. [n the case of an unfavourable report, the CLB shall direct the Official
Ligudator to make a further investigation of the affaws of the company. On
receipt of the report of the Official Liquidator on such further investigatiun, the
CLB may either make an order that the company stands dissolved with effect from
the date specified in the order or make sucl: order as the circumstances of the case
brought out in the report permit.

10.2.5 Creditors’ Veluntary 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 ereditors arc held in
addition to those of the members. The chiel power 1o appoint the liquidator is in the



h2nds of the creditors and there is provision for the appointment of a committec of
inspection, if desired, to which is lefi the fixing of the liqudator's remuncration. The
detailed provasions as enlisted in Scctions 500 to 509 arc given below:

Mecting of Creditors (Section 500). When no stamtorv dectaration of solvency has
been made and fijed as required by the Act, the Board of Directors, acting vn behalf of
the company must suimmon a meeting of the creditors, for the same day or the next
day after thc mecting at winch the resolution for voluntary winding up s to be
proposed. The potice for the mecting has to be scnl by post to the creditors
simultaneously with the sending of the notices of the mecting of the company. Notice
of the meeting should also be advertised tn the Official Gazette and in fwo newspapers
circutating in the district of the registered office or principal place of business of the
campany

The Board of Dircetors mmust prepare and lay before the meeting a stalement of the
position of the company's affairy. topether with a list of its creditors and the estimated
amounts of their claims. Violation of Scection 500 is punishable with fine which may
extend to 310,000,

Notice to registrar. A copy of any resolution passed at the creditors’” mecting must be
filed with the Registrar within [0 days of the passing thercof. H default is made then
the company and every guilty officer shall be punishable with fine which inay extend
10 2500 (o5 every duy of the default (Scction 501).

Appointinent of liguidator (Section 502). The creditors and the members at their
respective first mectings mdy nominate a person tu be hquidator for the purpose of
winding up the atfairs and distributing the assets of the company. 1f the creditor and
the members nomunate different persons. the creditor’s nominec will as a rule by the
liquidator.

But any director, member or creditor may apply to the court tor an order that the
company’s nonunce or the Official Liquidator or some other person should be
appminted. 1f no persos is nominated by the creditors, the members' nommee shall be
the liqudator, Vacancies in the office caused by death, resignation or otherwise may
be filled by crediiors, excepl where the liquidator was originally appomted by or by
the direction of the court. when the court will on application fill the vacancy.

Committee of inspection (Section 503), The creditors al thair fiest or any subsequent
mecting may, if they think [3t, uppoint a committee of inspection of not more thap five
menmibers. 10 such cotmmittec 15 appomted, the company may, either at the meeting at
which the winding up resolution is passed, or at a later meeting, appoint five persons
10 serve on the vommittee, It the creditors obyect agamst the persons appmnted by the
company. then the maiter will be referred to the court for the final decision. The
powers of such committee are the same. as those of a Commilice of Inspection
apported 1 a compulsory winding up.

Fixing of liquidater's remuneration (Section 504). The remuneration 10 be paid to
the hquidator or hiquidinors has to be fixed by the committec of inspection or if there
is no mwch commiltee, by the creditors. Where the remuneration 15 no so fixed, it
must be determined by Lhe court. Any remuneration once fixed shall not be increased
in any circumsiances, whatever, whether with or without sanction of the court

Boards powers to cease on appointment of liquidator (Section 505). On the
appointment of liquiditor, all the powcers of the Board of Directors shall cease. except
in so fur as the committee of inspection, or if there is not such comnuttec, the creditors
in generul mecting, inay sanction the continuance thereof,

Duty of liguidator to call meeting of company and of creditors at the end of each
year {Section 508f. In (be event of the winding up continuing for more than enc year,
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the liquidator mwust call a general meeting of the company and a meeting of the
creditors at the end of the first vear, [rom the cormrmencement of the winding up and at
the end of each succceding year, or as soon therealter as may be convenient within 3
months from the 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 pasticulars with respect to the
proceedings and position of the winding up.

