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BLOCK 1 COMPANY AND ITS
FORMATION

You know that the requirements of large amount of funds for, and the growing
‘complexities of modern business the company form of busiies: crganisation has
become very popular. In a company, money is invested by a large number of persons
called 'sharcholders’ who are scaitered over different parts of the country. In order to
protect their interests, it becomes necessary to regulate the conduct of the affairs of
the company. For this purpose, 2e Government of India enacted the Companies Act.
The first company legislation in India was passed in 1850 which was {#llowed by the
Companies Act of 1857, 1866, 1913 and 1956. The Companies Act, 1956 is based on
the recommendations of Bhabha Committee which had recommended some far
reaching changes in the Companics Act of 1913, Even the 1956 Act has been
amended from time to time to meet the growing needs of protecting the investors and
ensuring cfficient and honest management of the affairs of the company. The latest
amendments were made in 1988 based on the recommendations of the Sachar
Committee and further amcndmcnls are expcctcd in 1991 for which the process has
alréady been initiated.

The company law provides for the procedure of forming a company, its objects and
scope, the rules for its internal management, the capital structure, the powers and
duties of d'rectors, the company meetings, the maintenance and audit of company
accounts, rowers of inspection and investigation .of the affairs of a company, and the
modes of-its winding up.

In this in'.oductory block, we have discussed the nature and types. »f companies, the
position of a private limited company, the rolc of promoters, and ye procedure for
Lthe form.tion of a company. It consists of four units.

Unit i-=xplains the nature of company, the distinction between cpmpany and
partne-siip and the various types of companies that can be form -d.

-Unit 2 describes the meaning of a private limited company, its distinction from a
- “slic Timited company, its privileges, and its conversion into a public limited

.ompany.
b

Unit 3 deals with the legal position of a promoter. It discusses his functions, ltabilitics,
remuneration and also the position of preliminary contracts entered into by him on
behaif of the company.

Unit 4 describes the procedure for the formation of a company divided into four
stages (i) Promotion (ji) filing of necessary documents, (jii} incorporation
(registration), and (iv) commennement of bhsiness,
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1.0 OBJECTIVES

After studying this unit, you should-be able to;

¢ defline a company,.

® describe the characteristics of o contpany,

® cxplain tht concept of corporate veil,

® ‘distinguish between a company and a partnership
® describe the various types of companies, and

® describe an illegal association,

-

1.1 INTRODUCTION

The Companics Act, 1956 camc into force on April 1, 1956. Despite itsithoroughness,
it has been revised from time to tithe in order to meet the growing nceds of protecting
the investors and ensuring efficient and honest management of the affairs of the
companies. The latest in the series is the Companics (Amendment) Act 1988. This
Act provides detailed rules regarding the formation and administration of companies
in India. In thisintroductory unit you will study the definitior: of a company, the main”
feature a company form of business organisation, its distin=tion from partnership and
the various types of companies the: can be formed in India. '

1.2 DEFINITION OF A COMPANY

The term ‘company’ implics an association of a number of persons for some common
obicct or objects. In fact, the purposces for which people may wish 1o associate are
multifarious but 1he term ‘company’ is normally reserved for those associated for
economic purpose i.c., 1o carry on a business for gain. Partnerships often describe
themselves as ‘A, B, C and Company'. However, this dces not make the {irm
company in the legal'sense of the word, they are only indica:i1g that there arc other
persons in the association. '

In legal terminology, a company means a company i'ncorporated or registered under
the Companies Act, 1956 or under any of the earlier Companics-Acis. Section 3(1)(i)
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of the Companies Act, | 956 states that 4 Company mcans @ company formed and
registered under the Act or an existing Company. An existing Company means a
Company [ormed and registered under any of the previous Companics Acts. This
definition. however, is not exhaustive because it does not reveal the characteristics of
a Company. ' :

A company is called a *body corporate” because, as a consequence of incorporation,

™= large pumber of members who constitute thz company are legally merged into one
body which has a distinct identity of its own. n its !egal form, a company is an
artilicial person created by law. Tthas a separate identity independent of its members.
This artiflicial legal person is entitted to many rights and incurs many liabilities like
any other ordinary human being. - .

A company has been defined by Lord Justice Lindley as follows: By a company is

meant an association of many persons who contribute money or money's worth to.a

common stock and cmploy it in some trade or business, and who share the profit and
loss (as the case may be} arising therefrom. The common stock so contributed is
denoted in money and is tire capital of the company. The persons who contribute it,
cr to wiom il belongs, are called members. The proportion of capital to which each
member is cntitled is his share. Shares are always transferable although the right to
transfer them is often more or less restricted.” :

Another good definitisn has becn given by Ciief Justice Marshall. According to him.
“‘a company is a person, artificial, invisible, intangible and existing only in the eyes of

law. Being a merc creature of law, it possesses only those propertics wiich the charter
of its creation confers upon itycither cxpressly or as incidental to ils very existence.™

According to Lord Haney, A company is an incorporated association which is an
artificial person created by law, having a separate entity, with a perpetual succession
and 2 rommon seal.” '

_From the above definitions, it is clear thut a company has a corporate and legal

personality. It is an artificial person and-exists only in the eyes of law. It has an
independent legal entily, 2 common scal and perpetual succession.

1.3 MAIN FEATURES OF A COMPANY

On analysing the various legal and juristic definitions of the term ‘company’ you will
obscrve that a company formed and registered under the Companies Act has certain
special features which distinguish it from the other forms of organisations. The main
characteristics of a company are as follows. : ' ' -

1 Creation of law: A company is an association of persons who have agreed to form
the company and become its members or shareholders with the object of carrying
on a law{ul business for profit. It comes into existence when it is registered under
the Companies Act. - -

2 Separate legal enfily: In the eyes of law, a company formed and registered under
the Companies Act has a distinct legal entily. After registration, the company is
treated as an artificial person because in reality no such natural person cxists. It is
invisible, intangible and without any physical or natural existence. Although a
company is a legal person having a nationality and domicile, it is not a cilizen.

The legal status of a company has been aptly described by the Supreme Court
of India in Tata Engineering & Locomotive Co. Ltd v. State of Bihar as
follows: ' :

"“The corporaticn in law is equal 10 a natural person and has a legzi entity of .
its own. The entity of the corporation is entirely separate irom that ofits
shareholders; it bears its own name and has a seal of its own; its assets are’
separate and distinet from those of its members; it can sue and be sued
exclusively for its own purpose’,

’

Even though the company lacks a physical existence, for purposes of law it is
regarded as an independent legal person which has a personality of its own
and is different from the members constituting the company. Therefore, a
company can enter into a contract with any member of the company. A
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person can own its shares and also be its creditor. A sharcholder cannot be
Companics

held Tiable for the acts and debts of the company even though he virtually

holds the entire shiare capital. No member can either individually or jointly ‘
claim any ownership rights in the assets of the company during its existence or

on its winding up. Similariy, creditors of the company are crecity 2f th
company alonc and they cannot take action against the members of the
company.

Even where a single sharcholder owns virtually the whole of jis skares. the
company is to be treated as q separate legal entity and is to be differentiated
from such a shareholders. This can be understood better by referring Lo the -
case of Salomon vs Salomon and Company Ltd. Mr. Salomon was running :
shoe business in England. He formed a company known as *Soloman and Co.

- Ltd.” It consisted of Saloman himself, his wife, his four sons and a daughter.

The shoes business of Mr. Saloman was sold o the company for £30,000,

Mr. Saloman received from the company purchase price in the form of

£20,000 fylly paid shares of £1 each and £10,000 in debentures which carried o
floating charge over the asscts of the company. One share of £1 cach was
subscribed for in cash by each member of Saloman's family. Saloman was the
managtng director of the company. Duriig the course of business, the

company became liable for some unsecured loan. The company ran into
financiz- difficultics after some time and went into liquidation within a year.

Qn wir. Zirg up, the asscts realised £6,000. The company owed £10,000 to

Mr. Saloman and £7,000 to-unsccured creditors. Thus, after paying off the
debenturehalder. (Mr. Saloman), nothing was left for unsecured creditors, The
creditors claimed priority ovér the debentures contending that Mr. Saloman and
Salomun and Co. Ltd. were one and the samne person, the compaiiy was only a [acade

- to dz.-aud the innocent creditors. Mr. Saloman should not the.efore, be treated as a

secv = 1 creditor. The House of Lords held that the-company nad been validly

cons “futed and it had an independent existence distinct from its members. Therefore,
M- Saloman was entitled to be paid his dues first as a secured creditor. It was
coserved that the business belonged to the company.and not to Mr. Saloman. The
company and Mr. Saloman enjoycd separate legal entities. The fact that the members
were from onc single family had no bearing upon the validity of the company.

In T.R. Pratt (Bombay) Ltd. Vs E.D, Sasoon and Co. Ltd., it was observed that under
the law, an incorporated company is a distinct entity, and although all the shares may '

. be practically controlled by one person, in law a company is a distinct entity. Similarly

in Abdul Haq v Das Mal, an ecmployee sucd a director of the company for the recovery
of the amount of salary due to him. It was held that he could not succeed because the
remedy licd against the company and not against the directors or member of the
company.

As a consequence of scparate legal entity, the company may enter into contracts
with its members and vice-versa. Thus, a shareholder can be the creditor of the

- company.

Limited Liability: A major advantage cnjoyed by a company is that the liability of
its members is limited. You will later on study that on the basis of liability,
companics may be classified as (i) Companies limited by shares; and {ii) Companics
limited by guarantce. In the case of former the liability of every member of the
comparny is limited (o the amount of shares subscribed by him. If the member hes
paid full amcunt of the face value of the shares subscribed by him, his linbility shatl
be nil and he cannot be asked 1o contribute anything more. Similarly, in the casc of
a company limited by guarantee, the liability of the members is limited upto the
amouri guaranleed by a member.

~

Perpetval Succession: The term perpetual succession means the continued
existence. The existenct of the company is not affected by reasons such as the
msolvency, death, unsoundness of mind of its members. The company has a
perpetual succession. Members may come and members may go but the company
gocs on. Even if all the members of a company die, the legal existence of the
company will not come 10 an end. Gower puts it very interestingly when he says that
even a hydrogen bomb cannot destroy a company. But this does not mean that a 7
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company can never come to an end. You learnt that a company is the creation of
law. It can also be brought to an end by the process of law.

-5 Transferability of shares: The shares of a public limited company are freely

transferable. A shareholder can transfer his shares to any person without the
consent of other members. Urder. the articles of association, even a public limited
company can put certain restric.: s on the transfer of shares but it cannot
altogether stop it. A shareholder of a public limited company possessing fully paid
up shares is at liberty to transfer his shares to-anyone he likes in accordance with
the manner provided for in the articles of association. of the company. However, a
private limited company is required to put certain restrictions on transferability of
its shares.

6 Common seal: In view of the fact that a company is an artificial persan and cannot )

sign its naine on a contract, every company is required to have its own seal. The
common seal of the company is of great importance. It acts as the official signature
of the company. A metallic seal should be used. Every cqmp'any must have a
common seal with its name engraved on the same. The seal acts as a substitute for
the signature of the company. Any documeént which does not bear the common seal
of the company is not binding on the company.

7 May sue or be sued: As juristic person, company ¢an s and be sued in‘its cwn
name. This is so because a company has a separate legal existence. A company may
enter into contracts and can enforce the contractual rights against others and it can
be sued by others if it cominits a breach of contract.

’

1.4 ONE-MAN COMPANY

A pbmpany in whicya single individual holds the whole, or virtually the whole, of the
chare capital is termed as ‘one-man company’. Though there may be other members
aizo; Hut these members are usually his relatives, friends or nominees. This

. domirating person is usually the managing director of the company z=d has full

contra! over the company. This is a means to enjoy the benefits of the corporate status
and limited liability of the company. Although only one petson runs the entire show
in such a company, yet suth type of companies are legal. The formation of one-man
compa=‘v4 has certainly been to the disadvantage of creditors because they cannot
procen . against the actual proprietor, Saloman’s case propounded the concept of
‘ope-man company’ as you have learnt in Section 1,3 of this unit.

Check Your Progress A

" 1 Define a company.

b




4 State whether the following stalements arc true or false.

i) A company is the creation of law.

ii) A company is an ar(ificial person, .

iif)  Since the company is an artificial person it can commit no wrong nor can it
be sued in its own name,

iv) Like a partnership a company comes to an end when any sharcholder of the _

‘ company dics.

v) A company although is a corporate person yet it is not a citizen.

vi). A one-mancompany is one in which.a single :ndividual holds virtually the
whole of the shares of the company.

vii) The liability of 2 member is limited to the face « alue of the shares held by
him. .

viii) All contracts entered into by a company must be under its seal.

1.5 LIFTING THE CORPORATE VEIL

You learnt that a company has a separate legal entity independent @d different from
its members, The principle of separate legal entity was well established in the fam-~s
case cf Saloman v. Saloman and Co. Ltd. On incorporation a line of demarcation ra
veil is drawn between the company and its members. In fact, a company.is -
association.of persons and such persons are the real beneficial owners of all the
corporate property. Real persons behind the company are disregarded 2nce they have
formed a company and given to their association the status of a legal entity.

As a'consequence of this separate legal entity, the company enjoys several advantages
which you have studicd in foregoing paras. But when the company starts using the
corporate veil for improper conduct, or to protect fraud or to justify wrongs, the law
disregards the carporate veil and looks at-the persons behind and treat the company
and its members as.same persons. The corporate veil is said Lo be lifted when the
court ignores the company and concerns itself directly with the members of the
company. Prof. Gower has observed, ‘“when the law disregards the corporate entity
and pays regard instead to the individual members behind the legal facade, it is
known as lifting the veil of corporate personality.”

You should, however, note that the powers of the court to lift the corporate veil is
purcly discretionary. The court will lift the corporate veil when it is in the public
interest to do so. The circumstangces and cases in which the corporate veil will be lifted
may broadly be classified under the following two heads:

1. Under express statutory provisions, and
2. Under judicial interpretations.

Let us now discdss them in detail,

1.5.1 Under Express Statutory Provisions

The Companies Act, 1956 itself provides for certain cases in which the directors or
members of the company may be held personally liable. In such cases, while the
separate entity of the company is maintained, the directors or members arc held
personally liable along swith the company. These cases are as follows:

1) When the number of members (ails below statutory minimum: Arf*orfling to
Section 45 of the Act if at any time the number of members of a cormpeny is
reduced below the statutory requirement and the company carries on business for

~ more than six months while the number is so reduced, cvery person who was

- member of the company during the time when it carried on business after those
stx months and who was aware of this fact, shall be severally liable for all debts of
the company contracted during that time. It should be noted that the personal
liability of the members commences only afrer six months of carrying on business
with reduced members and this liability is only for the debts contracted after those
six months: ‘

Nature and Types of
Companies
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From this vou will see that although the company continues to enjoy its distinct
perscnality but loses the important feature of timited liability of the members of 2

' company. Such a situation entitled the creditors to disregard the-separate entily of

ii)

iii)

iv)

vi)

-

the company, and the creditors can 1ake action against the members directly.

Non disclosure of representative capacity: As a rule when an officer of a company
or any person on its behalf signs or autherises to be signed, on behalf of the
gamrany, any bill of exchange, hundi, prumissory note, endorsement, cheque or
order for nionéy or goods, it is incumbem op such person that he should clearly
disclose the name of the company on whose kchalf he is acting. If the officer or
the authorised person fails to disclose his fejresentative capacity, such officer or
person shall be personally liable for the amount due if the campany refuses to pay
it. For example, a bill of exchange drawn upon a company is accepted by a
director in his personal capacity i.¢., without disclosing tha; he is accepting the
biil on behalf of the company, such a director skall be personally liable for the bill.

Holding and subsidiary company: When one company controls the composition of
the board of directors of another company or holds majority of its shares, the

‘former is called the holding company and the latter as subsidiary company. In

gencral, a subsidiary company is altogether treated as a separate entily and the
holding company is not liable for its acts. But, under Section 212 of the Act, cvery
holding company is required to disclose Lo its shareholders the accounts of its
subsidiaries. 11 requirds that the copies of balance sheet, profit and loss account,
diteciors report and ouditor’s report af each subsidiary company be-attached to
the balance sheet of the holding company. Thus, companies under the same
group are treated as ong entity disregarding the rule that cach subsidiary company
has a separaic legal cntity. .

For investigation into affairs of related companies: Section 239 of Lthe Act provides
that if an inspector is appointed by the Central Government of ir.vestigate the

affairs of a company, he shall also.have the power to investigate into the affairs of
related (subsidiary) companies in the same management. The power to do so may

thus lift the veil of inc‘ox_’poration.

For investigation of ownership of a company: Whien the Central Government feels
it necessary to know about the membership of any company and also some other
matters relating to the company with the object of determining true persons who
are {or have been) financially interested in the success or failure of the company
or who are {or have been) able to control the policy of the company, may appoint
one or more inspectors to investigate and report on these matters (Section 247).
This will be done by lifting the corporate veil so as to find out the true persons
controlling it.

Fraudulent conduct of business: Under Section 542 of the Act if in the course of
the winding up of a company, it appears that any business of the company has
been carried on with the intention to defraud its creditors or any other persons, in
such a case the persons who were knowingly parties to such acts may be held
personally liable for any debts and other liabilities of the company. Insucha
situation, the court may disregard the legat entity of a company and make the
fraudulent persons personally liable for the debts of the company.

1.5.2 Under Judicial Interprétations

Besides the above mentioned circumstances, the courts have allowed the liftirg of
corporate veil for proper administration of taxation laws, estate duty iaws, wealth tax
laws etc. and also in some other circumstances. Let us now study some of the cases
where the corporate veil was lifted. :

i}

‘For defermination of the character of the company: Sometimes, particularly

during war between countries it becomes necessary to ascertain the character of
certain companies. At such times the courts are justified in lifling the corporate
veil of a company which is controlled by alien encmy. In this way 2 company
registered in India may be declared alien enemy if it is found that the persons
controlling such a company are citizens of an ¢nemy country. For example in
Daimler Co. Ltd. v. Continenlal Tyre and Rubber Co. Ltd’s case, a "ompany with
the name Continental Tyre and Rubber Co. Ltd. was registered in England. The
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i)

iii)

object of this company was to sell tyres in United Kingdom, which were
manufactured in Germany by a German company. Majority of the shares of this.
company were held by Germans. Besides this, all the directors of the company
were German residents. When the First World War broke out, the company filed

a suit to recover a trade debt. The court came to the conclusion that the company
was an encmy company because the cffective contiol of the campany was in the
hands of Germans who were alicnt ecnemy. Hence, the claim of the company was
disaliowed on the ground that it was against public policy to allow allen cnemies
to trade by using the corporate veil.

For prevention of fraud or improper conduct: The courts wiil allow lifting of the
corporale veil if the purpose of the company is to avoid legal obligations or te
defraud the creditors. In the case of Gilford Motor Co. Ltd. v Horne, Herrs was
appointed as a managing director of Gilford Motor Co. with the condition that he
wauld not solicit or entice away the customers of the comp.:ny. so long as he was
in the empioyment of the company and afterwards, 4.7 er leaving the company,
Horne formed another company which was to carry on the saras business. This
new company of Horne solicited the customers of Gilford Motor Co. Lid. In a
suit filed by Gilford Motor Co. Ltd. against Horne to restrain him from soliciting
the business, the court came to the conclusion that Horne had created the
company for_his own bencfit and to solicit the customers of his empioyer’s

" company. The court issued an injunction against Horne and his new company and

held that the new company was a mere eloak for thie purpose of enabling the
defendant to commit a breach of his contract that he would not solicit the business
of his employer’s company. Similariy, where a dummy company was formed to
avoid a lepal nbllgauon the court lift the corporate veil. (Jones v Lipman) Thus,
where a company is formed to defraud, the court will lift the corporate veil and
look into the true ownership of the company.

For protecting the revenue: The court will allow pieicing of corporate veil if it is of
the opinion that the company has been formed for evading the tax or to,

cir :umvent tax obligations. If such is the case, the court will disregard the
«orporate entity and would instead hold individual members liable to fulfil the
revenuc obligations. In Re Sir Dinshaw Manckjee Fetit’s casc the assessee, Sir -
Dinshaw who was a very rich man, was caming huge dividend and interest
income. He formed four private companies and entered into an agreement with
cach company to hold a block of investment as this agent Under the arrangement

" the income recéived was credited in company’s account .nd the company handed

the amount back Lo him as a loan (which-was never repaid), In this way he divided
his income in four parts in order to reduce his tax liability. The court iznored the
corporate [acade of thesc companies and held that the company was nothing more
than the assessee himself. Sir Dinshaw was held the owner of total income and ,
liable to pay tax,

Vihere company is formed to act as an agent of its members: As a general rule, a
compeny is not an agent of its sharcholders or of another company. But, under
certan circumstances, a company may be regarded as an agent or trustee of its -
members or of another company. In such a situation, for the acts done by the
compimy, it will be the members who would be responsible and not the company.
In Re F.G. Films Ltd.'s case, an American company financed and produced a film
‘Monsoon’ in India. But, technically, the film was made in the name of a éompany
incorporated in England. This British company had only a capital of £100 divided
into £100 sharces of £1 cach, of this, 90 shares were held by the President of the
American company. The Board of Trade diclined to register the film as a British
film. The view of the Board of Trade was upheld by the court. The court held that
the British company acled only as an agent of the American Company which was
the true maker of the film,

Avoidance of Welfare Laws: The courts have disregarded of the separate legal
personality of the company when the company's independent status was being
vsed as a device to reduce the amount payable by the company to defeat the
provisions of welfare laws, such as payment of bonus to its workmen. In the case
of Workmen Employed in Associated Rubber Endustries Lid. Bhavnagar v. The
Associated Rubber Industries Ltd., Bhavnagar and Asnother, a new company was
Formed with no assets of its own except those transferred to it by the principal

Nature and Ty pes of
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company. The new company. had no business of its own, it received dividend on
shares transferred.to it b the principal company. Thus, the principal company
was able to reduce ils gr--«s profits and consequently the amount of bonus payable
to workman was also resluced. The Supreme Court reje¢ted the independent
s:atus of the new company and directed that the amounts paid to the new
company as dividend shall also be taken into account while determining the gross
profits of the principal company., The court held that “in every case where
ingenuity is expected to avoid taking.and weifare legislations, the court will go
behind the smoke-screen and discover ’te true state of affairs.

1.6 DISTINCTION BETWEEN A COMPANY AND A

PARTNERSHIP

“You learnt that a company is an artificial person created by Iaw with limited liability
and perpetual succession as ifs main features. Let us now study the distinction”
between a company and partnership, the main points of difference bctwccn the two
are as follows: .

1

Formalion: A company comes into existence when the Registrar of Companies
issues. the certificate of ihcorporation. This certificate is issued when the Registrar
is satisfied that all the formalities with respect to registration of company have been
complied with in accordance with the provisions of the Companies Act, 1956. A
partnership, as you have already read can be formed by an agreement between the

. partners. Registration of a partnership firm, is not compulsory under the Indian

4

7

Partnership Act, 1932.

Membership: Minimum number of members raquired in case-of private and public
company is two and seven, respectively. Maximum number of members in case of

. private company.is fifty {(excluding its past and presént employees) and in case of a

public company there is no statutery limit. But in the case of partnership, minimum
number of person required is two and maximum number of partners is restricted to
ten in the case of partnership engaged in banking business and twenty in the case of
a non-banking business.

Lega.l status: After incorporation,in the eyes of law, a company is rccogmsed asa
distinct legal personality different from the members who constitute it, whereas the
partnership does not acquire any juristic status and contigues to be only an

association of persons even after registration. In simple words, the partners and the
firm are one and the same. -

Liability: As you have already read in this unit that in the case of acompany, the
liability of its members is limited to the value of shares held by them or upto the

" amount of puarantee given by them. A creditor of a company cannot pioceed

against the private properties of a member. However, in case of a partnership, the
liability of partner is unlimited as well as joint and several. The creditors of a firm
‘may proceed against the individual property of any partner for the recovery of thelr
debts which had been incurred in the ordinary course of business.

Transfer of Shares: In the case of a public company, the shares are freely
transferable. But, in the case of partnership, a partner cannot transfer his share in-

r

“~the firm without the consent of other partners.

Perpetual succession: A company enjoys perpetual succession. The life of a°
company doés not come to an end if one or more of its members die 6r become of
unsound mind or are declared ‘insolvent’. But in the case of a partnership, unless
otherwize agreed, on the happening of any of these contingencies, the partnership
firm comes to an end. ;

Marfogement: The affairs of the company are managed by a Board of Directors.
Members of-the company have no role in managing the affairs-of the company.
+/zile in partnership, every partner has a right to parlicipate in the management of
fh, partnership business.

f.gency of members: Shareholders are not agents of the company whereas gvery
partner is an agent cf the firm and has the implied authority to bind other partners
by their acts done in the ordinary course of business.

Property: In the casc of a company, the property of the company is in the name of
the company and is owned by it.It does not belong to the individuat shareholders of
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the company During the life time of the company, no shareholder has any legal or
cquitable interest in any propcrty of the company. But in the case of partnership,
the partpers are the joint owners of the property of the firm.

10 Statutory requirements: A company is required to comply with various statutory
- formalities, such as convening the statutory meetini’ and delivery of statutory
report to the Registrar of Companies, whereas a r: stnership is not requuze <~
perform any such statutory obligations.

11 Dissolution: The corporate existence of a compan, can be brought to an &nd only
in accordance with the orovisions of the Companies Act, 1956. A partnership,
being a creation of an agreement, can be dissolved at any time by an agreement.

12 Governing legislatior: .A company is governed by the Companies Act, 1956, while
a partnership is ‘governed by the Indian Partnership Act, 1932, .

Check Your Progress B
1 What is meant by corporate veil?

. 4 Fillin the blanks.

a) The effect of incorporation is that the company is regarded as a

.......... P <1< ¢34 1 8

b) The corporate vei! can be lifted when the number of company’s members fails
bzlow.......... b vrr in the case of a private limited
company and below...............oo in case of a public limited compary, -

¢) If an officer of a company, while entenng inta contract on behalf of the
company, fails to disclose his...........0..ccoee.e.. PR capac:ty, he becomes
personally linble on such contract.

d) When two nations are at war, the corporate veil of the company can be lifted to

ASCETtain the v.uvveeecoeveennnnn. reraeeeeeas of the company

e) The corporate veil can be lifted duc te Court’s |ntcrvcntton and
under........., Nt

'f) The liability-of each partneris....... e e

5 State whether the following statements are True or False.
i) A company comes into existence when the company is registered,
it) Registration of a company, though desirable, but is not compulsory.

iii) After registration, 2 partnership ceases to be an association of persons and
acquires a juristic status.,

iv) For the recovery of his debts, a creditor of the company can proceed apainst

private propertics of a member. '

Nature and Types ol

Companijes

13
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v) In case of a company, except a private company, any member may freely

Company and its Fermation
’ transfer his shares to any person.

" vi) A sharcholder is not an agent of the company.
vii) A person can bea member and a creditor of a company at the same time.

* 17 XINDS OF COMPANIES

Companies can be classified according fo various bases. These are:

1 On the basis of incorporation
- : 2 On the basis of liability “
3 On’the basis of control -

Look at Figure 1.1 carefully to have an overall view of the dificrent types of
companics. :

1.7.1 On the Basis of Incorporation

Depending upon the mode of incorporation, joint stack companies may be divided
into the following three calegories:

i} Chartcred company: A company incorporated under a special charter granted by

" the King or Queen of England is called ‘chartered company’. A chartered
company is'regulated by its charter and the Companies Act does not apply to it.
The charter also prescribes the nature of business and the powers of the company.
The familiar examples of chartered company are the East India Company and the
Bank of England. This type of company cannot now be formed in India.

Flgure 1.1: Kinds of Companles

Company
|
« On the basis of - On the basis of On the basis of
. Incorporation - Liability Control
y |
] | |
Chartered - Repistered Government Holding
Company Company or Non-Government or Subsidtary
Company Compzny
Statutory Foregn
. Company pr Domestic .
“Company
Private Public
Company Company
Company Limiled Company Limited !Unlimited Company
by Shares by Guarantee i
Privare L Privale Thivitie
Public — Public Public

ii) Ststutory company: A statutory company is one which istreated by a special Act
of Parliament or a State Legislature. Such companies are usually formed for
achicving a purpose rclated with public utilities. The nature and powers of such
companies are laid down in the special Act under which they are created.
However, the provisions of the Companies Act are also applicable to them in so

14 far as they are consistent with the provisions of the speeial Act. Such companies
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need not have a memorandum of assaciation. A-statutory company has also a .. Nawreand TrPﬁ_ﬂf
separate legal entity and it is not tequired to use the word ‘limiicd’ afterits name. Companies
The audit of such companies is concucted under.the zontrol and supervision of

the Auditor General of India and the annual report of vorking is required to be

placed before the Parliament or State legislature, as t-= fase may be. Familiar

example of such companies are Reserve Bauk of India, Unit Trust of tndia, The

Life Insurance Corporation of India, State Trading Cqrporatior.. T ¢ Food

Corporation of India, State Bank of India ctc.

Registered or incorpcrated company: A registered company is one which is
registered in accordance with the provisions of the Companics Act 2f 1956 and
also includes the existing companics. By cxisting company we mean a company
formed and registered under any of the previoys Acts. A registered company
comes into existence only when it reccives the certificate of incorporation.
Registered companies are governed by the provisions of the Companies Act.

A registered company may either be a private limited company or a public limited
company. A private limited company is one which by its articles of association .
(a) restricts the right of transfer of shares {b) limits the number of its members to fifry
(not including the present or past employces) (¢} prohibits any invitation to the pub'ic

to

subscribe for any shares or debentures of the company. On the other hand, a public

limited company is one which is not a private company. The minimum number of
members to form a privale company is two, while for the public company the

mi

1.7.2 On the Basis of Liability

r-mum number is seven’. You will study more about them in Unit 2.

kS

On the basis of liability, an incorporated company may either be(i) a company
limited by shares, or (i) a company limited.by guarantee, or (iii} an unlimited
company. '

i}

Lompany limited by shares: A company in which the liabi.ity of its members is

letermined on the basis of the amount, if any, remaining inpaid on the shares held

ii)

by them is termed as a ‘company limited by shares’. Such companies ate popularly
known as limited liability companies. The liability of the members is limited to the
extent of nominal value of shares held by them. If 2 member has paid the fuil
amount of shares, then ‘his liability shall be nil. Let us make this clear by taking an
example. Suppose you buy 100 shares of a company of the face value of Rs. 10/-
each. In this company your liability is fixed to the tune of Rs. 1000 only. If you pay
(when called by the company) Rs. 600 to the company, you are  yw lable to pay
the company only Rs. 400, this being the amcunt unpaid on your shares. When vou
have paid the entire amount of Rs. 1,000 (which means when your ¢hare have-been |
fully paid up) your liability shall be nil. The liability can be enforced against the
members of the company during the existence of the company or during the
winding up of the company. ' '

Company lirnited by.guarantee: Section 12(12) (b) of the Act provides that a
company having the liability of its membeérs limited by its memorandum to such
amount as the members may respectively undertake to contribute to the assets.of
the company in the cvent of its being wound up is fermed as a ‘company limited by
guarantee’. Such companies are generaily formed for the promotion-of arr,
science, culture, sperts, ote. Itis interesting to note that in a company limited by
guarantee, 2 member is required to pay the amount guararteed by him only if the
company is wound up while he is a member or within cne year -afier he ceases to
be a member. Thus, the members cannot be asked to pay the guarantecd amount
during the life time of the company. Ths memorandum of association of a
company limited by guarantee, should state that each member of the cornpany
undertakes to contribute to the assets of the conipany in the event cf irs being
wound up. You should, however, remember that a member cannot be ask~q to
pay an amount in excess of the amount for which he has given the guarantce. ¥

Such a company may or may not have share capital. If a company limited by a
guzrantee is formed without any share capital, then the members would be liable
to pay only the guaranteed amount and that too when; the cuMmpany: goes into
liquidation. But if the company limited by guarantee is formed with share capital,
then the members ate also liable to pay the unpaid amount on'their shares. Rut the

guaranteed amount can be called up only at the time of winding up of the vouipany. 15
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" -Compary wr lts Formation jii)_Unlimited company: A company where the llabxllty of members is unlimited i.e.,
T ' there is no limit on the liability of members is termed as an unlimited company.
The members of such companies may be required to pay company” s losses from
their personal property. Because such companies have separate legal entity, its
creditors cannot file a suit against the members directly. The creditors will have to
apply to the court for the winding up of the company and then the liquidator will
(7=ct the members to contribute to the assets of the company to pay off its
liabilities.

As in the case of a company limited by guarantee, here also an unlimited
company may or may not have a share capital. If the company has share capital,
the articles of association of the company must specify the amount of share capital
with which the company is to be registered. Such a company must have its
memorandum and articles of association. The articles of association must specify
the number of members with which the company is to be registered.

1.7.3 On the Bams of Control

Let us now study the classificatjion of compames on the basis of control i.e., who
effectively control the affairs of the company. On this basis tHie companies may be
grouped as following:

i) Governiment Company and Non-.Govemment Company
ii) Foreign Company and Domestic Company
iii) Holdmg Company ancl Subsidiary Company

i) Government company: According to Section 617 of the Acta govemmcnt company
means *‘any company in which not less than fifty one per cent of the paid-up share
capital is held by the Central Government or by any Staie Government or
Governments or partly by the Central Government and partly by one or more
State Governments and :ncludes a company which is a subsidiary of a government
company as thus defined”’. Indian Telephone Industry, Hindustan Aeronautics
Ltd. are examples of government companics. Even a subsidiary company.of a
govemment company is regarded as a Government Company. A government
company registered under this Act is a non-statutory cempany and is not an agent.
of the goverr.ment. Further, like any other company, it is governed by the
provisions of the Comganies Act. Section 620 of the Act, however, provides that
the Central Gecvernment may by notification in the official Gazette direct that any

- of the provisions of this Act specified in the notification
a) shall not apply to any government company, or
b) shall apply to any Government company, only with such exceptions, modifications
and adaptations, as may be specified in the notification. A copy of such
notification shall be laid before the Parliament.

Sections 618, 619 and 619(A} of the Act cannot be exempted as these Sections
: specially deal with Govemmcnt companies. -

A company which may not be termed as a government company as defined in
Section 617 is regarded as a non-gr vernment company.

ii) Foreign company: A forcign compary means a company which is incorporated in
a country outside India under the law of that country but has established a place
of business in India. A company incorporated outside India may carry on business
in India even without establishing a business e.g., through agents.

. After the establishmert of business in India, the following document must be fil=d
with the Registrar of corapanies within thirty days from the date of establishment:

ii) A certificd copy of the charter or statutes under which the company is
incorporated, or the memorandum and articles of the company translated into
English,

ii) The full address of the registered office of the company,
iii) A list of directors and secretary of the company,

iv) The names and address of any person resident in India who is authonsed to
" accept, on behalf of the company, service of legal process and any notice served
on the-company, and :

16 . v) The full address of the company's principal place of business in India



A foreign company is obliged to state the name of the country in which the Nﬂil:re and Types of

company is incorporated in every prospectus inviting subscripticn in India for its Companies
shares or debentures. The company will also conspicuously exhibit on the outside

of every office or place, where it carries on business in India,.the name of the

company, and the couniry in which it is incorporatcd in legible English and

secondly in a language in general use in the locality in which the office or place i is

situated: The name of the company and of the country where the company has

been incorporated should also be stated in legible English on all business ietters,

bill heads, letter paper, al! notices and other official publications of the company.

A company which cannot be termed as foreign company under the provisions of
the Companies Act should be regarded as a domestic company. .

A foreign company is required to keep at their principal place of business in India’
. the books of accounts with respect to money received and cxpended sales and
purchases made and assets and liabilities of their business in 'Incha

Provisions of Section 159 of the Act relating to the fiting of the annual return with
thie Registrar of companies are also applicable to a foreign company.

ili) Holding and Subsidiary company: Generally speaking, if one company controls
another. company, the controlling company may be termed as the *Holding
company' and the company so controlled may be termed as a ‘subsidiary
company’.

Section 4(4) of the Act d=fines a holding company as *‘a company shaIl be deemed
to be the holding company of another,.if that other is its subsidiary”..

A company {let us call it Company S) is' deemcd to be a subsidiary of another
company (let us «all it Company H) only in the following cases: -

i} When the company (Compény H) controls the composition of Board of
Directors af other Company (Company S).

ii) "When the Company H'holds more than half of the equity share capital of
Company § in terms of nominal value. You must understand that a majority
shareholding of this sort would mean that the Company H controls more than '
half of the total voting power in Company S.

iii) When Company S is a subsidiary of a Cornpany T, which in turn is the
subsidiary of Company H.
Tn any of the above cases and only in these cases, would the Company S be
..12emsd a'subsidiary of Company H. .

+ Asyou have just leamnt from the above dis':“ssi.c;n, a holding companyis -
usually a very major shareholder of its subsidiary and both continue to enjoy
separate legal entities in the eyes of law. Uniess there is a specific contract
between the two companies, one cannot be said to be the agent of another. A
subsidiary company also cannot be said to be a part of the holding company.

1.8 ASSO(,IATION NOT FOR PROFIT

Youi learnt that limited companies are rcquu'ed to use the word ‘limited’ as the last
word of their name. Thére is however, one exception which is provided by Section 25.
This section provides that the Central Gevernment may by licence-grant that an
association may be registered as a company with limited liability, without using the
words ‘limited’ or ‘private limited’ as part of its name. The licence will be granted only

_ in the case of ‘association not for profit’. In other words the Central Government will
grant the licence only if it is satisfied that:

a) the associat’ »u: about ¢ he formcd as a limited company aims at the promotlon of
commerce, art, science, religion, charity or any other uselul object;

b) itintends to apply its profits, if any, for proniotinig its cbjects; and
c) it prohibits the payment of dividend to its members.

Such companies may be public or private companies and may or may not have share
capital.

The Central Government may impore any terms and conditions that it deems fit for
the grant of the licence which shall b Lizding on the association. The Government 17
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can at any time, after giving notice of its intention, revoke the licence given to the
association. It would, however, allow the association to presént its case against
revocation of the licence.

1.9 JLLEGAL 'ASSOCIATIONSl

1.9.1 Meaning

The law desires to prevent the mischief arising from large trading undertakings being
carried on as unregistered bodies because if business is carried on by such bodies, the
persons dealing with such trading undertakings would not know with whom they are
contracting. Due to this ignorance they might be put to.great hardship. Section 11 of
the Companies Act aims at repressing this public mischief. It provides that no
company, association or partnership consisting of more than ten persons for the
purpose of carrying on the business of banking and more than twenty persons for the
purpose of carrying on any other business shall be formed unless it is registered as a

company under this Act, or is formed in pursuance of sorme other Indian law.

It is, thus, clear from the above description that if an association is formed for
carrying on banking business, the maximum number of its members should not
exceed ten. If the numbegr of individual forming such association exceeds ten, the
assaciaticn must be registered vnder the Companies Act or should be formed in
prsuance cf some other Indian laws. Similarly, any association formed for the
pu:pise of carrying on any other business for profit and consisting of more than
twenty persons iti order to be a legal association, should be registered as above. If it is
not registered as above, the association will be regarded as an ‘illegal association’
even if nonc of the objects for which the association has been formed is illegal.

Now imagine the situation where an unregistered association is formed for carrying
on the busipess of :anking with nine members. Subsequently, two more persons join
the association as members. What will be the effect of their joining the association?
Your answer would be that the association would become an illegal association from
the moment the number of members exceed ten. For the purpose of computing the
number of persons, each individual forming the association or partnership shall be .
counted as one. When we say person, we mean an individual and not bodies of
individuals. Now suppose an association is formed between three partnership firms
A, B and C. Firnis A and B have four partners each and firm C has three partners.
Will the association fall within the purview of Section 11 and require registration?
Yes, the association would require registration because the total number of members
has exceeded ten. .

From the above description you may conclude that the limit on maximum number of
members is applicable only if the association is to carry on business for profit. This
restriction is not applicable if the association is formed for non-commercial purposes
such as assqciations formed for promoting religion, science, art or charity ctc.

1.9.2 Exceptions
Section 11 does not apply in the following cases:

i) Joint Hindv Family: A joint Hindu family may carry on any business, even for
earning profits and with any number of members without being registered in
pursuance of any Indian Law as required by Sec. 11 of the Companies Act, 1956
and yet it will not be an illegal association. But, where two joint Hindu families
join hands to carry on business, the provisions of Section 11 became applicable.
However, for computing the number of members of such an association, the

- minor members of such families shall not be ihicluded.

i) Steck exchange: A stock exchange is not covered by Section 11 as it is not formed
for the purpose of carrying on any business.

iii) Non-profit earning associations: All religious, charitablc, literary, social, sports
and other associations whose object is not to make profit are also not covered by
Section 11. '

1.9.3 Consequences

The conszauencz=< of an illegal association are as follows:

T T T
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1 Every member shall be personally liable for all liabilifies,incurred in such business.

2 An illegal association cannot sue to recover any 7i its debts or any other property.
Likewise, no suit can be filed against an illegal association to'recover money lent to
it. However, a suit can be-filed against every member of an illegal association. A
suit cannot be filed even if the association is subsequently registered as a company.

3 Every person who is a member of such an association shall be punlshablc with fine
which may extend to one thousand rupees.

4 An illegal association cannot be wounc. up under the Companies Act.

5 No suit can be filed by any member for partition, dissolution or for taking account

of an illegal association.
6 Since an illegal association has no legal efistence, it cannot enter into a contract.

7 The illegality of an illegal association cannot be cured by subsequent reduction in
the number of its members.

Check Yeur Progress C
1 What is a statutory company?

..........................................................................................................
..........................................................................................................
..........................................................................................................

6 F1I in the blanks.

a} Anincorporated company can come into cxisicnce as a chartered company, as
a statutory company and as ....ccocviviiinirnar e, company.

b) In a company limited by puarantee, a member i¢ required to pay the
guaraniced sum only if the company is wound up while he is member or
within... year alter he ceases (0 be a member.

<) A Government company is one in which-not less than,..................... L. per
.=t of the paid up share capital is held by the Central Government.

Nature sd Types of

19

R H Sl

s do— bt S S R



Company andits Formntiun

20

\i} A partnership firm can be a member of an illegal association,

~d} An.auditor for a government company is appointed by the Central -

Government on the advice of the .............ovvueveoiiiin .

¢) A foreign company which cstablishes a place of business in India after the
commencement of the Companies Act, 1956, shall deliver to the Registrar of
Companies, necessary documents for registration within............................
days of establishing the place of business in India.

f) Under Section.........ccoooeeevivee ol of the Act, any association created not
for profit may be exempted by the Central Government and be registered with
limited liability without using the word ‘limited" as its last word.

B S

g) An association of persons formed for carrying on ‘any other business” for gain
should not consist of more than..........cooeeevvevveeneeveeeeeeeeen persons as
its members,

State whether the following statements are True or False.

a) Once a company has been registered as an unlimited company it cannot be
converted into a limited company without dissolving the company. ;

_b) *A government company is not governed by the provisions of the Companies

Act, 1956.