Final meeting and dissolution (Section 509). As soon as the affairs of the company
are fully wound up, the hqudator 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
heen disposed of: and (b) call 4 gencral meeting of the company and a meeting of the
creditors for the purposc of laying the account before the mecting and giving any
explanation thercol.

Fach such meeting must be called by advertisement and must specifly the time, place
and objecis thereof and must be published atleast one month before the mecting in the
Official (azette and also in some newspaper circefating in the distnct wherg the
registerad office of the company ts situated.

Within one week alier the date of the meetings, the tiquudator shall send 10 the
Registrar amd the Official Liquidator a copy of the account and a retura of the meeting
held [Section 509 (3)].

The Othicial Liquidator, after scrutiny of the books and papers of the company, shali
make a report 1o the court. 1f this report stales that the affairs of the company have not
heen conducted in a manner prejudicial to the interest of the company or public then
from the date of the submission of the report the company shall be deemed to be
dissalved; otherwise the court will ask Official Liquidator to make fusther
investigation and may, after that report, order that the company shall stand dissolved
froin the specificd date [Section 509 (6)].

10.2.6 Distinction between Members’ Voluntary Winding Up and
Creditor’s Yoluntary Winding Up

1. Members™ volurtary winding, up can be resarted to by solvent companies and thus
requires the filing of a “declaration of solvency” by the directors ol the company
with the Registras: Creditors’ winding up, on the other hand, 1s resorted to by
insolvent companics,

[ =)

Jn members’ voluntary winding up there is no need to have creditor’s mecting.
But 1in the case of creditors’ voluniary winding vp, a meeting of the creditors must
be called immediately after the meeting of the members.

3. Liguidator, in the casc of members’ windiog up is appointed by the members. Dut
in the casc of creditors’ voluntary winding up, il the members and creditors
nominate two different persons as liguidators, creditors’ nomince shall become the
hgurdator.

4. In the case of creditor’s voluntary winding up, if the creditors so wish a
‘Committee of Inspection’ may be appeinted. In the case of moembers™ voluntary
winding up. there is no provision for any such commiitce.

10.2.7 Voluntary Winding Up under Supervision of the Court

Al any time after a company has passed a resolution for voluntary winding-up, the
Court 1nay make an erder that thc voluntary winding-up should continuc subject 1o the



supsrvision of the Court (Section 522). Application tor such supervision order may be
made either by a creditor, a contributory, the company or the liquidator.

Onc advantage of having a supervision order is thal the hiquidatar is allowed to occupy
the same position and exercisc the same power (subject to testnchions wheee
necessary) as volumary hquidator. At the same time the advantage of a compulsory
winding-up as regards stay of suits and other proceedings and making and cnforcing
calls, etc., arc also secured and the Court is cmpowcred to exercse all the powers
which it can exercise in a compulsory winding-up. In truth, o superviston order s an
amalgam of both — a voluntary winding-up and a winding-up by Court as it is made
on such terms andg conditions as the Court thinks just.

Such an order is passed by the court under the following circumstances:
[. the resolutron for winding-up was obtamed by frawd, or

2. the rules relahing to winding-up order are not being observed, o

3. the liquidator ts prejudicial or is negligent in collecting the asseis.

The Court in such 4 case gets (the same powers as it has in the case of compulsery
winding up. The Court imay also appoint an additional hguidator or hiquidaters. It may
also remove any hiquidator and fill any vacancy vecasioned by the cemoval or by death
or by resignation (Section 5243, A liquidator so appointed shail have the same powcrs,
be subject to the same obligations and in all respeets stand tn the same position as if he
had been appointed in gecordance with the prowistons of the Act relating to the
appointment of liquidator m voluniary winding-up, subjecl, however, 1o 4ny
restrictions the Court may imposc {Section 525).