¢) In a government company, company;s paid up share capital can be held partly i
by the Central Government and partly by'one or more State Governments. |

.} 4 Foreign company may carry on business in India cven without establishing a .
| l"ce of business in India. a

e} A tureign company is a company registered in India and carries on its business
in a fors*gn couniry. _

£) In case of a \>'ding company and a subsidiary company both companies
continue to en’ y separate legal status,

E) A private comgany which is a subsidiary of a public company is, for all practical
purposes, trealed like a public company.

h) An association of persons formed for carrying on banking business can be
formed with a maximum of iwenty persons 2s its members.

i} Anillegal assotiation has no independent personality.

1.10 LET US.SUM UP

The term company’ means an association of persons for some common object, which
may be for carrying on some business for prufit or for some charitable purposes. The
Companies Act, 1936 defines a company as “‘a company formed and registered under
the Act or an existing company”. An 'existing company’ means a company formed

- and registered under carlier Companies Act.

The essential features of a company are as follows:-
i)  Itis an artificial person created by law.
ii) It has an independent legal entity.

iif) The liability of members of a company is limited to the unpaid val..z of shares
held by them or the amount guarantee by them.

iv) A company has a perpetual succession i.e., the existence of a company is not
affected by the death or insanity of a sharchalder.

" v)  Its shares are freely transferable.

vi) The company, being a juristic person, must have a common seal.

vii) A company can own and disposc off property in its own name. Although the
sharcholders are the owners of the company, the money and property belong to
the company and not to the shareholders.

viii) A company can suc and be sued in its own name.

Thus, a cdmpany differs from a partnership firm in various ways.



A one-man company or a family company is one where almost the whole share capital
is held by a single person who takes a few dummy members simply to.meet the
provisions of the Act regarding the ..1inimum number of members. The company is a
legal person distinct from its members. There is & veil, known as corporate veil,
between the company and its members. Somelimes, it may become necessary to
pierce this veil and look at the persons behind the company. This is known as “lifting
or picrcing the corporate veil”. The circurnstances and cases in which the corporate
veil may be lifted can be classified under the following two heads:

(A) under express statutory provisions: and
(B) under Judicial interpretation.
(A) Under express statutory provisions
Iy thn the number of memibers falls below the statutory minimum.
ii} When the person acting for the company fails to disclose his representative
capacity. . .
iti) "When the relationship of a holding and a Subsidiary company is to be
established.
iv} For investigation into affairs of related companies,
v) For investigation of the owncrship of a company.
‘ vi) Forknowing whether there-is any fraudulent conduct of business.
(B) Under judicial interpretation . o
i) . For determination of the character of the company.
ii} For prevention of fraud and improper conduct.
iii) For protection of revenue.

iv) Where company is formed to'act as an agent of its members.
v) Foravoidance of welfare laws.

Kinds of Companies: Companies may be classified into the following categories®
(i) Chartered companies, (ji) Statutory companies, and (jii) Registered
companics. A registered company may be either a company limited by shares or
4 company limited by guarantee or an unlimited company. Such company may,
either be a private company or a public company. Foreign companies are those
which are incorporated outside India, but have a place of business in India.

A ¢ompany is deemed to be the holding company of another, if that other is its
subsidiary. A companyis deemed to be a subsidiary of another company only if:

i) the other company controls the composition of its board of dircctors,;

ii) the other company holds more than half of the nominal value of its equity
share capital; or .

i} it is'a subsidiary of any other company which, in turn, is the subsidiary of
holding company.

Ziioge! Associations: An association which is forraed with more than ten persons ”
in case of banking or mére than twenty persons in case of any otlier business not
registcred under the Companies Act, 1956, must be regarded as an illegal
association. However, a joirit Hindu family carrying on a business, a stock
#xrhange, non-profit carrying associations are not illegal assoctations. Every
member of an illegal association shall be personally tiable for all liabilitics
incurred in such business.

1.i1 KEY WORDS

Company: "An association of persons registered under the companies Acl. It is an
arlificial person created by iaw, with a distinctive name, a common seat and perpetual
succession of its members, )

Chartered company: A company which is incorporated under a special Royal Charter
granted by t e King or Queen of England.

-
~
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Statutory company: A company which is created by a special Act of Parliament or
State Legislaturés. _

Company limited by shares: A company having the Iiab{lity of its members limited to
the value of shares held by them. ’

Company limitedtby guarﬁnlee: A company having the liability of its members limited
to such an amount as the members may respectively undertake to contribute to the
assets of the company in the everit of its being wound up.

Government company: A company in which not less than 51 per cent of the paid up
capital is held by the Government.

Private limited company: A company which by its articles (a) restricts the right to
transfer its shares, (b) limits the maximum number of its members to fifty excluding
its employees, and {c) prohibits the invitation to the public to subscribe to its shares or
debentures.

" Public limited company: A company which is not a private limited company.
Unlimited company: A company in which the liability of the members is unlimited.

Perpetual succession: Continued existence itrespective of the life or sanity of its
members. :

Foreign company: A company incarporated outside India but having a plate of
business in India. '

Cor orate veil: A line of demarcation or a veil is drawn between the company and its
memL TS,

1.12 ANz"WERS TO CHECK YOUR PROGRESS.

A 41) True, ii} Trie iii} False, iv) False v) True vi) True vii) True viii) True
B 4 a} Independent, [egal ;
-+ b) two, seven

c) representative

d) enemy character

¢) express slatutory provisions

£} unlimited

5 i) Trae ii) False iii) False iv) False v} True vi) True vii) True

C 6 a) registered
b) one
c) fifty onc
d) Auditor General of India
e) thirty
£) 25
g} 20
7 a) Falsc b) Falsc c¢) True d) Truc e) False f) True g) True h) False i) True.
i} True.

‘1.13 TERMINAL QUESTIONS

i “Company is un arlificial person created by law with a perpetual succession and
is different from the personalily of the member constituting it’. Comment.

2 Discuss the concept of corporate veil. Under what circumstances can this veil be
lifted? '

3 Distinguish between a company and a parinership.
4 Describe the characteristics of a company.
5 Discuss the circumstances in which iifting of corporate veil is justified

6 What are the different types of companies which may be incorporated under the
Companies Act.
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'7 Whrite a comprehensive note on gox’rcmme_nt_ company.
Describe special provisions relating to a foreign company.
Distinguish between a holding company and a subsidiary company, When can a
company be called a subsidiary of another company? Illustrate.

10 Discuss the salient characteristics of an illegal association. What are the
consequences of forming such an association?

Note: These questions will help you to understand the unit better. Try to write

answers for them. But do not submit your answers to the University. These are
for your practice only. .

Nzture and Types of
Companies

et S NI
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UNIT: 2 PUBLIC AND PRIVATE
COMPANIES
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2.3.. Meiu e of a Public Limited Company

2.4  Distinction Between a Private Company and a Public Company
2.5  Privileges of a Private Limited Company '

2.6  Exemptions Available to an Independent Private Company
2.7  Restrictions on a Privatc Company

2.8  Conversion of atPrivate Company into a Public Company
2.9  Conversion of a Public Company into a Private Company
2.10 LetUsSumUp

2.11 Key Words

2.12. Answersto Check Your Progress

2.13 Terminal Questions )

2.0 _OBJECTIVES | .

After - udying this unit you should be able to:

e define : private and a public limited company,

s distinguish between private and public companies,

e describe th- privileges enjoyed by a private limited company,

e explain the -estrictions imposed on a private company, .

e describe how a private company is converted into a public company and vice versa,
“and : : .

e explain the conditions under which a private company is deemed to be a public

company. ’

2.1 INTRODUCTION

Int Unit | you learnt about the definition of a company, its main features, and the
various types of companies that can be formed. A registered company, whether
limited by shares or by guarantee, can either be a private limited company or 2 public
limited company. In this unit, you will lcarn the mqaﬂg/oia'pﬁvate limited
company, its distinction from a public limited company, the privileges enjoyed by
private companies and the restrictions imposed on-them. You will also study the ways
in which a private company is converted into a public company and the steps to be
followed for converting a public company inte a private company.

2.2 MEANING OF A PRIVATE LIMITED COMPANY

'Under Section 3(1) (iii) of the Companies Act of 1956, a private limited company has

been defined as a company which, by its Articles of Association (a) restricts the right

" 1o transfer its share if any, (b) limits the number of its members to fifty, and

(c) prohibits any invitatipns to the public to séibscribe for any shares in, or debentures
of, the company.

Let us now discuss the implications of each of these restrictions.

a) Restriction on the right of members to transfer their shares. Thz articles of
association of a private company must specifically kave a provision restricting the
right of the members to transfer their shares, if any. It means that the shares of a
private company arc nol as freely transferable as those of the public companies.
Bul it does not mean that the sharcs of a private company cannot be transferred at
all. The articles generally provide that whenever a member of a private company
desires to transfer his shares, he must offer them to the existing members at a price
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) Public and Private

to be determined by the directors. This restriction is-placed so as to preserve the
Companies

family nature of the company’s members. That is why a private company is
50mcumcs called a ‘closed corporauon The Act, however, does not specify the
manner in which this restriction is to be imposed. You should note that a private
company having no share capital nced not contain this restriction in its articles.

b) Restriction on maximum number of members: A private limited company is also
" required to limit the maximum number of its members to fifty. It means that the
number of members in a private company can be between two and fifty, two being
the statutory minimum reguired for the formation of a private company. While
counting the members the following are not to be included:

i) persons who are in the employment of the company and by virtue of their
employment happen to be members of the company, and

ii} persons, who, having been in the employment of the company, were members
of the company while in that employment and have continued to be members
after the employment ceased. Tt is also provided that where two or more persons
" hold.one or more shares of the ccmpany jointly, they shall be treated as a single
member for the purpose of counting the number.

c) Prohibition on invitation to public: This restriction implies that a private limited
company must not issuc a prospectus or any other public invitation, directly or
indirectly to the general public so as to invite them to invest in its shares or
debentures. The question arises as to how would one ascertain whether an
invitation made by the company is in the nature of public invitation or not. The
public may include any section of the public whether selected as members or the .
debenture holders of the company or as customers of the person issuing the i
prospectus, or in any other manner. The invitation cannot be treated as one made
to the public when it can, under all circumstances, be properly regarded as a
domestic or private concern of the persons making the invitation and those
receiving it.

il

In simple-words, it means that a private company cannot issue any invitation to the : ’ ' w
public. It has to makc its own private arrangement to raise its capital or loan.

You should note that since the above mentioned thrée restrictions must be contained
in the articles of a private limited company, it is necessary for a private company to
frame its own articles. In case a private company is a limited company, then it must

" add the twords ‘Private Limitcd’ at the end of its name. A private company may be
{a) a company limited by shares or (b) a company limited by guarantee, or (c) an
unlimited company. 1£ a private company does not comply with any of the restrictions
contained in the ar:icles, it ceases to enjoy some of the privileges granted te a private
COrplav. .

2.3 - MEANING OF PUBLIC LIMITED COMPANY

According to Secticn 3(1) (iv) of the Companies Act, a public limited company means
a company which is .2t a private company. In Section 2.2 of this unit yoi1 learnt about
- the restrictions impesizd on a private company. Thus, it can be said that a public
company is oneg, the ariiclsr f which do not contain these restrictions. In other
words, a public company s one which dog¢s not impose any restrictions on the right 6f
the members to transfer tieir shares, does not restrict the maximum number of
members, and which canisvite gencral public to subscribe for its shares. Thus, any
;member of the public car 2zquire shareN\ or debentures of a public company. The : -
shares of a public compasny can be traded on a stock exchange. It should be noted lh'l[ )
the minimum number of members in a public company must be seven.

A public company, like a private company, can also be (a) a éo_mpany limited by
shares, or (b) a company limited by guarantee, or {¢) an unlimited company. f

2.4 DISTINCTION BETWEEN A PRIVATE COMPANY
AND A PUBLIC COMPANY

Having learnt the meaning of a private company and a public company, you should 25
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Company and its Formation now be able to distinguish between the two. The following are the main points of
differance briween a private company and a public company:
1 Minimumy number: For the formation-of 2 public company you require atleast seven
members, while the minimum number of members required for forming a private
company is only two.

~ 2 Maximum number: In the case of a public company there is no restriction on the
maximum number of mem\:)ers, but in the case of a private company the maximum
., number must not exceed fifty. '

3 Name: The name of a public company limited by shar2s - -~ rantee must end with
the word 'Limited’ whereas the name of a private ¢2...pars  -it£d by shares or
guarantee must ¢nd with the words ‘Private limited’. ’

4 Transferability of shares: The shares of a public company are frec  ansferable,
whereas in a private company the right 1o transfer the shares is rest. ‘cted by the
. articles of association,

5" Imvitation to'the public: A public company, after issuing a prospectus or a statement
in licu of prospectus, invites the generat publ®: to subscribe for its shares or
debentures. But a private company cannot invite public to subscribe for its shares

. or debentures, as its articles prohibit any suck invitation to the public.

6 Commencement of business: A private company can coimmence its business soon
after oblaining the certificate of incorporation, but a public company can _
commence business only after obtaining the certificate of incorporation as well as
th2 certificate to commence business. .

7 Decuments: The memorandum of association and articles of assoctation of a public
compal.y should be signed by seven members, while in case of a private company,
they are re Juired to be signed by two members. If a public company chooses not to
prepare its ¢ »n articles of association and instead chooses to adopt ‘Table A’ of the

. Companies Azt as its articles of association, it can do so, but, a private company
has to compulsorily frame its own articles of association because it is by this
document alone that the company places some statutory restrictions.

8 Allotment of Shares: No public company can allot shares until the amount of
minimur subscription has been received by the company. No suclr restriction is
applicable in case of a private compuny. A private compaty can allot shares
immediately after incorporation.

9 Share Warrani: A public company can issue bearer share warrants. But a private
company cannol issue share warrants. :

10 Statutory meeiing: A public company must hold a statutory meeting and file a
statutory report with the Registrar of companies. A privale company is neither
required to hold the statutory mecting nor file a statutory report with the

" Registrar.

11 Direciors: A public company must have at.least thrce directors whereas a private
company must have at least two directors. The director of a public company must
file with the Registrar a wriiten consent to act as a director. He is also required o
sign the memorandum and enter into-a contract for their qualification shares,
while the directors of a private company need not do any such thing.

Two thirds of the tolal number of directors of a public comrany nust retire by
rotation. while the directors of a privatc company are not 'iable to retire by
rotation, they may be appointed as permaneit life directors. In case of a public
compuny, no foan can be given to its directors without 1he approval of the Ceniral
Government, but directers of a private company can borrow from their company
without the approval of the Central Government.

Any director of a public company, il he has any interest in (he sub:iecl matter
which'is being discussed in a meeting, cannot participate in the Board's
proceedings nor can be vole on that issue. But in case of a private company, the
‘interested director can participate in the meeting. He is also entitled to cast his
vote. - .
12 Special privileges: A private company enjoys some special privileges, bul a public
26 company ¢njoys no such privileges. i ,
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. . . . R Companies
personally present [or holding the company meeting, but in a private company, P
this number is two. :
14 Managerial remuneration: In case of a public company total managerial
remuneration cannot exceed eleven per cent of the net profits. This restrictior is
not applicable (0 a prwatc <ompany.
B
Check Your Progress A
1 Defint a private limited company.
2 What is a public limited company?
3 Give four important distinctions between a public and a privale company
. 4 Fillin the blanks.
a) A privatc company must have atleast ................ Teviraaieens members and at
Lhe TIOSE oo, .. members.
b} A private ccmpany cannol iSSUC & ........oovvviirioeiiiires e to its -
‘members.
c) A public limiicd contpany must hold'a .......................... meeting within the
first six months of its incorporation. )
d) Ao, company can commence its business only aflcr
obtaining a certificate of commencement of business. '
C} Atleast .o.oovveiiiiiii . directors of a public company must retire by
rotation. ' -
5 State whether the [ollowing statements are true or false. ,
i) The minimum number of members in a public company is seven.
ii) A public company need not issuc a prospectus or a statement in lieu nf
prospectus before issué of (s shares.
tii A public company can be,registered without the Articles of Association.
iv) A private co}npany must obtain the certificate to commence business before
alloting its sharcs. 4
v)  Thc memorandum of association of a private.company needs to be signed by
oniy twg wembers. . .
vi) A company is called a private company because it restricts the tranifer of
sharcs.
vit} A public company musl have at least five dirc tors.
~viili) A private company need not hold statutory meeting.
2.5 PRIVILEGES OF A PRIVATE LIMITED COMPANY
You know that in a public company a large amount of public money is invested. . ' _ 27

- 13 IQuorum: In the case of a public company, there must-be at least five members

Public and Private
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Therefore, there is greater need to protect their interests by framing strict rules. But
in a private ompany, thé membership is usually restricted to the promoters, their
friends and relatives, It raiscs its capital privately from a limited number of members.
The embers of the public are not-substantially interested in such companies.
Therefore, riany of the provisions of the Companies Act are not applicable to a

. private company. Thus, a.privale company is granted a number of exemptions or

privileges. These are as follows:
1 Number of members: A private company can be formed w;th only two members.

z «Zonri-neement of business: A private company can z'art its business rmmcdmtely
after its incerpore izn ;

3 Minimum auhscnpllon A private company can allot-shares wnhout waiting for the
minimum subscription 1o be received.

4 Prospeclus: A private company need not issue a prospectus or file with the
Registrar of companies a statement in lieu of prospectus before allotment of its
shares.

3 Assistance for purchase of shares: A private company can-help its prospective
member or members financially for the purchase of its own shares.

G Subsequent issue of shares: A private company is not required to offer further
shares first to the existing shhrcho]dcrs i.c., it can-issue further shares even to the
oulsiders.

7 Ttatutory mééling and repori: A privatc company nced not hold a statutory meeting
ile a scatutory report with the Registrar of companies.

8 Provirions regarding direclors: A private company may have a minimum of 1wo
direciors. They need not file their consent o act as such with the rcgmrar They
nced not ko' 4 qualifying shares, - o

9 Quorum: Only two members who are personaily present at the general meeung of
sharcholders shall form the quorum, unless otherwise provided in the articles.

10 Demand for Peil: If a resolution is being discussed in a meeting and the number of
members is seven or less than seven a poll may be demanded by only one member.
If more than seven members are present, such a poll may be demanded by only
. two members. |

I1 Managerial remuneration: The restriction pn the managerial rgmuneration i.e.
LT 'per cent of net profit is not applicable to a private company.

2.6 EXEMPTIONS AVAILABLE TO AN INDEPENDENT
PRIVATE COMPANY

The various privilepes discussed in Scetion 2.5 above are available to every private
company whether it is a subsidiary of a public company or a privale company ‘decmed
to be a public company’ (discussed in Section 2.9 of this unit). But such companies do
nol enjoy many of the privileges which are enjoyed by an independent private
company. An indcpcndcnl private company has the following additional privileges.

1 Kind of Shares: An independent private company can issue any class of shares in
such forms-and with such voting richis as it deems appropriate. Even shares with

- disproportionate voting rights can bc issued.

2 General meelings: A private company, if it so desires, can exclude the provisions of
Compunies Act in respect of peneral meetings. Through its articles, it can
formulate its own provisions to regulate its general mectings. These provisions may
relate Lo the notice of lhc mectings, quorum, chairman, proxy, voting and demand
for poll.

3 Exemption rer . Jding managerial remunératicn: The restrictions imposed by the
Companies A« - -garding the remuneration of directors are not applicable (o an
independent pi: .. company. It is also not necessary for such companies to obtain
sanction of the Central Government (o increase the remuneration of direclors.

A Appointment of a firm or body corporate to any office of profit: The restrictions
regarding the appointment of a {irm or a body corporate 1o a place of profit under
the company do not apply to an independent private company.
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5 Increase in the number of directors: A public company and a private company
which is.subsidiary of a public company is required to obtain the approval of the
Central Government before increasing the number of its directors beyond the
maximurn number mentioned in the articles. No such approval is required in case of

" an independent privatc company.

.6 F:.Ihng of casual vacancies: The regulations in respect of filling the casual vacancies -

in the Board of Directors do not apply to an independent private company.

7 Disqualification of directors: The independcent private company may, by its articles,
- provide special grounds for u.squahi’canons for appomtmcm of dircctors.

& Qualification shares: Direciors of pubhc compamce and privale companies WhICh
are subsidiaries of a public company are required to obtain their qualification
shares within six moenaths of their appeintment to the office of the director, This
provision as well as the one relating 1o the maximum amount (Rs. 5,000) of
qualification shares do not app[y in case of an independent private comp.iny

% Number of companies: A person ‘can be the director of any number of 1ndcpendent
private companies. The provisions of the Act limiting the number of companics to
e managed by a director to twenty, do not apply to it.

10 Restrictions on loans: The provisions of the Act laying down restrictions on loans
or guarantecing the loans or providing security for loan to any of its dlrector do
not apply to an mdcpcndent private company.

-~

11 Inter company loans: An independent private company can lend money to other
cempanies under the same management.

12 Intércorporate purchase of shares: The provisions prohibiting the purchases of
shares and debentures of other companies in the samne group oo not apply to such

a company.

13 Power of Central Government in respect of Board of Directors: Under the
Company Law, the Central Government has been given the power to prevent any

changes in the Board of directors, which may prejudicially cffect the interests of

the company. Independent private companjcs are cxempt from such provisions.

You shoutd however, note that the above privileges and excmptioss can be enjoyed
‘by an independent private company so long as it remains as such. The momenta
private company fails to comply with any of the threc restrictions contained in its
articles or it becomes a subsidiary to a public company, it shall lose these special

privileges.

Check Your Progress B .
1 State whether the following statements arc True or False.
i) A private company must have at least three directors.

i) The prospectus of a private company must be filed with the Reglstmr of
Compamcs five weeks before the allptment of shares. :

iii) A private company can start business immediately after incorporation.
iv}) An independent private company places no restrictionis on the amount of
managerial remuneration payable. to its dircciors.
v}  Anindependent private company can issuc onty cquity and preference
shares.
2 Choose the most appropriate shares
a) A private company may allol shares
1) within five weeks of filing of the prospectus,
i) within lhrcc days of filing statement in licu of prospectus.

Hi) without issuing a prospectus or a sialement in liev of prospectus.
by Provision relaring to the powers of Central Goverament Lo prevent changes in
the Buard of Directurs do not apply 1o
i}« pubitc company.
i} a private company which ts a subsidiary of a public companry.

tif) an independent private compaoy,

Public and Private
Companles

29
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2.

7 RESTRICTIONS ON A PRIVATE COMPANY

Alongwith the privileges available to a private company, some restrictions have also
been placed. You have learnt about the three restrictiond placed on a private
company by its afticles viz., (a} restriction on the right to transfer shares,

(b} restriction on the maximum number of the members exceeding fifty, and

(c) probibition on invitztion Lo the pubiic for invesument in 1ts shares or debentures.
Besides these, a private company is also subject to the following restrictions:

i)
ii)

iii)

iv)

A private company cannot issue share warrants payable 1o bearer.

Under Section 159 private companies are required 1o send an annual list of their
members and a summary of certain particulars to the Registrar of companies, A
private company, is also required to send wjth this return, a certificate, certifying
that the company has not, since the last return, made any public invitation
inviting the public to subscribe for its shares or debentures. It is also required to
certify that where the annual return shows the number of members of the
company cxceeds fifty, the excess consists of those persons who are not to be
included in counting the number of fifty.

A private company is alse annually required to certify to the Registrar that since
the last annual general meeting, (a) no body corporate has held twenty-five per
cent or more of-its paid up share capital, (b) the company itself did not hold
twenty-five per cent or more of paid up capital of one or more public companies,
(¢) its average annual turnover during the preceding three years did not exceed
ten crore rupees, and (d) the company did not accept or renew deposits from the
public.

The member of a private compény is not allowed to appoint more than one
proxy Lo attend and vote at 2 meeting of the company.

2.8 CONVERSION OF A PRIVATE COMPANY INTO A

PUBLIC COMPANY

A registered company may choose to be a public or a private company depending
upon the restrictions it wants to place upon itself or the privileges it wants to enjoy. A
private company, after incorporation, may get itsclf converted into a public company
cither by its own choice or by a defaull in meeting the provisions of Section 3 {i) (iii).
In adaition, there are certain circumistances under which a private company, inspite of
following ail the restrictions mentioned in Section 3(1) (jit) is deemed to be a public
compary by operation of law. Let us now discuss the ways in which a private
conipany, by choice or by default, gets converted into a public company,

Conversion by Choice: A privatc company may itself choose to become a public
company. The procedure for conversion is lai. down in Section 44 of the Indian
Companies Act. It is as follows:

i)
ii)

iii)

The company must call a mecting of its Board of Directors to consider and
approve the praposal to convert the company into a public company.

In accordance with the decision of the Board, the company must convene a
general mecting at which the company must pass 2 special resolution altering its
ariicles of association. The articles must be altered in such a way that they no
longercontain the restrictions of Section 3(1) (iii); as'well as all the provisions
which may be inconsisient wilh the requirements of a public company. The name
cl the company would also be altered by deleting the word ‘private’ from the
namce of the company.

Wik a thirty days of the general meeting at which the special resolution is
passed, the compony inust file the fellowing documents with the Repgistrar of
companies.

a) a copy of the special resohation regarding alteration of the articles,
b} a copy of the altered articles, and

c) a copy of the prospectus containing the information required in accordance
with Part T and IT of Schedule I of the Companies Act or a statement in lieu of
prospectus in the prescribed form. '



iv) If the number of members in the private compaay is less than, seven, the . Public and Private
company must increase the number of members to seven. Similarly the.-number | . - Companles
of directors must be increased to at least threé. ‘

v}  After filing the copy of resolution and the prospectus or statement in lieu of
prospectus, the company must apply to the Registrar for a fresh certificate of
incorporation. The company generally enters into fresh agreements with its
managerial personnel just before conversion.

The company becomes a public company from the date on which the special

resolution is passed. However, the change in its name becomes effective only on the

issue of fresh certificate of incorporation. Your must note that on such conversion no -
new company comcs intG existence. This conversion does not affect the legal

personality of the company which continues-to remain the same. Such conversion

does not, in any way, extinguishes the liabilify of the company i.c., its lability

remains the same as it was before conversion.

Conversion by, default: You have learnt that a private company is one which places
cerlain restrictions on itself by its articles of association. Ifit makes a default in
complying with the provisions of Sec. 3(1) (iii}, then it ceases to be a private company
and is treated as a public company. Then the special privileges are not available to the
company. All the provisions of a public company shall become appiicable to it as if it
was a public company. It must however, be remembered that the court has been
given the power to grant relief in cases where it is satisfied that the default in respect
of the provisions of Section 3(1) (iii) was purely accidental and not intentional.

Deemed to be public company

Under the Indian Compﬂnie's Act 1956, the private companies enjoy certain privileges
primarily on the ground that they are closely hekl corporate bodies where funds of a
timited number of persons are involved. Since public money is not involved, the law
does not provide for as stringent a scrutiny of tke afiairs of a private company as it
does in the case of a public company where public money is dlre tly involved.

it may, however, happen that, over a penod of time, private comganies may, through

their enterprise and investments; engage in extensive.business and may actually be in

a position to control many public companies. At times: other private and_public

companies may invzst their funds in such a private company. In an.indircet way,

thercfore, public money gets invested in the private comnanies. There is 10 reason

why such companies should still be allowed the privileges given to private companies.

The Companies Act has prnwdcd for such coniingencies by making cpeciiic

provisions. These provisions are mainly contained in Section 43-A sf the Act. Section

43-A provides that if @ private company operates on a large scale or in some way takes .
advantage of or utilises public money, it wiil be deemed to be a public company. All the

provisions of the Act applicable to a public company shall then become applicable to

such a private company. However, if such a company wants. it may continue with the

threc restriction of Section 3(1) (iii) in its articles and the number of its members may

continue to be less than seven. - '

The ciccumstances described in Section 43- A under whlch.a prl\uLc r;qmpany 15’
deemed to be a public company are: D T

i) . When twenty-five per cent or more of iis paid up share capital isheld by one or
more bodies corporate, a private company shall automastically becarmce a publlc
company oh and from the date on which the peuentagg mentioned above is so
held. While calculating the percentage of pai-' = shace ¢apital, the shares held:
by a bank in the capacity of a trustee or exceuiz.. 27 2 ¢ H‘f"“t:d meznber will not
be counted. Accordmg to the explanation given vuZlar Saalos '43-A the ‘etm
“bodies corporate” means public companies, or private comy .25 wr.ch have .
become public companies by virtue of this section. '

i) Yhere the average annual turnover of a private company is rupees len crore or
more during the period of three consecutive financial years, the company will be
deemed to be a public ¢a:npany on the expiry of a period of thice monihs from
the last day of the third financial year dusing which the company had atiainca
the average annual turnover of the said amount. The term turnover herz -hus
been defined as ‘‘the aggregate value of realisauion miade from the supply of
distribution of goods or on account of services rendered, or both, by the
company during a financial year". 31
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restrictions,of-Scetion 3(1) (iii) which pertains to a private company. The Central - |

iii) Wherc a private company holds twcnly-fwc per cent or more of the paid up share
capital of a public company, it will become a public company on, and from the
date, on which the above mentioned percentage was first held by the private
company. :

iv) Where a private company invites, accepls or renews deposits from the public,
other than from ils members, directors or relatives, it shall become a public
company. By the inclusion of a new sub-section (1-C) from 1988, Section 43-A
provides that if a private company, after an invitation is made by an
advertisement, accepts or renews deposits from the public, such private
company shall become a public company from the date on which such an
acceptance or renewal is first made. After that date all the provisions of Section
43-A shall apply to such a deemed public cbmpanv.

SRoTTITTRT T oIt

A private company which becomes a pubhc company under any of the above
circumstances by virtue of Section 43-A is termcd as a ‘deemed public company’.
Again such a company may carry on with just two directors and less than seven i
members. A decmed public company shall continue to be a public company, till it :
has, with the approval of the Central Government and in accordance with the

provisions of the Act, again become a private company. Section 43-A further
provides that 2very private company which becomes a deemed public company under
this section will inform the Registrar within three months of such conversion that it
has become a public company. On being so informed, the Registrar will delete the
word ‘private’ from the name of the company in the register of companies. He will
also make necessary alterations in the certificate of incorporation and the
memorandum of association of the company. If a company fails to comply with this
provision, the company and every officer of the company who is guilty of default shall
be punishable with a finc cxtending upto rupees five hundred for every day of default.

To sum up, we may sity that Section 43-A creaies a special type of public company (a
deemed public company). The special features of such a public company are that the
number of its members may be befow seven and its articles may continue to have the

Government if it so directs, may exempt the profit and loss account of such company
filed with the Registrar from being open to public inspection. Like any other private
company, the deemed publi¢c company may have only two directors. Further, unless a
decmed company raises subscnpuon from the public, thé requirement of filing a
statement in lieu of prospectus with the Registrar, does not apply. In all other

_respects a deemed public company is treated as a public company.

2.9 CONVERSION OF A PUBLIC COMPANY INTO A
PRIVATE COMPANY

You have learnt that under certain circumstances a private company gets converted
into 2 public company. Similarly, a public company may also be converted into a
private company. While the law does not lay down a specific procedure for the
conversion of a public company into a private company, it does not prohibit such a
conversion. A public company by allering its articles in such a manner that the three
restrictions mentioned in Section 3(1) (iii) are incorporated, may get itself converted
into a private company. Such an alteration may be effected by passing a special
resolution in the general meaning of the company. Such a resolution would also be
needed to alter the name of the company. Similarly, some aiterations would also be
necessary in Lhe articles of association to make thein relevant (o a private company.

Section 31 of the Act specifically provides thar any alteration made in the ariicles which
has the effect of converririg.a public company into a private company, shall be effective
only when it Is approved by the Ceniral Government, When the special resolution in
tespect of the alteration has been approved by the Cenjral Government, a printed
copy of the articles, as altered should be filed with the Registrar within one month of
the receipt of the order of approval.

After such a conversion of a public company into a private company, it will have to
reduce the number of its members and add the word ‘Private’ at the end of its name. i
After it is duly converted into a private company, it shall enjoy all the privileges of a [
private company.



. ] Public and Private
Check Your Propress C ’ Canpanles

1 Tick the most appropriate answer 1o the followmg qucsuons -
a) A deemed publ[c company is

i) a private company which does not foilow restrictions prescribed in Secuon
- 3(1) (iii) of the Company's Act.

i) a private company which chooses to get converted into a public company.

iii) a private company which become a public Lompany by virtue of Section
43-A,
iv) None of the above

b} The members of a private company
i} cannot send a proxy (o attend and vote at the company’s meeting.

ii) can send as many proxies as he wants to attend and vore at the company'’s
mecting.

r

iii). can send only one proxy to attend and vote ar the company‘s mecting.

c) In case of conversion of 2 private company into a public company by choice, the
company
i} can coniinue with two directors and less than seven members.

i) must increase the number of members to at lcast seven but can continue
with two directors.

- i) must increase the number of directors to three but can continue with less -
than seven members.

W

State whether the foliowing statements are True or False.

i) For conversion of a public company into a private company no sbecific
procedure has been laid down in the Act.

ii)  The special resolution altering the articles so that a private company is
converted into a public company, can be passed only at a general meeting.

iit) A copy of the special resolution altering the articles must be filed with the
Registrar within three months of passing the resolution.

iv) In case of conversion by choice, a private company becomes a public
company on the date of issue of new certificate of incorporation.

v} 1£30 per cent of the paid up share capital of a private company is held by a
public company, it becomes a deemed public company.

vi)  As soon as-a private company becomes a deemed public corapany, it vrili
have to raise the number of its members to at least seven.

vii) Within threec months of becoming a.deemed public company, the private
company so converted will have to notify the Registrar of this fact.

viii} A deemed public company inay continue to follow the restrictions imposed
by Section 3(1) (iii) of the Act, _
ix) A dcemed public company need not change its name after conversion.

x) ~ Conversion ofa private company to public and vice-versa, docs not effect the
legal identity of the company. :

.

2.10 LET US SUM UP

From the point of view of the seneral public and on the basis of number of menibers,

a company may either be a putlic company or a private company. A private company

is one which, by its articles of association, restricts the right of its members to trensfer

shares, restricts the number of members to fifty and prohibits invitation to the public

to subseribe for its shares or debentures. The Act has granted certain privileges to

private companies and they are not subject t6 legal scrutiny as the public gompanics

arc. Some additional privileges have been given 1o independent private companics.

These are not available to a private company which is a subsidiary company of a

public company or which is deemed to be a public company. 33
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A company which is registered initially as a private company, may be converted into
a public company. Such a conversion may be by choice, or by default or by operation
of law. When a private company gets converted into a public company by operation of
law under Sec. 43-A, it is ralled as ‘deemed public company’. When a private
company becomes a putlic company, it loses the special privileges.

Juctasa privaft: compary may become a public company, a public company by
altering iis amtic'es and obtaining the approval of the Central Government, can aiso

become a private cpany. However, conversion of a company from private to public *

and from public to private does not affect the legal identity ¢f the company.

2.11 KEY WORDS

Private compaﬁy: a company which by its articles (a) restricts the right of the
members to transfer shares, (b) restricts the maximum number to fifty, and

(c) prohibits invitation to the public to subscribe to its shares or debentures.
Public Company a company which is not a private company.

Proxy: a nght by which another person can attend and vote at the meetings of the
company. ]

Share: units in which the total capital of the company is divided.

Share warrant: a document the bearer of which is the owner of the number of shares
mentioned therein.

Quorum: Minimum number of persr__)ns who should be personally present to conduct
the meeting.

2.12 . ANSWERS TO CHECK YOUR PROGRESS

A 4 (a) two, fifty (b) share warrant (c) statufory (d) public (€) two thirds

5 (i) True (ii) False (jii) True (iv) False (v) True (vij True (vii) False (viii) True
E 1 (i) False (ii) False (i) True (iv) True (v) False

2 (@i (b)ii

€ 1 (a)iii (b) dii () §

2 (i) Tree (i) Trus (iil) False (iv) False (v) True (vi) Fa]se (vii) True (viii) True
. (ix) false (.5) True

2.13 TERMINAL QUESTIONS

~

1. Define a private company. Distinguish between.a private company and a public
company.

2. Discuss various pnwlcgcs enjoyed by a private company. Why does law grant
these privileges to a prwate company?

3. Enumeratc the various restnc[ ons imposed by law on a private company.
4. Describe the procedure for converting a private company into a public company.

5. Define a public company. Describe the procedure for converting a public compari)}
into a private company.

- 6. Scction 43-A of the Companics Act creates a new tlass of company, a deemed

public company. Describe the circumstances under which a privale company shall
become a deemed public company.
7. A private company need not issué a prospectus? Why?

Note: These questions will help you to understand the unit better. Try to write

answers for them. But do not submit your answers to the University. These are
for your practice only.
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UNIT 3 PROMOTERS'

Structure

3.0 Objectives
3.1 Introduction .o
32  Promoter : Meaning and Impdrtance
3.3 Functions of a Promoter
3.4 Legal Position of Promoters
3.5  Duties of Promoters
3.6  Liabilities of Promoters )
37 Remuneration of Promoters Ce
3.8  Position of Preliminary Contracts
239  LetUsSumUp
3.10 Key Words
3.11 Answers to Check Your Progress
3.12 Terminal Questions/Exgrcises

3.0 OBJECTIVES

After studying this unit yoi.l should be able to:

# cxplain the meaning and importance of promoters,
& describe the functions of a promoter, -

¢ enumerate duties and liabilities of a promoter,

# describe remuneration payable to promoters, and
¢ explain the position of preliminary contracts.

3.1 INTRODUCTION

In Unit 1 you'learnt about the various types of companies that can be formed. The
formation of a company is a lengthy process, involving different stages. The first stage
in the process of formation of a company is'the ‘promotion’. At this stage the idea of
carrying on & business is conceived. by a person or by a-group of persous called
promoters. For incorporaling a company various formalities are required to be

carried out. The promoters perform these functions and bring the company into
existence. In this unit you will learn about the meaning and functions of promoters,
their legal position and their duties. You will also learn about the position of
pre-incorporation contracts. B

3.2 PROMOTER: MEANIN_C AND IMPORTANCE

You learnt that a company is an artificial person created by law. A company is born
only when it is duly incorperated. For incorporating a company various documents
are to be prepared and other formalities are 1o be complied with. All this work is done.
by prombdters. Gerstenberg has defined promotion as the discovery of business
opportunities and the s:&sequent,organisation of funds, property and managerial
ability into a business concern for the purpose of making profits therefrom. After the
tdea is conceived, the promoters make detailed investigations to find out the
weaknesses and strong points of the idca, determine the amount of capital required
and estimate the operating expenses and probable income. On being satisfied about
the economic viability of the idea, the promoters take all the necessary steps for
incorporating the company, -

The Companies Act does not define the term promoters anywhere, it only cfers (o
the liabilities of the promoters. A numoer of judicial decisions have defined the term
promoter. According to L.J. Bow~, the term promoter is a term nof of law but of
business, uscfully summing up * 1 a single word a number of business operations
familiar to. he commercial word by which a company is generally brought inte
cxistence. .

Another definition given by Lord Blackburn states that ““the term promoter is.a short
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and convenient way of designating those who set in motion the machinery by which
the Act ¢nablzs them to create an incorporated company”.

Justice C. Cockburn described a prome .er as “onc who undertakes to form a
company with reference to a given project and (o set it going, and who takes the
nesssary steps to accomplish that purpose.”

A company may have more than one promoter. The promoter may.be an individual,
firm, an association of persons or a body corporate. Even if a person has taken a very
minor part in the promotion activitics, he may still bé a promoter. But a person
cannot Be held as promolter merely because he has signed at the foot of the
memorandum or that he has provided money for the payment of formation expenses.

"Itis, however, important for you o remember that everyone who is associated with

the process of the formation of a company cannot be called a promoter. For example,
a solicitor who draws up the documents of the proposed company in his professional
capacity is not a promoter in the eyes’of [aw. Similarly, an engineer who advises on
the selection of site or a valuer who helps with drawing the estimates would not be
regarded a promoter. Section 62 (6) makes it clear that persons assisting the
promoters by acting in a professional capacity e.g., solicitors, accountants and other
experts are not prontoters, . ‘ !

From the above it should be clgar to you that a promoter is one who performs the
preliminary duties necessary to bring a company into existence. Thus, the true test to
describe 2 person as a promoter lics in finding out whether he is keen to form a-
company and take steps to give it a concrete shape.

‘The promoters, in fact, render very useful services in the formation of a company.
They render a very useful service to society and they play an important role in the
industrial development of countries. A promoter has becn described as ‘a creator of
wealth’ and ‘an economic prophet’. The promoters carry considerable risk because if
the idea sometimes goes wrong then the time and money spent by them will be a
wasle,

3.3 FUNCTIONS OF A PROMOTER

You iearnt that a promoter plays a very important role in the formation of a compiny.
You havealso noted that a promoter may be an individual, an association or a
company. In their capacity of promoters, they perform the following functions in
order to incorporate a company and (o set it going,.

i)  To ariginate the scheme for formation of the company : Promoters are generally
the first persons who conceive the idea of business. They carry out the nccessary
investigation (o find out whether the formation of a company is possible and
profitable. Thereafter, they organise the resources 1o convert the idea jnto a
reality by forming a company. In this sense, the promoters are the originators of
the plan for the [ormation of a company.

ii) To securc the cooperation of the required number of persons willing 1o associate
themselves with the project : The promolers, in accardance with whether they
wanl 1o incorporale a private or a public company, try to seé-z the co-pperation
of persons needed to form the company. You learnt that thz minimum number
of members required to form a public company is seven and that for a private
company the minimum number is two. Depending upon the form chosen, the
promoters may decide upon the number of primary members,

iti) Te scek and obtain the consent of the persons willing to act as first dirzciors of the
company: In Unit 1 you Icarnt that the company has a syster of representative
management and is managed by individuals appointed as directors. The first
dircctors of the company are, however, generally appointed Uy the promoters.
The promoters seck the consent of somc individual whom they deem
appropriate so that they agree to be the. first directors of the proposed company.

iv) To settle about the name of the company : The premoters have to seck the
permissiomof the Registrar of companics for seleeting the name of the company.
The promoters usually give three names in order of preference. The promoters
shoukd ensure that the name of the company should not be identical with or
shiould not 1o closely resemble the name of another existing company.