Unless the Court imposes restrictions on the excrcise of any powers by the hquidator.
he will have all the powers confeired on a liquidator in voluntary winding up |Section
526{11]. The Court will have as widc powers as in compulsory winding-up. The Court
may stay sails or legal proceedings. It can make or enfurce calls and all other orders
necessary for beneficial winding-up of the company [Section 526¢2})].

Powers of Court ro Order Compulsory Winding-up (Section 527), The court may
pass an order for compulsery winding-up supersceding the order of winding-up under
s supervision, The Court may then appoint a persen who is the hguidaior, ether
provisionally or permapentiy to be Wiquidator in winding-up by the court in addition to,
and subject to the control of Offiial Liquidator,

Dissolution of Company. In the case of winding-up under the supervisson of the
Court, the company is deemed (0 be dissolved from the date the order of the court is
issued to that cffect. The Court will issuc such an order when the affairs of the
cotnpany have been completely wound-up and the hiquidator has made un application
to the Court requesting it to order for the dissolution of the company.

Wherc a company has been dissolved according to he due process of law, (oxcept
under Scction 560-defunct companies) on the expiry of 5 vears troin the date of
dissolution of the company, the name of the company should be struck off the Register
of companies after noting agawmst its name that it has been dissolved.

10.3 LIQUIDATORS

The commencement of winding up of a company does not put an end 1o the existence
of the compuny. lts assets are to be rcalised and distributed among the debenture
holders, creditors, shareholders, eic. For the purpose, somebody has i act as an agent
of the company. Such ugent is called liquidator. For the purpose of tiling Income Tax
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Return for the income earned during the winding up 1t has been held that the liguidator
will be regarded as principal officer of the company (Mysore Spun Silk Mifls Lid.).

Rules relating to their appeintinent, rights, powers and duties can be discussed under
the following heads: 1. Tn compulsory winding up. 2. In voluntary winding up.

10.3.1 Liguidators in Compulsory Winding Up

Appointment of official liguidaror. On a winding up order being made n respect of
company, the offictal liquidaton, by virtue of his office becomes the liquidator of the
company (Section 449). Section 448 provides that the official liquidator (i) may be
appointed from a panel of professional firms ol chartered accountants, advocates,
company secretaries, cost and works accountants or firms having a combinatton of
these professions, which the Central Government shall constitute for the Court; or (i)
may be a body corporate consisting of such professionals as may be approved by the
Central Government from time to time; or (i) may be a whole time or a pari-time
officer approved by the Central Government. Howcever, before appointing the official
liquidator, the Court may give duc regard to the vicws or opwion of the secured
creditors and workmen.

Provisional liguidator. Afler presentation of the petition but before the hearing,
application may be made to the Court by the company or creditors or contributonies to
appoint a provisional liquidator to safeguard the asscts pending the hearing. The
powers of a provisiona! liquidator are the same as those of a liquidator unless limited
by the Court. As soon as winding up order is made. the provisional liquidator becomes
the liquidator of the company {Section 450).

10.3.2 Committee of Inspection to Act with Liguidator

The content for this point has been mentioned i Creditors” Voluntary Winding Up
{10.2.5). Pleasc refer to the section provided above.

10.3.3 Liquidators in volantary winding up

() ln Member's Voluotary Windmg up the following points have already been
cxplained: (a) Appointment and Remuneration; (by Notice of his appoiniment to
Registrar; (c) Duty to call creditors’ meeting 1n case of inwsolvency. {(d) Duty (o call
general meeting every year; {c¢) Duty to call final mecting.

(1Y In Creditors” Voluntary Winding up the following points have alrcady becn
explaincd: {(a) Appointment; (b) Remuneration: fc} Duly to cail mecting of the
creditors at the end of cach year; {d) Duty to call ina] mecting.

Common points as regards liquidaters in voluntary windimg up,

Restriction on appointment. A body corporate cannot be appointed as a voluntary
liquidator and any such appointment would be void, Tf a body corporate 2cts as a
hquidator, that body corporate, its director or manager shall be punishuble with ine
upto 10,000 (Section 513).

Further, any person who gives or agrees to pive or offers to any member or ereditor of
a company any gratificution whatever with a view to: (a) sccuring lis own
appointment or nomination as the company’s hquidator, (b) securing or preventing the
appointment or nowination of some person other than himself, as a liquidator of the
company. shall be punishablc with fine upto 1,000 {Section 514).

Power of Courl to appoint and remove a liquidator (Section 515). (1) If for any causc
whatever, there is no liquidator acting, the Court may appoint the official hiquidator or
any other person as liquidators. {2) The Court may, on cause shown, remove 2
liquidator and appoint an Official Liquidator or any other person as a liquidator in



place of the removed liquidator. (3) The Court may alse appoint or remove a
liquidator on the application madc by the Registrar in this behalf. {4) If the Qfficial
Liquidator 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 ligwdator (Section 516). Within 30 days after his appointment. the
liquidator must publish wn the official gazetic and deliver to the Regstrar a notice of
his appointment  Ihe prescnibed form, otherwise a punishment of T500 for every day
of default shall be attracted.

10.4 DISSOLUTION OF COMPANIES

A coinpany s said to be dissolved when it ceases to exist as a corporate entity for all
practical purposes but it is not the extinction of the company. The compuny is kept,
after dissolution, n “suspended animation’ for 2 years. The dissolution of a company
may be declared void by the Court, under Section 559, within a period of two years
from the datc of dissolution. Thus, within a period of 2 years from the datc of
dissolution. the company can be revived by the Court by declaring the dissolution
vaid, The Court will do so at the application by the liquidator of the company or by
any other person who appears to the Court to be interested n this [Section $59 (1)), It
will be the duty of the applcant to file a copy of the above order of the Count, with the
Registrar, within 30 davs alicr the mauking of the order [Scction 359(2)).

Modes of Dissolution. Dissolution ol a company may be brought about in any of the
following three ways:

(1) In case of defunct companies — By removal of us namc from Lhe Register af
Compantes {Section 360). I the Registrar has rcason 10 believe thal a company 1s not
carrying on business, he is empowered (o adopt the procedure prescribed by Section
560 and strike out the company’s name [tom the rcgister as being *defunct’. This may
be done whether the company is a poing concern or in ligudation.

{(2) In pursuance of amalgamation or reconstruction. By order of the court withoul
winding up, i.c,, where a reconstruction or amalgamarion is being carricd under
Seciion 3194(b)(iv).

(3) In pursuunce of the winding up of the company.

Dissolution of defunct companies (Section 56¢). A defunct company means a
company which has never commenced business or whach is not carrying on business.
Section 560 lays down the procedure for the dissolution of defunct companies, without
resorting to the winding up machinery. The procedure ix as follows:

1. Where the Regstrar has reasonable cause to beheve that a company s not
carrying on business or is not in opcration, he shall send 1o the company by post a
leiter mquiring whether the company s camryving on business or 18 1n operation.

{2

[f the Registrar docs not within one month of sending the letter receive any answer
thereto, he shall. within 14 days after cxpiry of the month, send to the company by
post a registered letier referring Lo the first letter and stating that no answer thereto
has been recetved and thay, if an answer 1s not received to the secoad [otter within
one month from the date thereof, a notice will be published in the OfTicial Gazette,
with a view of striking the name of the company off the Register.

3. Ifthe Registrar either receives an answer from the company to the elfect that it is
not carrying on business or is not in gperation, or does nol within one month afler
sending the second lelter receive any answer, he may publish in the Official
Gazctie and send tu the company by registered post a notice that, at the expiration
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of 3 months from the date of that notice, the name of the company, unless cause is
shown the contrary, be situck oft 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 dircetor, manager or other officer who was cxercising
any power of management and of every member ol the company. In other words, such
peesons shatl be hable as if the company had not been dissolved; and (b) the power of
the court to wind up a company.