B



v)  To get the documents of the proposed company prépared: You will study in the
- next unit that eertain documents like the Memorandum of Association and the

Articles of Association are required to be filed with the Registrar of Companies
before tne company is registered and brought into existence. As the company
itsclf dozs not exist before incorporation, this work of preparation of these
documents has to be undertaken by the promoters. The promoters, on the
advice of legal experts get the Memorandum and .anities of Association
preparcd and arrange for their printing. In case the proposed company is a
public limited company, intending to issue shares on incorporation, the
promoiers must also arrange to get the prospectus prepared and printed.

vi) ‘To appoint bankers, brokers and legal advisers for the company: The
incorporation of 4 company involves a lot of legal formalities. The promoters
" may need to consult tre tegal experts on sevéral of these matters. They,
therefore, appoint solicitors 1o assist them in the process-of formation of the
company. : '

The company is formed for the purposes of carrying on business and as such
deals with funds and their management. The promoters must, therefore, also
appoint bankers for the company who will receive share application moneys. If
the proposed company is a public limited company, the promoters must also
cnsure the success of the first capital issue made by the company by appointing
underwriters and brokers.

vit) To settle preliminary agreements for-acquisition of assets: The promoters may be
required to acguire a suitable site for the factory, make arrangements for plant
and machinery, and may even make tentative arrangements for key personnel.
Sometimes in order to run the business the company may be required to take
over property of a running business. Promoters fulfil the function of seeing that
such property and busmess is acquired by the proposed compzny on ]usuﬁable
terms.

viii} To enter into preliminary contracts with the vendors: In respect of all the
properties and assets mentioned above, the promoters would need to settie the
terms of contracts with the third parties from whom these properties are to be
bought. These contracts are called prelimninary contracts. We shall study more
about them later in this unit,

ix) To arrange for filing of the necessary documents with the Registrar: The
promoters are required to pay the stamp duty, filing fee and other charpes for
registration of the company. The promoters are to sec that the various legal
formulities for incorporating the company are complied with.

3.4 LEGAL POSITION OF PROMOTERS -

You ]Cdrnl that promoters are responsible [or the formation of a company. As such,
they oc -ipy important position, and have very wide powers relating Lo the formation
of the corageny. It will, however, be interesting to note that there are no specific
statutory prowsmns in this regard.

The legal position of a promoter is somewhat peculiar. The promotess legal position
is that he is neither an-agent nor a trustee of the company he promaotes. He is not an
agent because there is no principal in existence. You will recall from your exposive to
Lhe contract of agency that in order to be a valid contract of agency both the principal
and the agent must be in existence. For the same reason, he alse cannot be callcd thc
lrustee 0[ the company. :

How:.vcr, it docs not mean that the promoters do not have any legal relationship with
the proposed company, The legal position of a promoler can be correctly described by
saying that he stands in a fiduciary position (relationship of trust and confidence) in
relaiion to the company he promotes. :

L-‘ord Cairns has rightly stated the position of promoter in Erlanger V. New Sambrero
Phosphate Co. “The promoters of a company stand undoubtedly in a fiduciary
position. They have in their hands the creation and moulding of the company, They
have the power of defining how and when and in what shape, and under whose
supervision, it shall come into existence and begin to act as a trading corporation.” In
fact, the promoters occupy a fiduciary position in regard to the company they

Promoters
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promote, anda also the original altottees whom they induces to buy shares of the
company.

You would recall from what you have-studied in the contract of agency and
partnership that a fiduciary relationship means a relationship of utmost trust and
confidence and implies disclosure of all material facts. Being in a fiduciary position,
« 2 promoter must not make, either directly or indirectly, any profits at the expense
of the ccmpany that he promotes, without the knowledge and consent of the
company. ’

Check Your Progress A
I Who is a promoter?

L I I T

5 State whether the (ollowing f.lalcmenté are true or false:
1) A promoter can be an individual, a group of persons or a company
if)  The term ‘Promoter’ is defined in the Companies Act.
iii) Promotion is the first step for the formation of the cumpany

iv) All the persons associated with the formation of 1h(. comp.lny are promolcrﬁ'.
of the company. -

v)  The promoter is a person who brings the (,ompany into existence,
vi}) A promoter cannot be allowed Lo make any secret profits.

vii) A promoter stands jira fiduciary rclatjonshlp towards the company he
promotes. . .

viit) The promoters in fact acl'as agent of the company which is being promoted.

3.5 DUTIES OF PROMOTERS

In the above section you have just learnt that the promoter accupies a position of total
confidence and trust in relation to the company promoted by him. The promoter in
this fiduciary capacity has the following important dutics.

1 Not to make any secret profit: A promoter cannot make any direct or indirect
proﬁls out of the promotion of the company. Since he occupies a position of a trust,
it is his duty to be honest and uphold the trust of his position. You must clearly _
understand that the law does not forbid the promoter from making a profit. The
law protubits only the making of secret profits i.c. the profits which the promoter
has not disclosed to the company. The promoters of a company are perfectly free to

L]
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make a profit provided they disclose fact to an independent Board of directors. If Promoters
there is no independentsBoard of Directors, then he must disclose the profits to the -

intended sharcholders. When a promoter makes a secret profit, the company has

the foliowiag remedies against him: -

a) Recisica of the contract — The Company may on learning of the secret
profit, rescind the contract entered into by the promoter to make the saig
profit. ’

b) -Order for refund — The company may require the promoter to refund the
amournt of secret profit. . ’

¢) Suit for breach of duty — The company may suc the promoter fer
misfeasance, as the promoter, by making the secret profit, has defaulted in
his duty tov/ards the company.

2 To make full disclosure to the com'pany of all relevant facts: In keeping with his

fiduciary cagacity, a promoter is bound to disclose to the company all relevant facts
including -~y profit made from the sale of his own property to the company and his

- personal .nzerest in a transaction with the company.You should bear in mind that
while mzling a disclosure the promoter must make the full and complete
disclosurc. If he contracts to sell his own property. to the company without making
a full disclosure, the company may either repudiate the contract or affirm the
contract and recover the profits made by the promoter. Let us explain these
fiduciary dutics of the promoter with the help of an example. '

*A' was the owner of some arid-land. He and some of his friends, decided tn form a
company to manufacture microchips. They appointed the first directors of the
company and "A’ sold his own land to the company at a price higher than the actual
valuation of the land. When the company was formed, the purchase agreement of
land was approved at the meeting of the shareholders but the fact of A's ownership
and the profit made by hiim were not disclosed at the meeting. Su’ sequently when
the company went into liquidation, the liquidator filed.a suit agai. it ‘A’ to recover
the profits made by him in the sale of land. You would observe thar in this case ‘A’
had defauited in his duty to make full disclosure of all material fa .ts and-had made
a secret profit out of promotion. As there was no disclosure by the promoters of the
profits they were making,the company is entitled to rescind the contract. ‘A’ could
have retained the profits made by him if he had made 2 full disclosure to the
directors of the company or to the shareholders of the company, all the relevant
facts of the transaction including his ‘personal interest and the profits made.

3 To give the benefit of negotiations 1o the company: The promoter must pass on to
the company, the benefit of any negotiation or agreement that he has carrfed on in
his capacity of a.promoter. For example, when he has negotiated a certain price for
some land for the company, he must sell the property to the company at the
negotiated price. If he charges a price higher than the negotiated price, the
company ey rescind the contract on discovering the truth of the matter. If, due to
SOme reason, tiae contract could not be rescinded, thé company is entitled to claim
damages from the promoters and the amount of damages shall be equal to the
amount of profits-made by promoters. However, it should be remembered that
secret profits on the sale of property can be recovered from the promoter only
‘when the property was bought and sold to the company while he was acting as a
promoter. The promoter must act honestly and diligently to escape liability with
respect to dealing with the fuiure company and the outsiders.

4 Duty of promoters towards future allottees: The prometers stand in a fiduciary
position towards the company. It docs nol mean that they stand in such relation
only to the company but they also stasid in this posilion to the future allottees of
shares. The promoters must ensure that the prospectus issucd at his instance
comains all material facts and particulars and does not contain any mis-statements.

3.6 LIABILITIES OF PROMOTERS

You have just gone through the duties of a promoter.in his [iduciary capacity and
learnt that in the event of any breach the promoter can be made liable to hand over to
the company, any secret profit made by him. The company can also [ile a suit for 39
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Company and its Formuation recission of the contract of sale made by the promoter if the promoter has not made a
- disclosure of his interest to the company. :
The liability of the promoter, under the Companies Act, is discussed below :

i)  Scction 56 explains the matiers that should be stated and the reports that should be
set out in the prospectus. Tf this provision is not compiled with, the promoter may
b= held liable.by the shareholders. ’

ii) Section 62 discusses the civil liabilities for any mis-statements made in the
prospectus. Under his section the promoter can be heid liable for any false
statements in the prospeclus, by a person who has subscribed for the shares and
debentures of the company acting on the faith of the prospectus. The promoter
may be held liable to pay compensation to every person who subscribes for
shares ‘or debentures for any loss or damage sustained by him on account of the
untrue statements made in the prospectus. Under Section §2 specific provisions
have also been made of the grounds on which the promoter can avoid his
liability. These remedies are common to all persons who can be held liable for
mis-statement in the prospectus. You will study more about these remedies in
Unit 7 of this course.

. jii) Section 63 discusses the criminal liabilities for issuing a prospectus which contains-
untrue statements. It is clearly provided that in addition to the civil liability
mentioned in the above two cases, the promoters can be held criminally liable if
the prospectus issued by them contained mis-statements. The punishment
prescribed is imprisonment extending upto two years or a fine upto 5000 rupees or
both. The promoter may have to bear this criminal liability for mis-statements
unless he can prove that the untrue statement was immaterial or that he was
justified in believing, because of reasonable grounds, that the statement was true
at the time of issue of prospectus.

iv) Section 478 states the power of.the court to order public-exani ination.of all the
promoters keld guilty of fraud in promotion or formation of a company. If in the
event of winding up of the company the liquidators report alleges a fraud in the
promotion or formation of the company, the promoter can also be held liable for
public examination by the Court, like any other director-or officer of the

~ company. ' :

v) Section 543 of the Act provides for the fiability for misfeasance or breach of trust
by misapplication of funds during the formation of the company. Like any other
director or officer of the company, a promoter can also be held liable if he had
miszpplied ot retained any of the property of the company or is found guilty of
breach of trust or misfecasance in relation to the company.

vi) Section 203 provides that the court may suspend a promoter from taking pare in
the management of the company for a period of {ive years if he is convicted of any
offence in conneciion with the promotion, formation or management of a
company. ' _

vii) The promoters are personally liable for pre-incorporation coniracis. Even the
death of the promoter does not relieve him from this liability. You shall learn
about pre-incorporation contracts in 3.8 of this Unit.

Theck Your Progress B
1 List three important duties of promoters.

2 Fill in the blanks
- a) A promoter plays a very important roleinthe ... TR of 4

company.

- . .. - }
0 b) Besides an individual evesr ane. L nay Be a pramolier,
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c) Promoter............ccoeeeeiiiiiiei i the tdea of setting up a business and
then organise .........ooooovvvvunneen. feerrerrii. v to convert this idea.
d} ...l e dircctors of the company are generaily

appointed by the promoters.

¢} The promoters enter into ........ e, et e for

acquisition of assets for the company.

f) A promoter can be made liable to hand over to theé compan} any B ‘
...... sl e, made by Bim. -

g) A promoter stards 0 a ..........ooooiiiis e relationship towards the
_'corhpa!iy. . |

3.7 REMUNERATION OF PROMOTERS

You have noted through the above paragraphs that the prometer occupies a unique
position in relation to the company. Before the company is brought into existence he
has 1o complete all the formalities, spend considerable skill and effort and organise
necessary resources so that the company can be formed. He has to incur preliminary -
expenses as well. For all these important activities and his considerable effort he
should be suitably remuncrated. However, he is also in a peculiar position for doing
all these activities {or a company that is not yet in existence. The promoters cannot
claim as a matter of right any remuneration from the company. He, therefore, is not
entitted to recover any remuneration for his services unless the company after getting
formed enters into a specific contract with the promoter for this purpose. You must
nole that even if the promoter has entered into a contract with the prospective
directors before the incorporation, he has no valid claim against the company for
remuneration. This is so-because the directors cannot enter into any contract on
behalf of 2 company that is not yet in existence. There are also cases where the
articles of a company may specifically provide that a specified sum may be paid to the
promoaters as remuneranon for their services. While this provision gives the directlor
an authoriy 1o make such pay.nent, it does not give the promoters a right to claim
remuneration pr to sue the compaay, for the same. In actual practice, therefore, the
company, once it is registéred, usually agregs to pay some remuneration for the
valuable services rendered Gy the promoters. This remuneration may be paid to the

-prombters in any of th= {ollowing ways:

i) He may be_ allowsd to sell his own property to the company for cash at a price .
- higher than the vaitation, after he has made a {ull disclosure about the valuation
and the profit earned (o an indeperndent Board of directors.

if) - If the promoter has purchased some business or some other properiy to be sold
to the company, he may sell the same to the company at a higher price aftér
making a full disclosure of the price paid and the profit carned.

iii) The company may allot to the promoters fully paid up shares of the'company.

.1v)  He may be paid a certain lump-sum by the company as a remuneration for

services rendered.
v) He may be given a commission at a fixed rate on the shares sold.

vi) The company miy give him an option to subscribe for a certain number of the
company's unissucd shares at -z, This option is generally limited to a certain
period which means that the p: omoter must subscribe to the’ shares within a
certain time.

The remuneration to the promoter may be paid in any of the ways mentioued above.
Whatever is the manner in which the company chooses Lo compensate for the services
of the promoter, the amount of remuneration ard the manner of payment must be
disclosed in the prospectus, if the -remuneration is paid within two.years preceding
the date of the prospectus. . .

Promolers
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3.8 POSITION OF PRELIMINARY CONTRACTS

In order to fulfil the necessary formalitics and organise the required resources for the
formation of the company, the sromoters of a company enter into contracts for a
company which is yet to be iacorporated. These contracts are generally entered into
by the promoters in order (.. v uire some property or seme riphts for the company
that they are interested in pre.  ...ing. All such coniracis entered into by the promoters
with the third partics for the proposed company {(before incorporation) are called
‘preliminary contracis’,

You must note that such preliminary or pre-incorporation contracts are not legally
binding on the company even after'its incorporation. The reason for this is that before
incorporation the company cannot enter into contract as it has no legal entity. Not
only this, the company cannot ratify such contracts after incorporation because, for
valid ratification, the principal must have been in existence at the time when the
promoters entered into such contracts. A company can ncither sue nor be sued on
such contracts since a company before incorporation is a non- entity. The position of
these contracts can be explained as follows.

i)  On registration, the company is nct bound by the preliminary contracts — A
company is nol-bound by the preliminary contracts even if the company has
taken the benelit of the work on its behalf under the contracl. For example, a
solicitor was appoinied by the promoters.of the company and was instructed by

_ them to prepare the articles and the memorandum of the company. The solicitor
2'so paid the necessary registration fec of the company. These promoters later
became the directors of the company. The solicitor sued for his expenses and the
fees paid by him. It was held that since the company was not in existence when
these eapanscs were incurred, the company is not bound 10 pay.

ii) . The company cannat enforce preliminary contracts — You must note that just as
the company cannot be held liable for the prelimmary contracts, it also cannot
enforce such contracts made before incorporation, by the promoters. This
means that on account of a preliminary contract the company does not get a right
1o sue the third party for fulfilment of the coniract. For example, ‘X’ the owner
of a piece of land in Assam agreed to lease it to a company to te formed by
promoters A, B and C. The promoters later on formed  company called M. Pvt,
Lid. On some prospecting of the land, it was discavered that therc wasa definite
possibility of striking oil in that Jand. Subsequently ‘X’ refuscd to'grant the lease
to the company M.Pvi.Ltd. It was held that the company cannot sue ‘X’ and
cannot claim specific performance as it was not even in existence when the lease
was signed.

In relation to the above two principles, impertant provisions have been made in our
country in the Specific Relief Act, 1963. These provisions provide an important
exception to the above principles. According to Section 15 and 19 of the Specific
Relief Act ““where the promoters of the Company have, before its incorporation,
entered into contracts for the purpose of the company and such contracts are
warranted by terms of incorporation, specific performance may be obtained by-or

against the company, if the company has accepted the contract after the incorporation .

and has communicated such acceptance 1o the other party™.

In the above paragraph the term “contracts for the purposes ol the company’’ means
contracts which are necessary for the incorporation and working ¥ <he company. For

example, contracts for the preparation and printing of the mem¢-andum and articles
or contracts for the supply of necessary raw material for the pre Zuction work in the

company are contracis for the purposes of the company. It should be clear to you now
that in order to be cnforceable, it is necessary that the company after its incorporation
accepts the contract and communicates its acceptance to the other contracting party.

iii) The company cannot ratify the preliminary contracts — After incorporation the
Company cannot ratify the contracts formed before its existence. You will recall
from your study of the Unit on agency that for valid ratification of a contract, it
is cssential that the principal must cxist of the date when the contract is originally
entered into. And us the company does not exist-on the date of contract, it
cannot ratify a preliminary contract on being incorporated. In the case of Kelner
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v.Baxter, it was held as the company was not in existence when the preliminary
conlracts were madc, it could not be bound by any purported ratification. What
the company can do is to enter into 1 new contracl with the vendors after
incorporation to give cffect to the terms of 1the contract made Before
incorparation.

iv) Liability of the promoter for preliminary contracts — The promoters are
personally liable for conlracts made for a company which is not yet in existence.
You have zlready [earnt that the company is neither bound nor entitled on
account of a preliminary contract. Therefare, it is the promoters alone who
remain personally liable for the preliminary contracts. The reason for this is that
the preliminary contract is made for a company which,.as known to both the
contracting partics, is as yet non-exislent. The contract, therefore, is deemed to
be personally entered inlo by the promolers and they will be held personally
liable for the perfarmance of these contracts.

The prefiminary contracts made by the promoters generally contain a provision
that if the’company adopss the agreements on incorporation, the liability of the
promoters shall come to an end and if the company does not adopt the
preliminary ezntiact within a specified period either party may rescind the
contrac:, Tn sicl a case liabtlity of the promoter will cease on the expiry of the
specified period.

Cheele Yuur'l’rogrcss C

U Enumerate three ways in which the promoler can be remunerated,
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3 State whether the following statements are true or [alse.

i) A promoter is ensitled (o be suitably remuncrated for the services rendered
during formatios of the company.

it)  Inthe absence of a contract with the company, the promoter cannot recover
the payments he has made in connection with the formation of the company.

iii)  If the promoter has made the nceessary disclosures, he can sell his own
property to the company at a higher price.

iv) Ifaprospectus is issued within fiftcen months of the remuneration being paid
to the promoters, the fact of the remuneration need not be mentioned in the
prospectus.

v} In the remuneration o the promoter is paid in cash and the prospectus is
issued within two vears of the dite of remuneration being paid, it need not be
mentoned in the prospectus.

i} The fiabsitity of the promater for the preliminacy coniracts ceases as soon as
the company is formed,

vii)  Upon registration the company is not bound by the preliminary contracts.

vii} 10 all the members of the company agree, the company can ratify the
preliminary contricts.

v %) A preliminary contr . * cannot be enforeed by the company against the third
partics. '

T

x)  Promoters are personally finble for preliminary contracts,

Promtoters
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8 -Why pre-incorporation contracts are not binding on the cbmpany?

3.9 LET US SUM UP

Promotion is Lhe first step in the formation of a company. A promoter occupics a

unique position in relation to the company as he is neither an agent nior a trustec of

the company and yet has fiduciary relationship with the company. A promoter cannot

be allowed to make any secret profits. If it is found that a sceret profit has been made

by promoters, then the promoters are bound to refund the money to the company. i
Further, the promaters are not allowed te derive a profit from the sale of his own |
property 1o the company unless all matert - facis arc disciosed. Thus, a promoter who I}.
wishes to sell his own property to the ¢om pamy must make a full disclosure of his L
tnterest, '

Contracts entered into before the incorporation of a company are termed as
pre-incorporation or preliminary contracts. Such coniracts are no legally binding on

- the company because at the time of making of the contract, the company was not in

existence. Even if the company has received the benefit of work done, the company
shall not be bound by it. On incorporation, the company cdnnot ratify preliminary

contracts.

3.10 KEY WORDS )

_ Promoter: The person who performs various functions in relation to the formation of

L. rompany.

Fia. -ary relation: The relationship based on mutuat trust and confidence.
Prelimina y contracts: Contracts made before the incorporation of the company. i
Ratification: To approve of an act already done. . !
Secret Profits: 2rofits made without making a full disclosure of all reJevant facts.

Prospecius:*A document issued by the company inviting public to subscribe {or its
shares or debentures. .

3.11 ANSWERS TO CHECK YOUR PROGRESS

/! . . - .
A 5 i) True ii) False iii) True iv) False v} True vii) True viii) False.

oS

B 2 a) formation b) association or a company ¢) conceives, resources d) first
e) preliminary contracts f) secret profits g) fiduciary.

C 3 i} False ii) Trueiit) True iv) False v) False vi) False vii) True viii) False u) True.
x) True .

3.12 TERMINA‘L QUESTIONS/EXERCISE

1 Define the term ‘promoter’ and explain the functions performed by him.

2 Discuss the legal position of a promoter.

3 What are the fiduciary duties of a promoter {owards a company promoted by him.

4 ‘Discuss the liabilities of a promoter. - . ,

5 1s a prometer entitled to remuneration for lhe services rendzared by him during the
formation of the company? List the wavs in which a promots: might be given
remuneration.

6 What do you understand by preliminary contracts? Discuss (2; the position of the .
company in réfation to the preliminary contracts, and {(b) the ¥ability of the
proemeter for a preliminary contract,

7 Explain the statement that “Promoter is nol a trusiee or an agent of the company
but he stands in a fiduciary position towards it.” , ,

Note: These questions will help you to understand the unit better. Try to write
answers for them. But do not submit your answer to thc Umvcrsuy These are
for your practice only.




UNIT 4 FORMATION OF COMPANY

Structure

4.0 Obijectives
4.1 Introduction
4.2 Stages in the Formation of 1 Company
4.3 Promotion
4.4 Documents to be Filed wnh the Reglslrar
4.5 , Incorporation
4.5.1 Conelusivensss of Certificate of Incorporation
4.5.2 Effects of Registration
4.6 Commencement of Business

4.6.1 Certificate of Commencement of Business
4.6.2 Procedure for Obtaining the Certificate of Commencement of Business

4.7 LetUsSum Up

4.8 Xey Words

4.9 Answers to Check Your Progrcs-;
4,10 Terminal Questions

4.0 OBJECTIVES

After studying this unit, you should be able to:

® describe the stages in the formation of 2 company,

@ enumerate the documents to be filed with the registrar, r
© cxplain the effects of registration,

@ explain the meaning of the certificate of incerporation, and
e describe the procedure for obtaining the certificate of commencement of business.