Restoration of the name of the company. It a company or any member or any creditor
fecls agpricved by thc removal of the company’s name from the Register of
compantes, the Courl may, on an application by the aggrieved party, any time within
20 years [rom 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 thc Court to order for restoration of company’s namc is
discretionary and will be given when the Court 1s satisfied that: {1) aficr restoration,
the company will be in a position to carry on its business; or (2) at the time of striking
off, the company was carrying on business or was in operatton; or (3) 1t is just and
equitable that the company’s nume be restored.

The Court may also, on passing such an order, give such directions and make such
provisions as scem jusi for placing the company and all other persens in the same
position, as nearly as inay be, as if the name of the company had not been struck ofT.

A certified copy of ihe Court’s order must be delivered to the Registrar and upon such
delivery the company shail be deeined 10 have continued in existence as il ils name
had not been struck oll.

Dissolution in parsuance of amalgamation [Section 394(1)j. The Court may, either
by the order sanctiomng the compromise or arrangement or by a subsequenl order,
make provision for (he dissolution, without winding up, of the company whose
undertaking, property or liabilities, cither wholly or in part, under the schemc of
amalgamation or construction, is transferred 1o another company.

But no such order sha!l be made by the Court unless the official liguidators has, on
scrtiny ol the books and papers ol the company, made report to the Court that the
affairs of the company have not been conducted in a manner prejudicial to the mlerest
of its members or to public intercst. The Court can, however, within 2 years declare
the dissolution void (already cxplained).

Disselution in pursuance of winding up. The corporate cxistence of a company
continues through winding up till it is Jissolved. It may be dissolved as follows:

(A) In case of compulsory winding up (Section 481). The Courl will make an order
dissolving a company if: (1) 1he affairs of the company have becn completely wound
up {i.e.. assets collected and liabilities paid as far as praciicable); or (1) the liquidator
cannot procced with the winding up for want of funds and assels or for any other
reasons whatcver: or {iii) it is just and reasonahle in the circumstance of the casc that
an order of dissolution of the company should be made.

On making of the order of the dissolution, the company shall be dissolved [rom the
date of the order {Section 48 (1)]. The official liquidator shall file a copy of the order
of dissolution within 30 days of making of the arder (Section 497},

(B) In case of members’ voluntary winding up (Section 497). As soon as the Official
Liquidator, after scrutinizing the books, accounts and papers of the company, makcs a
report to the Court thal the affairs of the company have not been conducted tn a
manner prejudicial to the intercst of its members or to public interest, then from the
datc of the submissicn of the report (o the court, the company shall be deemed to be



dissolved. Where the liguidator reports that the affairs have not been so conducted, the
CLB shall direct him to make further investigation and submit his sccond report to the
Court and may order that the company shall stand disselved from 2 date specified in
that order 1Section 497(b)).

(C) In case of creditors voluntary winding up (Sectian 509). Samc as ubove {Section
549¢6)]. The Coun can, however, declare the dissolution void within 2 years.

When a company has been dissolved according to the due process of law, except when
such dissolution 1s under Scction 560, on the expiry of 5 years from the date of
dissolution of the company. the nume of the campany should be struck off the Register
of Compames after noting against its name that it has been dissolved. Thus in case of
defunct companies, dissolution and extinction takes place at the same time but in other
cases extinction fullows 5 years afier.

Check Your Progress
Fill im the blanks:

. Tf the number of members s reduced below the statutory mismum of
in a publie conpany or 2 mm a private company, the
company may he ordered to be wound up.

2 Winding up by the creditors or members without any intervention of the
Coun s called

3. Voluntary winding up may be of three types: {a)
tb) Creditors” Vohuntary windmg up: (c)

. The and the members at their respoctive first meetings may
nommate a person to be liquidator for the pupose of winding up the
atfaws and distributing the assets of the company,

[

On a winding up order being made i respect of company,
the . by virwe of his office becomes the higuidator of
the company

10.5 LET US SUM UP

e The winding up oc liquidation of a company is the process wherehy its lifc is
cnded and its property adminisirated for the benefit of its creditors and members,

e A company may be wound up in a2ny of the three ways. (1) compulsory winding up
under an order of the court; (u) voluntary windmg up, and (iii} voluntary winding
up subject to the supervision of the Court.

¢ The winding up of a company by the Court shall be deemed to commence at the
time of the presentation of the petition for winding up.

& Whcn a winding up order s made by the Count, the ducctors of the company nust
make to the liguid for a stalement as to the afTairs of the company under section
454

e The Court may, at the time o making an order of winding up of a company or at
any time thereatter, dircct that there shall be appointed a committee of inspection
to Act with the ligudator. Winding up by the creditors or members withoul any
intervention by the Court is calied *voluntary winding up’.

® A company may be wound up voluntary: (1) if the company in general 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 has occurred

a3
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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 wlhen the resolution
for voluntary winding up is passed.

® Voluntary winding up may be: (1) Members’ voluntary winding up or
() Creditors’ voluntary winding up.

¢ Thc members’ voluntary winding up is possible only when the company is solvent
and 1s able 10 pay its liabilities is full. The Board of Directors has to prepare a
declaration of solvency.

® Where ne declaration of solvency s made, then the voluntary winding up will be
creditors volurtary winding up upon the assumption that the company is not
solvent,

® Atany 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 subjcct to
the supervision of the Court.

e Application {or such supervision order may be made either by a credior a
coniributory, ihe company, or the liquidator, Afler the winding up procedurc is
compleled. the company is dissolved.

® A company is said to be dissolved when it ceascs to cxist as a corporaic body.
However, the dissolution of a commpany may be declared void by the Court within
1wo years from the datc of dissolution.

10.6 LESSON END ACTIVITY

Study the *Prefercntial Payments® as envisaged in the Companics Act, 1956. Would
you like that the order of payment given therein be changed? If so, why?

10.7 KEYWORDS

Contributory: 1t means any persen 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 cither by the credifors or by thc members
without any ntervention of the court is called voluntary winding up.

Compulisory winding up: Compulsory winding up refers to the process by which «
company (or part of a company) is brought to an end and the assels and propeny are
redistributed.

Declaration of solvency: It s a Jdeclaration by the directors of a company that the
company has no debts, or that il will be able 10 pay its debts in full wathin such period
not cxceeding three years from the commencemcnt of the winding up.

Voluntary winding up subject to the supervision of the Ceunrts: When, at any ume
alter a company has passed a resolution for voluntary winding op, 4 Coun makes an
order that the volumary winding up shatl conlinue subject to 1ts supervision, then 1t is
known as voluntary winding up subject to the supervision in the Court.

Dissofution: A company 18 said tv be dissolved when it ceases to exist as a corporaie
body for all practical purposes,



10.8 QUESTIONS FOR DISCUSSION

!

)

What s winding up? Discuss the circumstances o which a company auy be
wound ap by the Company Law Board

What s the effect of a winding up order passed by the Comparny Law Boarnd?

Define the terim “contnbutory . Discuss the hability of members of a company in
the cveat of sts being wound up.

Explam the procedure 1o wind up a carmmpany veluntarly.

What 15 a defunct company? What procedure is followed w dissolve it?

What s the Jdilference between winding up and dissolotion?

Check Your Progress: Model Answer

3
o

3

4,
3.

Seven, Two
Voluntary winding up

Mermbers® Volantary winding ap, Volontary winding up under supervision of
the Count

Creditors

Otficial hquudator
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