4.1 INTRODUCTION

In Unit [ you learnt that a company is an arlificial person created by law and has a
distinct s2parate legal entity of its own. You have also learnt in Unit 3 that before a
compapy ig actually formed, certain persons known as 'promolers’, make a detailed
investigation and, after satisfying themsclves about the viability of the business, take
certain steps to form the company. In this unit, you will learn about the various stages
involved in the formation of a company and the documents which are required to be
 filed with the Registrar of Companies. You know that a private limited company can

commence business immediately after obtaining the certificate of incorporation, but a -

public limited company is required to wait till another certificate known as ‘certificate
of commencement of basiness is obtained. The procedure for obtaining the certificate
of commencement of business has also been discussed.

4.2 STAGESIN THE ¥ ORT\_LJATiON OF A COMPANY

The formeuon of a company is 2 I{.":Elhy [: 5. Itinvolves Lthe following three
stages: ) '
1 Promoticn

2 Registration or incorporation, and

3 Commencement of business

'Each of the above stages comprises specific activities to be undertaken. Figure 4.1
gives you an overview of the activities involved in the various stages of formation of a

company.
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Company and iis Formatlon : l Figure 4,1

> §1ages in the Formation

»{ a Company,

Stape 1- ‘ Stage 2 Stage 3
Promaotion Incorporation ~ Commencement of
Business
_ Discovery of business Filing of documents *

idea and subsequent with the Registrar ,

organisatian of Companics

o Discovery al business  ® Memorandum ol - Rcgistrar, on - Private company can
idea - Association scrutliny of company’s immediately begin

& Organisation of e Artcles of Association docoments, if cxercise its borrowing
vesources like capital,  » Copy of praposed salisfied powers and transacting
plant and machincry, ngrecments the business.

experts, clc. Swatement of nominal capital
'@ Obtainingconsentof @ Address of registered
first direclors - office

® Preparation of ® List of dircctor’s and
_documcnts their writien cansenl
~ ¢ Paymentofl reg'stralion ¢ Directors undertaking
fce . ta buy qualificalion
* Application fors itable  shares .
name ® Startulory declaration

® P're iminary contracts

rr

a) cniers the name of the
campany in the Regisier
of Companies, and

b) issues acertificaie
of incorperation.

~

~ Poblic company shall
apply for and abtain
certificate of
cammencement of
business. Ttcanthen
begin to excrcise ils
borrowing powers
and transacting the
business.

4.3 PRUA. “TION

You have alrcady learn. in Unit 3 about the activities carricd out by promoters to
bring a company into existence. After discovery of the business idea and judging its
soundness, the promoters organisc the necessary resources for giving shape to their
business idea. They negotiate for, and obtain, the required property, the necessary
plant and machinary ang arrange for the capital necessary for the company. The
promoters will also talk to persons who are willing to take the responsibility of

becoming the first directors of the company.

It should be noted that a company can be {ormed only for a lawfu] purposc. The
purpose of the company may be unlawiful if it is (a} against any provisions of the
company law, or (b} against the provisions of any other law applicable in India.

You would recall from Urii 2 (hat promoters may form the company with limited

liability or with unlimited liability. In case of a company with limited liability, the
liability of members may be ltmited cither by shares or by guarantee.

The promoters then obtain the approval of the proposed name {rom the-Registrar of
Companies. For this purposd, the promoters shall sclect a few suitable names in order
of preference and would then apply on prescribed form to the Registrar for

registration.

Section 20 of the Aci provides that no company shall be registered by a name, which .
in the opinion of the Central Government, is undesirable i.e., the name should not be
identical with, or 100 nearly resembie, a name by which a company is already in
existence. You will study in detail about this aspect in Unir 5 dealing with

memorandum of associavion.

Before an application for registration is [Hled with the Registrar of Companica, the
promoters shall tak'e the necessary steps for preparing the importani docuraents such
as ‘memorandum of association' and "articles ol associalion’, For this, the promolers
may scek the half of a legal expert, a solicilor or a company secretary. These
documents should be duly printed. However. a public company limited by shares
need not prepare its own articles, 1t can adopt ‘Table A’ as given in Schedule T of the
Act. The memorandom and articles have o be stamiped and the value of the stamp
differs from slate to state as per the respecuive stale stamp laws,

Scction 15 requires that every memorandum should be signed by each subseriber who
q Y s Y
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should give his address, description and occupation, if any, in the presence of at least
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one witness who shall attest the signature, and the witness is also required to give his
address and description of his occupation, if any. The articles of association should
also be signed separately by subscribers. However, it is nat necessary that the
promoters themselves should sign the memorandum and articles. These documents
may be signed by an agent provided he is authorised by a Power of Attorney in this
behalf.

The written consent of directors 10 act as such is also to be filed. But, in the casc of a

private company, it is not needed. The directors are required to give a written
undertaking to take up and pay for their qualification shares. You will study about
this in detail in Unit 5.

The fee prescribed for registration of a company is required to'be paid to the
Registrar. A statulory declaration is also to be filed that all the requirements of the
Actand the rules thercunder have been complied wilh

Besides these steps depending upon the peculiar nature of T.hc company and its

objects, the promoters may be asked to comply with certain other requirements of the
- Companies Act with respect to registration. They may include (i) obtaining the

license under the Industries (Development and Regulation) Act, 1951, (ii) entering

into pretiminary contracts, (iii} obtain in consent of the Controller of Capital Issues, if

the company ‘wishies to raise capital by issue of shares or debentures, and

(iv) preparing prospectus or a statenient in licu of prospectus, as the case may be.-

Check Your Progress A
I What is meunt by promotion of a Company? -

2 Fill in the bianks
a) For [ormation of a company, the promoters have to passthrough........., stages.

b) The three stages for the formation of a Company are prémotion, ............ and
1he commencement of the business.

c) Promotion of a company begins with the ...............
d} A private company can commence business after it is ..............
e) A company may be formed only fora .............. purpose.

[} A company not baving any limit on the liability of its members is known as a
company,

g) lnaccordance with Seetion 20 of the Act, no company shall be registered by a
name whichis ... ..., in the opiniow of the ... I .

h} The rules framed for the internal management of the affairs of the company are
termed a8 ., .

i) Before delivering the memerandum and articles o the Registrar [or registration
of the company. these documents will be ............ by th ............. of the
proposed company. -

1 The subscriber o the memarandwn of ¢ ciation shall sign in the presence of
atleast one ... PR ’

State whetlier the following statements are ree or False,
i} A company cannot come into exislence if il does not elect dircetors.
i} The minimum number of members required 1o l'orr-rn 4 public company is ten.

i} The liability of members of & public company is limited 1o the [ace value of
shares held by them. )
iv) A company may or may not be registered.

v) No company can be registered with an unlimited tiability:

vi) A private company has to regist_: it articles of association.

Formation of 2 Compony

47

B iy S S

-t



Company and its Formalion

4

- -~

4.4 DCCUMENTS TO BE FILED WITH THE REGISTRAR

After the promoaters have got the necessary documents prepared, these are required

" to be filed with the Registrar of companies. The documents that are nccessary for the

purpose of registration are as follows: .

-

I Memorandum of Association: The Memorandum of Association, is the charter of

the company. It needs to be originaliy prepared fcr every company. It defines the
objectives for which the company is being formed. The memorandum by its clauses,
describes the whole character of the company. This tncludes ils objectives, its
name, the nature of ils’liabilily, the address of its rpgistcrcd office, the capital
which the company is authorised to have as well as the names, addresses and
agreement of peopic who agree to form the company. The memorandum defines
the powers of a company and its relations with third partics. For purposes of
registration, the promoters have to file with the Registrar of companies, a duly
signed and properly stamped printed memorandum of association. '

2 Acrticles of Association: The articles of association contain the rules and regulations
for managing the internal affairs of the company and, therefore, govern the
rclationship between the company and its members. A private company must
prepare its own articles becausg the articles impose restrictions on the right to
transfer shares, prohibit invitation to the pubiic to subscribe to its share capital and
restrict the maximum number of members to fifty. You have learnt these
restrictions in Unit 2,

It is not necessary for a public company limlted by shares to file the articles of
association. If a public company does not file its articles and chooses to remain
silent about the same, it is deemed to have adopted ‘Table A’ of Schedule I of the
Act_ This table is a model set of articles given in the Act 7, The articles of
association should.also be signed separately by subscribers and they should aiso be
attested by a witness.

3 Copy of the proposad agreement: According to the Companies Amendment Act,

1988 a clause has been inserted in the Act which provides that if a company

. proposes to enter into an agreement with any individual for appointment as its
managing director, or a whole time director or manager, a copy of such an
agreement should also be filed wilh the Registrar along with the other documents.

4 Statement of nominal Capital: Int case of « company limited by shares or by

guarantee, and having a share capital, the promoters must zlso file a statement
declaring the amount of nominal capital with which the company is proposed to be
registered. Normal capital is also called the *authorised capital *. 1t means the
amount of capital which a company is authorised to issue, The nominal capital is
divided into shares of a uniform fixed valuc. The authorised capital must be clearly
defined in th: memorandum cf association in its capital clause. The amount of
nominal capital for a company depends upon its projected capital requirement. In
accordance with the provisions of Capital Issues (Control} Act, 1947, if the
company proposes to raise more than one crore of rupees within twelve.months of
its incorporation through the issue of shares or debentures, the promoters should -
also obtain and file the consent of the Controller of Capital Issues,

5 Address of the registered office of the company: Though not required for the
purposes of regisiration, the address of registered office of the company is usually
filed with the Registrar, by both private and public companies. In casc it is not
giverrat the time of filing of other decuments, it should be {iled within thirty days of
incorperation,

§ A lstof persons who have agreed to becoine the first directors of the company should

aleo be filed. This is not necessary in case of private companies. The directors of a
public company have also to give a written undertaking to take up and pay for their
qualification shares.

7 Statutory declarazion: Lastly, the promoters must file a statutory declaration in the

prescribed form stating that all requirements of the Companics Act and its rules
relating to registration have been complied with. This declaration may be signed by
any of the following:



a) un advocate of the Supreme Court or of a High Court; or
b} an atlorney or a pleader entitled to appear before a High Court: or

c) a secretary, or i chartered accountant practising in India and who has been
engaged in the formation of the company; or -

d) by a person named in the articles as a director, mahager or secretary of the
company.

Check Your Progress B -
[ List any three documents which are required to be filed with the Registrar, for the
purpose of incorporation of the company,

2 State whether the foliowing staiements are True or False.

i) The mermorandum of association of a company defines the objectives for
which a company is formed.

it} The articles ol association govern the relationship between the company and
third parties,

i) The relations between the company and its members are regulated by its
artictes ol associations,

iv)  For the registration of a public compuny it is accessary that the acticles of
association are filed with the Registrar,

v)  The first drirccmrs of acompany are appuinted by the promoters.

vi)  Nominal capital ofa company is also called ‘authorised capital’,

vii) Every company is bound 1o inform the Registrar of Compuanies, the address
of the registered office of the company within thirty days of registration.

viit} The list of directors of a private company alongwith their written consent to
act as such must be filed with the Registrar.

4.5 INCORPORATION

When the accessary documents have been delivered 1o the Registrar and the requisite
fees paid, the Registrar shall scrutinise these documents and if he is satisfied that
(a} all the documents are in order, (b) all the requirements of the Comphnies Act in
respect of régistration have been complied with, and (c} the objects for which the
company is 1o be formed are lawlul; he shall en:er the name of the company in the

" Register of Companies maintained by kis office. He would then issue a certificare,
under his signature,-certifying that the Corapany is incosporated. This certificate js
called the *Certificate of Incorporation’. This certificate contains the name ‘of the
company, the date of its issue, and the signature of the Registrar with his seal.
Certificate of Incorporation constitutes the company's birth certificate and the
company becomes a body corporate, with perpetual succession and a common seal.
The compuny comes into existence on the date given in the Certificate of
Incorporation.

if the Registrar is of the view that there are somic minor defeets in any document, he
may require that the defeets be rectificd. But, if there are some material and
substantial defects. the Registrar may refuse to register the company.

The procedure for incorporation of a private company is similar o that for a public
limited company. However, in case of a private company, the necrssary documents
viz., the memorandum of association and the articles of association should be signed
by at least two persans in contrast to seven in case of a public company. The written
consent of the directors of a private company need not be filed. However, the articles
Ot 4 private company must be registered with the Registrar and it must incorporate
the restrictions imposed by Section 3(1)(iii) of the Companics Act. o

F. rmaltlon of 2 Company
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4.5.1 'Conclu.siveness of Certiﬁcétefof Incorporation

A certificate of incorporation given by the Registrar of Companies in respect of any
association shall be conclusive evidernce that all the requirements of Companies Act
have beeh complied with in respect of its registration as well as matters precedent and
incidental thereto. This is also known as rule in Peel’s casc.

In this case, the memoranduim was found materially altered after the signatories had
signed but before registration. Tt was held that the corporate status remaincd
unaffected and the certificate of incorporation was valid. Highlighting the necessity of
this rule. Lord Cairns observed as follows:

“When once the memorandum is registered and the company holds out to the world
as a company unriertaking business, willing to receive sharcholders and ready to
contract engagements, then, it would be of the mast disastrous consequence if after
all that has been done, any person was allowed 10 go back and enter info an
examination of the circumstanees attending the original registration and the regularity
of the execution of the documents.” .

As is cicar from the above statement once the Registrar has issued the certificate of
incorporation, nothing further is to be iuguired into and the validity of this certificate
cannot o¢ disputed on any-gound whatsdever. In Moosa Goolam Aril v Ebrahim

r . . A T .
Goglam Arif, the memorandum of associat’on of a public limited company was signed

TN H . L
-by two acult persons. Other five mer._oers of the company were minors. Their

srgrdia. made separate signatures for each of the minors. The Registrar registered
»:.. conspany and issued the certificate of incorporation. The incorporation of the
cormpany was challenged and the plaintiff prayed that the certificate of incorpcration
should be . eclared void. The Privy Council rejccted the plea of the plairtiff and held
that the cert:f -zte of incorporation was valid.

The certificate ¢ incorporation is also a conclusive proof of the fact that the company
came into exister ce on the date mentioned in the certificate. In the case of Jubilee
Cotion Mills L'¢. v Lewis, the’company delivered to the Registrar of Companices
documents required for-the registration of the company on 6th January. OCn 8th
January, the Registrar registercd the company and issued the certificate of
incorpofation but dated it January 6.The company allotted few shares to Mr. Lewis
on 6th January. The allotment was challenged and the court was requested to declare
the allotment as void. The_ court held that the certificate of incorporation is conclusive
cvidence of all that it contains. Hence, the company shall be decmed’to have been
formied on 6th January and allotment of shares was valid. Co

It should, however, be noted that the certificate of incorp&rzllion is not the conclustve
proof with respect to the legality of the objects of the company, mentioned in the
objects clause of the memorandum of association.- As such, if a company has been
registeréd whose objects are illegal, the incorporation does not validate the illegal
objects. In such a case the only remedy available is to wind up the ccmpany.

4.5.2 Effects of Registration

You have just learnt that the certificate issued by the Registrar of Companies is called
the ‘certificate of incorporation’. This certificate is a very important document for the
company because the company begins its corporate life from the dzte of the

certificate.

On filing of documents like memorandum of- association, articles of association, the

- proposed agreement etc., the Registrar shall issuc a Certificale of Incorporation 1o

the company. In this certificaic he shall certify that the company has been
incorporated’ If the company is'd limitcd company, the Repistrar shall further certily
that the company is a limited company.

From the date of incorpoi‘alion i.e., the date mentioned in the certificate of
incorporation, the company becomes a legal person distinct from its members.
Section 34 clause 2 describes the effects of registration which are as follows:

i) From the date of incorporation, the original subscribers 10 the memorandunt as
well as the other persons who may, from time 10 time, become members of the
company. shall constitute a body corporate by the name centained in the
memorandum of association. You would recall fromrUnil 1 that a company
after incorporation becomes a body corporate distinct from its members, It
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becomes alegal person. The company’s life starts from the date of Formation of a Company
its incorporation. : :
ti)  The company acquires a perpetual succession. The, consequence of it may be
: understood better by an example. If a company had ten shareholders and all of
them die at the same time in a train accident, the company’s existence will not be
effected. In other words we may say that the members may come and members
may go,’but the company gaes on tili it is wound up. ‘ : -

ill) "The company will have a common seal.
iv)  The'company can sue and be sued in its 5wn name.

v) A privale company is entitled to commence business immediately after
obtaining the certificate of incorporation. :

vi) Liability and debts of the company are not the liability of the shareholders/
members. They are, however, liable to contribute to the assets of the éompany.
in the event of its being wound up, 10 the extent of their contractor guarantee,
as the casc may be.,

vit) The company wili hold its property in its own name. The property of the
company is not the property of the sharcholders. .

viii) The inemorandum and articles of association become binding on the members
and the company. This articles are deemed 1o be a contract between the
company and its members and would, after incorporation, govern the rights
(2) of members ugainst the company (b) of company against the members, and T
(c) between members inrer se. ' o

4.6 COMMENCEMENT OF BUSINESS

You know that a company comes into existence when it receives the certificate of
incorporation. A private company can commence its business immediately after
receiving the certificate of incorporation. But, a public limjted company will .have to
obtain another certificate. known as the ‘certificate to comnience business’ before it -
can start tts business. However, a public company having no share capital can also
commence business immedialely on recejving the cerlificate of incorporation. It,
therefore, follows that a public company having share capital, is required to fulfil

some more formalitics before.it obtains the certificate to commence business.

4.6.1 Certificate of Commehéement of Business

As stated carliler, a private company can commence business immediately upon

incorporation, but a public company having share capital cannot do so. A public

company having sharc capital, whether it igsues a1 prospectus inviting the public to K

subscribe for its shares or not, is required to comply with some more formalities

before it can commence business. A public company having share capital is required

1o file with the Registrar either a-prospectus or a statement in licu of prospectus and

the declaration by one of the directors or the sccretary (or, wheré the company has

~ot appointed z secretary, a practisiiig secretary) that the company has complied with ™ ,
thereciirements of 3zcticn 149 of the Act. On being satisfied that ail the formalities :
have been templied with, the Registrar shall certify that the company is entitled to

commence business. : : -

4.6.2 Procedure for Obtaining the Certificate of Commencément of
Business o
If a public company, having share capital, has issued a prospecius, inviting the public
10 subscribe for its shares or debentures, it cannot commerice any business until
i} "The company has received in cash, the amount mentioned in the prospectus as o - -

mininmum subscription and the shares upto the amount of mijnimum subscripiion-
have been allotted, . i

1) every director has paid to the company, in cash, the applicalion and allotment
money on the shares taken or contracted to be taken by him:

til) no money is liable to be repaid to the applicants for faifure to apply foror to
obtain permission {or the shares or debentures to be listed on any recognised

stock exchange: 51
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iv) where the shares of the company are to be quoted on the stock exchange,
requisite application must have been submitted to the stock exchange and
approval obtaincd within the stipulated time;

v) the prescribed stamp duty as prescribed by{lhc Indian Stamp Act and as
‘prevalent in that State in which the company is registered is paid;

vi) atreasury chailan showing payment of prescribed fce is attached; and

vii) a stalutory declaration on duly verified in the prescribed form has been filed
with the Registrar. The declaration should specify that clause (i}, (ii), and (iii),
as above have been complied with. The declaration should be verified by one of
the directors or the Secretary of the Company. Where the Company has not
appt inicd a Sccretary, the declaration may be verified by a practising Secretary.

If the company has a sharc capital but does not issue a prospectus inviting the public
1o subscribe for its shares, the company cannot commence any business unless

a) the company files with the Registrar, a staiement in licu of prospeetus, along with
the report specified in Part 11 of Schedule 111 The statement shouid be filed with
the Registrar at lcast three days before the first allotment.

b) adzclaraticn that every director of the company has paid to the company. in cash,
ihe application and allotment money on the shares taken or contracted to be taken
by him.

¢) aduly verified decluration in the prescribed form has been filed with the Registrar
at least three days before the first allotment is made. The declaration should
snecify that the above conditions have been complied with and should be verified
by ore of the directors or the Secretary of the Company. [n case the company has
not ap,-inted a Secretary, the declaration may be verified by a Secretary in whole
time practi ‘¢ {Section 149).

When he above requirements are duly fulfilled, the Registrar shall issue a certificate
known as ‘certificate of commencement of business’. This document ert'fies that the
company is entit ed to commence busingss and is also a conclusive evidence of the fact
that the company is so entitled. If any company commences business in contravention
of these provisicns, every person who is responsible for the default shall be
punishabie with fine which may cxtend to five hundred rupeces for every day during
which the default continues [Sec. 149(6)). It should be noted that the company must

_commence businiess within one year of its incorporation or otherwise it is liable to be
woundl up by the Court [Sec.433({c)].

You should, however, note that a public company having share capital cannot
commence any business unless this certificatc is obtained. Any contract made before
obtaining the certificate to commence business bu? after incorporation shall be
provisional and shall not be binding on the company until this certificate is obtained.

An inleresting question arises as 1o the positinn of contracts entered into by the public
company after incorporation but before the receipt of certificate of commencericni of
business. According to Scction 149(4) such contracts a-e purely provisional in nature
and shall not be binding on the company until the date ¢.. which it becomes eatitlzd
to commence business. Therefore, if 4 company enters into contract after its’
incorporation but never gets the certificate to commence busincss, coniracts so
entered shall not be binding upon the company. However, on the issue of the
commencement certilicate, such contracts become automaticatly binding on the
company and need no ratilicatien. Let us explain this point by taking an example. A,
a furniture dealer entered into a contract with the company for sunplyic s some
furniture Lo the company. The company went into liquidatizn before it could obtain
the cerlificate of commencement of business. A will 77 succeed in recovering the
amount (rom the company because the company = =ver became cntitled to commence
business. T .

Check Your Progress C
1 What is meant by centificate of incorporation?
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5 State whether the following statements are True or Falsc. .

i) A company comes into existence from the date of 1nc0rporalt0n mentloned
on the certificate of incorporation. '

ii) The Registrar issues the cerlificate of incorporation under his signature.

jit) Procedure for incorporation is same for incorporating a public company or
a privale company: ' o ”

iv}) A certificate of incorporation issued by a Registrar is conclusive evidence of
the fact that all the requirements of Compamcs Act have been complied
with in respect of rcglatrauon : .

v} A certificate of incorporation is not conclusive evidence of the fact that the
company came into existence on the date mentioned on the certificate.

vi) Onlya public company acquires perpetual suceession, after mcorporatmn

vii) A privale company is entitled to commence business immediately after
obtaining {he certificate of incorporation.

vili) ‘The provisions of articles of association after mcorpor.ltlon govern the rights
of company with third partics.

ix) A publlc company in order to commence business would have to obtain the
certificale of commencement of business. :

X) Any conlmcl entered into by a public company after obtaining certificate of
incorporation but before the issue of eertificate of commcncement of businc.s
i5 pl’U\«'Ibl'Jn(ll : .

xi) A nceessary condition for obtaining certilicate to commence business, in cise
 of apublic comply with share capital, is that the shares payable in cash uptlo
the amount of minimum subscription, have been allotted.

i) A public company having a share capital but wluch has not issucd a prospectus
inviting the public 1o subscribe for ils sharcs, can commence its business,

without filing with the Registrar, a slatemertin lien of pro<accius.

4.7 LET USSUM UP R

b

The information of a company consists of three stages, promouon incorporation and
commencement of business. In the promotion stages, the promoters of the company
conceive the business idea and organise all the resources needed for forming the

Formatlon of a Company
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company. They also get the necessary documenis prepared, printed and file them in
the office of the Registrar of companies, along with the prescribed fees for
registration. On scrutiny of these documents, if the Registrar is satisfied that all the
formalities prescribed by the Companies Act have been complied with, he issues to
-the company, under his signatures, a ceftificate of incorporation. From this date the
company begins its corporaie existence.

A private company and 2 company without share capi'ta: can commence business
immediatély on incorporation.-A public company with a shar¢ capital, on the other
‘hand, has to follow the prescribed procedure to obtain a certificate of commencement
of business. It can only start its business after such a certificate has been issued. The
certificate of commencement of business entitled a public company with share capital
to =xercise all its powers, conferred upon it by memorandum-of association.

4.8 KEY WORDS

.

Conclusive: Final, whichdoes not require any other evidence. .

Debenture: A document or certificate signed by the officer of a’ company
acknowledging indebtedness. for money lent and a guaranteeing repaymcnt with
interesy.

Incorporated: Constityted as a body corporate legally authorised to act as a person.
Inter-se: In between or amongst themselves. '
Promoter; Those who promote the formation of a company.

P[os_. *1s: On mv:tahon to the public to subscribe to the shares or debentures of a
compar,. - .

Rectification: ’ie action or process of correcting.

Statement: Some .- ing that is stated or a document Yetting forth information on any
point. .

. Statutory declaration: A declaration made in compliance of a written law.

Undertaking:.A promise, engagement or stipulation..

4.9 ANSWERS TO CHECK YOUR PROGRESS

A 1 For answer to this question please refer to 4.2 of this Ur-n

2 (a) Three ' '
(b} incorporation
{c) discovery of the business idea
(d) incorporated
(e) lawtul
(f) Unlimited
(g) Undesirable, Central Government
(h) Articles of association

(i) signed, subscribers or prom;::ters
(j) Witness.

3 i) False ij) False iii) True iv) False v) False vi) True.
B 1 Please refer to 4.3. of this Unit .
2 1) True ii) False iii) Tm: iv} False v} True vi) True vii) True viii} False.

C 51) True ii)True iii) False iv) True v) False vi) False, vii) True viii) False ix) True
x) True.xi) True xii) False,

4.10 TERMINAL QUESTIONS

1 What are the different stages in the formation of a company? Discuss.

2 -List the documents that are required to be ﬁled wuh the Registrar of compatucs
for the purposes of registration. i .
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L] . .
3 What do you mean by incorporation® of » Company? What are the effects of | Formalion ofa Company

registration of a company?

4 “The certificate of incorporation is a conclusive proof that all the rcqunremcnts of

the Act in respect of formation of the company, have been complied with™?

Explain. . .

5 What is meant by commencement of business? Describe the steps that need to be
taken before 4 compuny can commence i1¢ dusiness.

6 What would happen if a public comp.my hdvmg sharc capital enters into_
contracts before the issue of certificate of commencement of business?

7 You know that when the promoters of a proposed company apply for,
incorporation of the company they are:required to submit to the Regietrar,
_printed copy of memorandum of association of the proposed.company. I s.zad
of the printed copy of the memorandum, the promoters submitted a corputer
print out of the memorandum of assoc.ation for the purposes of -egistration of
the company. Can the Registrar refuse to accept the same. '
(HinL: 1n view of the advar.zement of printing technology, computer printing
fulfiis ()2 requirements that the memorandum should be printed. chcc the
Registrar cannot rfuse.)

8 The promoters of a company, entered into an agreement with Z to appoint him
as the solicitor of the company, on behalf of the company. After incorporation,
the company did not appoint Z the solicitor of the company. Advise Z.

(Hint: Z has no remedy against the company. However, he may hold the
promoters personally liable on the contract.)

9 A privatc company was incorporated with the object of running lotteries in the
State of Tamilnadu. The activities of the company were challenged on the ground
that it is illegal to run lotteries. The company stated that once the company has
been incorporated, the nature of the business of the company is not open to

" examination and the certificate of incorporation is conclusive.
(Hint: You have learnt in 4.5 above that the certificate of incorporation is not
conclusive evidence of with respect to the legality of the objects of the company,
. mentioned in its object clause and that the incorporation does not validate the
iliegal objects. Hence the company may be restrained from operating lotteries.

10 Extain the procedure for obtaining the certificate to commence business, by a
public company, having share capital and which has issued the prospectus, to
invite the pu>’ic ‘o subscribe for the shares of the company.

Note: These questions will help you to understand the unit better. Try to 'vrite
answers for them. But do not submit your answer to the University. These are

for your pracucc only.
[
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BLOCK 2 PRINCIPAL DOCUMENTS

For the formation of 2 company and the commencement of its business, a corﬁpany has to
prepare a number of documents. Of these, the main documents are : (i) Memorandum of -
Assocmnon (ii) Articles of Association and (iii) Prospectus.

The Memomndum of Association defines the relation of the company with the cutside world
and the scope of its activitics beyond which its actions cannot go. The Ariicles of
Association of a company contains the rules relating to the management of its internal
affairs. The purpose of a prospectus is to provide the required information about the
company and induce the prospective investors to subscribe (o the shares and debentures of
the company.

In this block we shall study in detail about the i 1mportancc conitents and legal implications of
thesc three docurnents.

Unit 5 deals with Memorandumn of Association and discusses the meaning, the purpose, the
cuntcnts and the procedure for alteraiion of different clauses of Memomndum

Unit 6 explains the meaning, purposc and contents of Articles of Association and describes
the procedure for the alterrtin. It ~lso discusses the effect of Memorandum and Articles and
the doctrine of indoor management.

Unit 7 deals with prospectus and cxplain its meaning, purpoéc and contents, It also discusses
the remedies available to an aggricved party in case of misrepresentation in the prospectus.
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UNIT 5 MEMORANDUM OF ASSOCIATION

Structure

5.0  Obijectives

5.1 Introduction

52  Meaning and Purpose of Memorandum

5.3  Form of Memorandum

54  Contents of Memorandum
54.1 Namc Clause

- 542 Registered Olfice Clause

54.3 Objects Clause
5.4.4 Liability Clause

545 Capimal Clause -
54.6 Association Clause or Subscription Clause

5.5  Doctrine of Ultra Vires
5.6  Alteration of Different Clauses in Lhe Memorandum
- 561 Change of Name
5.6.2 Change of Registerd Office
5.6.3 Change in Objects Clause
5.64 Change in Liability Clause
5.6,5 Change in Capilal Clause
57 LetUs Sum Up
5.8 Key Words
5.9  Some Useful Books ]
5.10 Answers to Check Your Progress
5.11 Terminal Questions

50 OBJECTIVES

After studying this unit, you should be able to:

& explain the meaning and purpose of Memorandum of Association
e  describe the diffel-'cnt forms of Memorandum of Association

® ]istlt.hc different clanses of the Memorandum of Association

e explain the doctrine of witra vires
B ~

e. explain the procedure for aleration of different clauses of Memorandum of Association.

5.1 INTRODUCTION

In todays’ world where business has become very complex and production is dore on a
large scale requiring large amount of fands, the company form of organisation has become
very-popular. The most important feature of a company is that it is a separate legal entity
different from the persons who constitule it. A company comes into existence only when it
receives the certificate of incorporation’from the Registrar of Companics. For incorporating
a company, certain documents are lo be filed with the Registrar of Companies. The first and
the most imporiant document to be filed is the memorandum of association. In *his unit, you
will learn the mearing and purpose of memorandurmn of association. You will also leamn the
contents of this document and how the different clauscs of the memorandum can be altered.

5.2 MEANING AND PURPOSE OF MEMORANDUM

-Under Section 2(28) of the Companies Act, Memorandum means the memorandum of .
associarion of a company as eriginally framed or as altered from tinie o time in pursuance
of aay Dr’wous company law or of this Act. But this definition is not an exhaustive one.
Lord Caims in the famous case of Ashbury Railway Carriage Co. V. Riche defincd
memorandum as following—7he memorandum of association of a company is its charter
dnd defines the limitations of the powers of the company. '
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The Memorandum of Association of a éompany is its charter. It contains the fundamental
cendifions upen which alone the company can be brought into existeace, 1t tells us what the
company can do as specified in its objects clause. The objects clause is an important clause
in the Memorandum, as it tells us the scope of activitics of the company. The company’s
actions cannot go beyond this clause. Thus, it defines as well as confines the sphere of
activifies of the company. If the company does something beyand the objects as given in the

. Memorandum, that will be witra vires (beyond powers) of the company and is declared by

law to be void.

* 'The Memoranduin of Association is-a public document epen for iaspection by any member

of the public, therefore, every person who deals with the company is presumed to have the
knowledge of its contents. The main purpose of the Memorandum of Association is to

“enable its shareholders, creditors ard all those who deal with the company 1o know what its

powers are and what is the range of its activities. Thus the intending shareliolder can find

out the field in, or the purpose for which his money is going to be used by the company and
what risk he is taking in making the investment. Also anyone dealing with the company, say,
a supplier of goods or 2 lender of money, will know whether the transaction he intends to
make with thic company is within the objects of the company or not. In case, he finds that the
contracl, which he intends to enter into with the company does not fal} within the purview ef
objects as stated in.the Memorandum, he would, for his own interest, refrain from entering
into the inlended contract.

[N

5.3 FORM OF MEMORANDUM

Section 14 of the Companics Act, 1956, requires thar the Memorandum of a company must
be in one of the Forms given in Schedule | 1o the Companies Act, 1956 as may be
applicable to the case of the company, or in a Form as near thereto as circumstances admit.
The different forms are applicable to different types of companics.

The following medel Forms of Memorandum are given in the aforcmcnnoncd schedute:

Table B : A Company limited by shares. )
TableC : A Company limited by guarantee and not having a share capital.

Table D. : A Company limited by guarantee and having a share capital,

" TableE : A Company having unlimited liability.

The Memorandum of Association must be printed, divided into paragraphs, numbered
consecutively. It is to be signed by at least 7 persons in the case of a public company and by
at least 2 in the case of a private company. The persons signing the Memorandum are known

* as ‘subscribers to the Memorandum’. Every subscriber must give his address and

occupation, Their signatures are required to be witnessed by at least one witness. The
witness has also to give his address and occupation. A subscriber cannot withess the
signature of another subscriber. Each of the subscribers must take at least one share and
write opposue his name in the Memorandum the umber of shares he is subscribing for.

5.4 CONTENTS CF MEMORANDUM

You have leamnt the meaning and purpose of the Memorandum of Association, Let us now
. study the conteats of the memorandum.

Section 13 of the Comnpanies Act requires the Memorandum of a company limited by shares
to contain:

a) the name of the compary, with “Limited” as the last word of the name in the case of a
public limited company, and with " Pm'ale Limited" as the last words in the case of a
private limited company. L

b} the name of the state, in which the Registered Ofﬁcc of the company is to be sitnated.

<) the obJecls of the company, staling separately as (i) "Main OhJCCTS" and (u) "Other
objects” not included in (i).

d) the declaration in the case of a company limited by shares or by guarantee that the
liability of the members-is limited.

) inthe case of a company having a share capital,

i) the amount of share capital wilrh which the company is Lo be registered and the
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division thereof into shares of a fixed amount ([his.p&)\"ision is not applicable in the Memcrandum of Association
case of an unlimitéd company),

i) Every subscriber of the memorandum has 1o take at least one share, and he shall
write opposile his name the number of shares he takes.

From the above provisions of Section 13, we may list the following main clauses of the
Memorandum of Association; ’ ’ ’

1Y Name Clavse
" 2) Sitation Clause (Registéred office clause)
3} Objects Clause -
4} Liability Clause
5) Capital Clause
6} Association Clause (5ub oiint.aa chwe)

Check Your Progress A ,
1) What is a Memorandum of Association?

\.....-.|..-y-----------------.--------||.."u--...--...u-------.----......“--u---.-"-------.-----u--u-.-...-“..uuiu----...-uu

2} Mention the type of company against the Table in which its model form of

Memorandum is givent

(T S _ :
Table C .o,

Table E ..o

3) State whether the-following statemenis are True or False
i) Memorandum of Associazion'is a primary document of a company.
ii) Memorandum of Association delimits the area of operations of a cagnpany.
iti} The signalurés of 'subscribers o the memaorandum need not be wilnessed,
iv) Every company is r.ot required to prepare and file its own Memorandum of
-Association at the fime of incorporation. } L
v) There are six clauses in the Memorandum of Association of a company.,
vi) Memorandum of Association of & company must contain a capital ¢lause.
4y Fillin the blanks. ' - ’

i) Memorandum of Association is 1o be signed by at least .................... persons in the
case of a public company and by ....................... persons in the case of a private
company. : : :

1) The objects clause ot: the Memorandum is divided into two: (a) “Main objects” and

iii) Every subscriber to the Memorandum has to take at leas: .......cccoeeee... share,

V) vireeeees, Of a cotnpany defines the objects for which it has been formed.-

v) The purpose of the Memorandum of Association is to protect the interest of
crveennsenennns @5 Well a5 outsiders,
vi) The Memorandum of Association regulates the relationship of company with

S5AY  Name< oo .

The Memorandum of CYENY COmpny must siate the name of the COMPURY Wil le wore
“Limited” as the last woid of the name 51 the case of pudlic Limited company and with
“Private Limited” as the [ast words of the name in (ke case ol a privaie limited company. As
you are already aware that a company is a-legal person, it must have its name by which it
will be knowa,

A company may choose any name bul it rust not be undesivable in the opirion of the

Central Government (Section 20). The Depannient of Conipaiv Affaiss (the Government of
*India; has formulated certain guidelines for deciding cases.of making a name available for

registration under the Companies Act, 1956. ' :
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Also the proposed name should not beidentical wuh or too closely rcscmblt. lhc names of
an already exisling company.

Eurther, the name of the proposed company should not contravene the provisions of the
Emblems and Names (Prevention of Improper use} Act, 1950 which prohibits the use of
certain names. This Act prohibils the use of the name and emblem of (a) UN.O. and
W.H.O., (b) Indian National Flag, (c) The Official Seal and Emblem of Central and State
Govt. and (d) the name and pictorial representation of Mahatma Gandhi and the Prime
Minister of India. Thus the proposed name, if it suggests Government patronage; where it is
not there, then it will not be ailowed 10 be registered with such name.

Publication of the company’s name: Once the name is rcglslcred it must be painted or
affixed on the vutside of every office or place of business in & conspicuous position, in
lelters easily legible, in the langrage in general use in the locality. It must also be engraved
on the seal of the company and mentioned in all notices, advertisements, bills, letter heads
etc. Non-compliance of these provisions renders the compzny and its officers in default
liabie 10 fine (Section [47).

5.4.2 Registered Office Clause

This clause states, the name of the State in which the Registered Office of the company will
be sitated. Every company must have a rn:gistpred office, which cstablishes its domicile. In
fact, it is also the address where company's statutory books must normally be kept and to
which natices, ang all other’communications can be sent.

In the Memorandum, only 1he name of the State in which Registered Office is to be situated,

is 10 be mentioned. The exact address of the Registered Office may be communicated later
to the Registrar of Companies, but not later than 30 days from the date of mcorporanon of
the company (Section 146).

5.4.3 Objects Clause

This clause defines the objects of the company and thus indicates the sphere of its activities.
A company cannot do anything beyond or outside its objects ¢lause and any act done
beyond them will be wltra vires and void. Such an act cannot be ratified even by the assent .
of the whole body of shareholders. ;

The company may, however, do anything which is incidental to and consequential upon the
objects specified, and such act is not to be considered as witra vires. Thus, a trading -
company has an implied power 1o bosrow money, draw and accept Bills of Exchange.

Section 13 requires every company to divide its Objects Clause into the following two parts:

i} The main objects of the comipany. The objects which are incidental or ancillary to the
awtainment of the main objects are also covered in this part.
ii) Other Objects of the company not included in (i) above.

The objects given in (ii) include those objects of the company, which it is going to pursuc
after it is incorporated. In fact, section 149 requires thdt as and when a company wants 1o |
pursue an object given in the “Other Objects Clause”, the company can do so only after the
company in general meeting has passed a resolution authorising the company to do so
(Section 149),

You should note that the abjects of the company must not be iliegal, immoral or opposed to
public policy cr in contravention of the Companies Act, 1956. For example, Scction 77
prohibits a company from purchasing its own shares, Section 205 prohibits payment of
dividend out of capital. Thus if the objects ¢lanse permils the company to purchase its own
shares or to pay dividend out of capital, it will be ulrra vires and void. -

The objects clause must be carefully drafted but it must be ina clear and unarblguous
language. This clause enables the sharcholders and the creditiors to know the purposes for
which the funds of the company are going to be used.




54.4 Liability Clause

This clauses contains the nature of liability of the members of 1he company. This clause is
necessary where the liability of the members is limited. Therefore, this clause shall not be
included in the case of an uiimited company. As you know that @ company may be limited
by shares, or by guarantee. In case the company is limited by shares, the liability clause
must slate that the liability of thc members shall be limited by shares. It means that the
liability of a member is limited to the nominal value of shares held by him. In case the
shares are partly paid, then no member can be called upon to pay more than the amount that
remains unpaid on his shares. Thus, a member is liable to pay only the unpaid amount on his
shares and no further. For example: A sharchglder holds a Rs. 10 share and has paid

Rs. 7.50 on it so far. He can be called upon to pay Rs. 2. 50 and nothing more.

In the ubovc example, if he helds a fully paid-up share, then his Liability is nil.

In.case of & company limited by guarantec, the liability of a member is limiled to the amount
which he has agreed to contribute to the assets of the company in the event of its liquidation.

If a company limited by guarantee ias a share capital, then the liability of the mamber is two
fold. He is liable to pay the amount remaining unpaid on the shares as and when he is called
upon to pay and he is also liable upto the amount of guarantee, whatever it may be, but only
if he is called upon lo contribute 1o the assets of the company at the time of winding up.

54.5 Capital Clause

This clavse must indicate the amaunt of capital with which the company is registered, and is
known as Registercd or Authorised or Nominal capital.

In the case of a public company having a sharé capital, a share may be either a Preference
share or an Equity share. Thus a company s capital may be Preference share capital and
Equity share capital. This clause shall staté the’ number and value of shares into which the
capital of the company is divided,

These shares are of a certain fixed value or amount. This fixed value is known as the “Par”
or “nominal™ value ¢f a share. Thus the nominal value of an equity share may be Rs. 10, and
that of a Preference share Rs, 100.

The effect of this clause.is that the company cannot issue more shares than arc authorised by
the Memorandim.

5.4.6 Association Clause or Subscription Clause :

In this clause the subscribers to the Memorandum of Association make the following
declaration: .

“We the severzl persons whose names and addresses are subseribed, are desirous of being
formed into a company in pursuance of the Memorandum of Assoctation and we
respectively agree 1o take the number of shares in the capital of the company set opposile
our respective names'. )

According Lo Section 12 of the Acl, the Memorandum shall be signed by at least seven ]
subscribers in case of a public company and at least two subscribers in case of a private
company. Each subscriber should sign the memorandum in the presence of at least one
witness who must attest the signature. Each subscriber must take at |cast one share and
wrile opposite his name in the memorandum the number of shares he is subscribing for,

5.5 DOCTRINE OF ULTRA VIRES

The term ‘Ulrra’ means “heyond” and the term 'vires” means the ‘powers’. Thus, ultra vires
acompany means ‘beyond the powers af a company'. You have iearnt that the objects clause
of the Memorandum states the objects of the company, therefore, any act which is beyond
the stated pusposes is ultra vires the company and, therefore, null and veid. Thz sompany
shall not be bound by such acts which are uftra vires the company. The purpose of the

Memerandum of Association
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doctrine of ultra vires is 10 prolecl the interests of members, outsiders and creditors. They
are: : .

i} The members of the company know the purposes for which iheir money can be used by
the company. :

ii) The third parties dealing with the company know the purpeses for which the company

has been brought into existence and, thercfore, restrict their transactions with the
compauy (¢ those purposes only. Similarly, the creditors are assured that ine assels of
the company shall nct be risked in unauthortsed business. ‘

Thus in erder o protect the inierests of the shareholders and the third pariies which enter
into contracts with (ke company, the company's aclivities are confined to the objects given
in the Memorandum of Association. It cannot do anything beyond the objects clause and il it
does, it wili Le considercd wltra vires {beyond capacity) and void ab-initio.

Utra viras 2cts can be divided inlo wie failowing lhree cate ories.
s

1) Uitra vires the Compianies Act, .
%) Ulrra vires the Memorandum of Association, and
3y Ulira vires the Aricles of Association.

1} Ultra vires the companies Act: ALy act done contrary to or in excess of the scope of
Companies Act will be ultra vires the Acl. Such an act shall be void and cannol be ratified
evern by 2 unanimozs resolution of all the shareholderss. A few examples of such acls arc as
follows- ’ -
follows:

@) Payment of giviend out of capital

b) Free distritution of bonus shaes

£) Purchasing ils own shares '
.d) Reducing the share capilal without complying with legal formalilies.

ry L'i:::a vires the Memorandun: The Memerandum defines and confines the powers of

- the company. The object of the company is determined by the Memorandum. A
company canncl do anything which is bayond tiwe purview of the objects clause. Any
act done in contravention of the object clause shall be ultra vires the Memorandum and
shali be void and it cahnot be ralificd even by an-unanimous resolution of all the
shareholders. The dectrine of ultra vires was first applied in the famous case of Ashbiry
Raifway carriage and fron Co. v. Riche. Tn this case the company was incorporated 1o
make, and sell, or iend on hire, r‘:lil\‘xray carriages and wagons and to carry on the
business of machanicai engineers and general contractors. Tiae directors of the company
ensered nto & coniract with Riche, a firm of railway contractors to finance the
construction of a railway line in Belgium. The contract was catifizd by the company by
‘pussing a special resotution at a general meeting, Later, the contract was repudiated by
¢ compaay on geounds of its being ultra vires and it was sued for breach of contracl.
The House of Lords held thas the coatracl was ultra vires the Memorandum md
therelore void. !: zould not be ratified by the sharcholders, as the contract was ulira
mires the ohive: Cavse. :

-

e doclrine of ulira vires has been recognised in India as welk. The doclring has been
alfimed by the Supreme Court in A. L. Mudaliar v. LIC of India.

3} Ulira vires the Articles: Acts which are ultra vires the articles of assgciations but are
within the pawers of the company arc leimnnd as ultrg vircs the anicles. For example,
payment of inicrest on "advance calls” at a rute higher than allowed by the articles. Such
act sual! also be void, but the contpany in General Mecting ruay alter the anticles by a
special resalution and radly unauthorised acts. '

" Effecls of Ultra vires transacticns:

"1y Anactwhich it rdrrarvires the company shall be aull and veid and it cannot be eniorced
against e corpany. .
2)  An tlira vires the company transaction cannot be ratified even by Ihe whole body of
shareholders, '
3) Notonly ihe owsiders cannot enforce ulira ¥ires transactions against the company, tne
company ¢an also not enforce such \ransactions apainsi third parties.
4) Whenever an ultra vires act has been or is about to be done, any member of the
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company can approach the Courl and get an injunction restraining the company from Memerandum of Association
proceeding with thie ultra vires acts.

5) The directors of the cempany can be held pc_rmnnlly liable for any loss caused by an
ultra vires transaction.

From the above it should be clear to you that if an act is uftra vires the company, thea such
act shall be null and void. Thus, if a company borrows money beyond its limi, it is ulira
vires and the lender has no right in respect of the loan against the company.

You should note that if an uct'is ultra vires the directiors, but it is with in the powers of the
company then such an act is not altogether veid. It can be ratificd by ihe shareholders in
their general mecting and when it is so ratilied, the company becomes liable for such acts.
Now, if the company has power 10 brorrow, but it restricts the authority of the directors to
borrow upto a certain-sum. If the directors exceed their authority 2nd borrow more than what
they are authorised o borrow, then the company may, if it wishes, ratify the directors’ aci, in
which case the loan binds both the lender and the company as if it had been made with the
company's aulhorily in the first place.

5.6 ALTERATION OF DIFFERENT CLAUSES IN THE -
MEMORANDUM

You have Ieamnt that the Memorandum of Associztion i3 & decument of prime lmpomncc
and therefore, it cannot be altered by the sweet will of the ma.v.5ers of the company. The
Companies Act, 1956 has laid down the procedure for altering 1.2 various clauses of the
memorandum ard the same has to be followed sirictly. Let us no discuss the proce?ure for
making alterations in the different clauses of the memorandum.

5.6.1 Change of Name

The name of a company may be changed at any time by (i) passing a special resolution at a
general meeting of the company and with (i) the written approval of the Central -
Government. However, no approval of the Central Govern.ment is necessary if the change of

~ the name involves only Lhe addition or deletion of the word “Privaie” (i.c. when public

company is converted into a privale company and vice versa).

If a company is registered with a name which is considered by the Central Govemment as
undesirable, it may change its name by passing an ordinary resolution and oblmnmg the
approval of the Central Gaverminent,

" The change of name.must be communicated to the Registrar of compacics within 30 days of

passing of the said resolution. The Registrar shall enter the new name in the Register of

companics and shall issue a fresh cerificate of incorporation with neeessary aileralions. You

should nore that the clunge of name shall not affect any rights or ebligalions of the

company, ’ . .

5.6.2 Change of Registered Office

The r::gislcrcd office of the company may at any time be shifted from one pldce to another
but within the same city the company is only required to inform the Registrar the new
address within 30 days of the change. But if the Registcred Office is to be shifted from orie
city to another, but within the same state, a spcc:al resalution shouid be passed by the
company. :

The Registered Office of a company may be shified from onestate 1o arother by passing &
special resolution at i1s General Mecting. Further this special resolution is required to be
confirmed by the Company Law Board. The Company Law Beard, before conlirming the
special reselution, will satis(y itself that sufficicnt notice hzs been given to every creditor
and all other persons whose intercsts are likely 1o be affecied by the alteration. This notice is
also required to be given 1o the Registrar of Companics and ihe Governmcul of the State in
which the Registered Office of the company is situated. ’

) Thc Comp.ry Law Board will give an opportunity, to inembers and creditors of the

company, the Registrar of comparies and otizer persons interested in the company, 1o be 11
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“The company is also under an abligation (o file a certificd copy of the order of the Company

heard. The Company Law Board has authority 1o confirm the special resolution of the
company stbjcct to such terms and conditions as it thinks fit.

The company is under an obligation to send a printed or a typewriiten copy of the special
resolution 1o the Registrar of Companics within 30 days of passing thereof.

Law Board, within three months of the passing of the order, wi- . the Regisirar of companics
of each state—the old from which the Registered office is being shifted and the new to
which it is to be shified.

YT T T

If the Company fails to file a certified copy of the order within the prescribed time, as

mentioned above, then the alternation shall at the expiry of such period, become void and
inoperative. Cnce the Company has shified its Registered Office to Lhe new stale, then 13

musst send 1o the Registrar of that state, the address of the Rcblslucd Office, wilhin 30 days
of shifling thercol. i

Tt is to be noted that a company can shilt its Registered office from one state to another state
for certain purpeses only. These are mentioned below under the heading “change of abjects
clause.”

5.6.3 Change in Objects Clause

You know that the ebjects clause is the most important clause and 2ny alteration in this
clause has wide implications. Thereflore, some restriclions have been placed on the right of a
company ta alter this clause. A company may, by passing a special resolution and gelling: it
confirmed by the Company Law Board, alter its objects clause if the zlteration is required to
enable the company:

i) locarry on its business more economically and more efficiently,

ii} to auain its main purposc by new or improved means,

iii} to enltarge or change the'local arca of its operation,

iv) to carry on some business which under the ¢xisting circumstance me;? he convenienily
or advantageously combined with the business of the company,

v)  to sell or dispose of the whale, or any part of the underaking of the company,

=T

"vi) to restrict or abandon any of the objects specified in the memorandum or

vii) 1o amalgamale with any otHer company or body of persons.

The company is under an abligation to file a printed or a type written copy of the special
resolution with the Registrar of Companies within 30 days of the passing thercof. Further,
the company has to file a petition with the Company Law Board for confirmation of the
special resolution passed at the general meeting. The Company Law Board has (o sarisfy
itself that the notice of the special resolution as given to all persons, whose inlerests are
likely to be affected by the alleration. Also te notice must have been served on the
Registrar of companies and the Stawe Government, The Company Law Beard will give an
opportunity, to all those to whom nolice has been given, to be heard, There upon, on being
satisfied the Company Law Board may confirm (he alteration either wholly or in part or
subject to such conditions as if thinks {it. .

The company is under an obligation 10 send a cenified copy of the order of the Company
Law Board together with a printed copy of the altered Memorandum to the Registrar of-
companies, within three months of the passing of the order. The Registrar n” Companies, as
soon as he receives the above-mentioned documents, will register them and “ssue, within
one month, a certificate which will be conclusive ¢vidence that everything required to be
done under (he law has been done. The alteration is effective frorr‘ e die of registration ¢©
the alieration.

If the required documents as mentioned above are not filed with the Registrar of Compani-=s
- g p

within the prescribed time, the alteration and the or¢-: >f the Company Law Bcasc
confirming the alleration shall, al the expiry of such pesiod, Liceme void anu inoperative.

5.6.4 Change in Liability Clause

- You know that one of the main features of a company is the limited liability of members.

-




Ordinarily, ihe liability clause cannort be altered so as to make the liability of the members
unlimited. : o

A member of a company {s bound to pay the neminal value of shares which he has
purchased. The company may ask for some payment at the time of application, and some at
the time of allotment. The Balance may be payable as and when called for. But the company
cannot demand, anything more than the nominal value of the shares held by a member. A
member may, however, agree in wriling, Lo any alteration made in the memorandum, which
‘has the effect of increasing his liability to contribute to the share capilal of, or otherwise to
pay money to the company (Section 38). ’

5.6.5 Change in Capital Clause

The nominal or registered or authorised capital of a company may be increased as provided
in section 94 of the Companies Act, 1956. A company limited by shares, if so authorised by
its'anlicles, may alter that condition of its Memorandum so as to increase its share capital by
such amount as it thinks expediént by issuing new shares. This power to increasc the
authorised capital can be exercised by a company from time to time. Generally, this power is
exercised when the company has issued all its authorised capital and-requires more funds.
Thus, the share capitat mz; be increased from Rs. 20,000 in 2000 cquity shares of Rs. 10
cach, by the addition of Rs. 50,00 in 10 percent 300 preference shares of Rs. 100 cach. The
additional share capital may, consist of equity anufor i’refarence Shares.

This alteration in the share capital must be made by the company in General Meeling. An
ordinary resolution is sufficient to make the alteration. The notice convening the meeting
should specifly the proposed increase or different type of capital.

Where the capital has been increased, notice thereof must be filed with the Registrar of
Companies. Also a copy of the resolution authorising the increase must be submitted to the
Registrar of Companies within 30 days of the passing thercof. Thereupon the Registrar of
Companies shall record the increase and also make any alterations which may be necessary .
in the company's Memoranudm of Association.

If default is made in filling the notice as aforesaid, the company and cvery officer of the
company, who is in default shall be punishable with fine upto Rs. 50 per day during which
the default continues.

Check Your Progress B
1) Why is it necessary for a company 1o have a Registered Office?

2) What is the purpose of Memerandum of Associxtion?

P YA e radd i

3)  Name the two parts into which Objects Clause of a company is required (o be divided:
L S ’ :

4} What do you understind by the doctrine of wltra vires?

5) Staie whether the following statements are True o Falsc. .
) A company cunnot choose a name which in the opinion of the Central Government
is an undesirable one.
if) The exact address of the company at which its Registered Office is situated in a

-Memerandum of Assoclation
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particular state must be given in the Memorandum of Associalion.

iii)  Any act done by a-company beyond its objects clause is uitra vires,

iv) Inthe case of a company lirhiled by shares, a member is liable to pay only the
unpaid amount on his shares.

v) Inthe casc of a company limited by guaranice, a memmber can be called upon 1o pay
at any time during the life time of the company :

vi), The altered Memorandum must be filed with the Registrar within thre¢ months of
the Company Law Board order.

6) Fill in the blanks.

iy A public company limited by shares can issue two types of sharcs i.c., Preference

1} veeesseessecenness IS The authority thal can confimm change in objects clause of a
Memorandum of a company.

iii) A company can shift its Regislered Office to another stale by passing a special

_ resolution and with the permission of the ......cviieereans
~iv) A company cannot pursue ‘other objects’ listed in its Memorandum of Association

except with the consent of woueiceeiienins .

v) The capital clause of Memorandum points out TRE vuemursrensensensne- CAPILAl Of 2
company. .

I T T
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57 LET USSUM UP o

A Memorandum of Association of a company 5 the foundation of a company-as without i1,
it cannot be cstablished. It defines the okjoz": “eyond which the activities of a company -
cannot go. Further it defines its telationship with third parties which enter into contracts

" with.it. Also it tells the prospective sharcholders of the company as to the purposes on which

money subscribed by them would be spent.

" A Memorandum of a company limited by share must contain the following clauses:

* (i) Name Clause (ii) Registered Office Clause {iii) Objects Clause (iv) Liability Clause |
- ) Capital Clause and (vi) Association clause } . |

A company’s activities are (o b¢ confined to ils objects clause. If a company does something
which iz beyond its objects clause, then that act is ulira vires and is null and void ab initio. I

Though Memorandum of Association is a fundamental charter of the gomp;lny. itcan be
altered tg some extent, for certain purposes and by following the procedure laid down in the
Companies Act, 1956, ‘ - ' ’

58 KEY WORDS

Limited Liability: It denotes that the liability of the menbers is Himited by the amount
remaining unpaid on their shares. In the case of a guarantec company, this phrase denotes
the maxinium amount upto which a member of 2 company can be called upon to pay at the
time of winding up. ’

Memorandum of Association: It is a fundamental document containing conditions on the
basis of which a company is incorporated.

Par Value: A company limited by shares has a share capital which is dividad into shares of
2 certain fixed values or amount. This fixed value amount is known as “Par value”,

Registered Of¥ice: The Registered Olfice of a company deter,.u es its:domicile. Also this is
the office *o which notices a*: served and communications are sent 1¢ ihc company..

~ Ultra vires: Something which is beyond the powers of‘a rompany 1o do,

Unlimited Liability: The Liability of thé members of a company is termed as unlimited
when their personal assets can be calied vp to pay the liabilities of the company.
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59 SOME USEFUL BOOKS

-Chawla R.C. and K. C. Garg 1990. Mercantife Law, Kalyani Publishers: New Delhi,
" (Chapter 4, Section on Company Law)

Kapoor N.D. 1990. Elements of Company Law. Sultan Chand and Sons: New Delkhi.
(Chapter 5)

Kuchhal. M.C. 1989-90. Modern India;i Company Law. Shree Mahavir Book Depot ; .
Naisarak, Delhi. (Chapter 5) L ‘

5.10 ANSWERS TO CHECK YOUR PROGRESS

A 2 TableB A company limited by shares '
_ TableC A company limited by puarantec and not have a share capital
Table 2. A company limited by guarantee and having a share capital.
Table E A company having unlimited.liability, :
3 DTrwe i) Tree jii) False iv)False v)True wvi)True _
4 )72 ii)Other objects iii) one v} Memorandum  v) members
vi) Outsiders,
B 5 1i)Tiwe ii)False iii) True  iv) True v)False vi) True
6 i) Equity ii) Company Law Board, ili) Company Law Board iv) Company in
gencral meeting v) Authorised/Registered/Nominal,

5.11° TERMINAL QUESTIONS

1) What do you understand by Memorandum of Association?
*2) "What is the purpose of Mentorandum of Association?

3} Enumerate the different clauses which are included in the Memorandum of Associalion.
' 4) Ilustrate the Doctrine of ulfra vires with suitable examples.
5) Describe the procedure for alteration of the objects clause of a company.,

" Notc: These questions will hielp you to understarid the unit better. Try to write
answers for them. But do not submit your answers to the University. These
are for yoyr practice only. - -

Memorandumg of Association
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"UNIT 6 “ARTICLES OF ASSOCIATION

Structure .

6.0  Objectives

6.1 Introduction

6.2  Meaning and Purpose of Articles

63  Regismation of Articles

6.4  Contents of Articles

6.5 _ Alteration of Articles.

6.6 . Relationship between Memorandom and Arlicles.
6.7  Distinction between Memorandum and Articles
6.8  Effect of Memorandum and Arlicles

65  Constructive Notice of Memoranduni and Arlicles
6.10 Doctrine of Indoor Management

611 LetUsSumUp

6,12  Key Words

6.13 Some Uscful Books
6.14 Answers To Check Your Progress
6.15 Terminal Questions/Exercises

6.0 OBJECTIVES -

After studying this unit, you should be able to:

explain the meaning and the purpose of articles of association

e describe the contents of articles of association

e cxplain the relationship of and distinction between articles and memosandum
e cxplain the legal effects of the memorandum and articies

e explain the docrines of constructive notice and indoor managc;'ncnl

o ¢xplain the procedure for alteration of articles of association.

6.1 INTRODUCTION

You have leamt in carlier units that a company is an incorporated body. Therefore, rules are
1o be framed for (he management of its internal affaifs and the conduct of its business. The.
relationship between the company and the iembers conslitting it, is to be defined. The
rights and duties of members vis-g-vis the company arc (o be described. All such rules and
regulations ar€ given in the Articles of Association. The Articles is the second important
document which has to be filed with the Registrar of companies.

The Companies Act, 1956, in Table A of Schedule T has given mode] regulalions for the
management of a company firnited by shares. A company timited by shares may ‘adopt all cr
any of the regulati‘dns contained in Table A. Every company must have Articles of
AssOciation. In this unit you will learn about the significance of the Articles and its conlents.
You will also nate the distinction between the Memorandum and the Articles. The procedure
of aliering the Articles has also been explained briefly. You will also study the legal cffects.
of these documents. The doctrine of Indoor management has been explained in detail, which
will help you to appreciate the purpose of these decuments.

62 MEANING AND PURPOSE OF ARTICLES

Section 2(2) of the Compunies Act defines Articles as the Arsicles of Aszcciotion of a
company as originaily framed or as altered from time to time in purstance af any previous
companies law or of this Acis This definition is not sufficient lo explain its meaning.

The Articles of Association of a company ar¢ the rules and regulations relating 1o the
management of its internal affairs. They are similar to the ‘partnership deed” ina
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vartnership. The Memorandum defines the area beyond whiich the company cannot act.while Articles of Associatlon
the articles contain the,rules and regulations for carrying out the business of the company. :
Thus *Articles' is subordinate to, and contretled by the ‘Memerandum’.

The Articles embody the powers of directors, officers and of the shareholders as 1o voting
elc., the mode and the form in which 1he business of the company is to be carried out and the
mode and the formn in which the changes in the internal regulations can be made. The rights,
duties and powers of the company vis-a-vis the members are included in the Articles-of
Associations. The Articles bind not only the existing members, but the future members of the
company also. Even the SUCCESSOTS, legal representatives or heirs of members are bound by
whatever is contained in the Articles. In fact, the Articles bind the company and the
members as if they had been signed by each one of them.

Ariicles of Associalion is the basis of contract between the company and the members.

Members have certain rights against the company. Also members have certain duties

towards the company. These rights and duties of members are given in the Articles. For \]
cxample, a member is under an obligation to pay call meney on his shares as’ and 'when the

direclors of the company dzcide 1o make the ca.s in accordance with the procadure laid

down in the Articles of Association. If the memter fails to make the payment, his shares may

be forfeited by the compeny in acenrdance with the procedure preseribed. On the other hand,

a member has a number of rights. For 2.i0..:72, b2 hoe’ right to attend the meeting of the

Company and vole. -

Further, Aniicles of Association of a company constitute a cont: *ct not only belween
members and the company; but members infer se also. This is e.plained in detail under 6.8
(Effcct of Memorandum and Articles),

6.3 REGISTRATION OF ARTICLES

Section 26 of the Act requires that every privale company, an unlimited company and a
company limiled by guarantee must have their own articles and it sheuld be registered along._
with the memorandum. But a public company limited by shares need not necessarily have its
own articles. A public company limited by shares.may either have its own articles or it may
adopt either wholly or partly Table A of Schedule I of the Companies Act. Even if it does
register Articles of its own, Table A will still apply automatically unless it has been excluded
or modified. In other words, there are three possible aliernatives in which a public company
limited by shares may adopt Articles of Association. These are:

i) It may adopt Table A in full; or
ii} It may wholly exclude Table A and set out its own Articles in full; or
iii) It may set out its own Articles and adopt part of Table A.

If such a company goes in for the first alternative, then it is not necessary to get any Articles
of Association registered. It has only 1o endorse on the face of the Memorandum of
Association, that it has adopted Table A as its Articles of Association.

You should note that the Articles of a private limited company must contain the three
resirictions as given in Section 3(1) (iii). The Articles of Associalion of an unlimited -
company should state the number of members with which the company is to be registered.
and, if the company has a share capital, the amount of share capital with which the company
is o be registered [Seclion 27 (13]. '

In the case of a company limited by puarantee, the-articles should state the number of
members with which the company is to be registered [Section 27 {2)]. The Articles of
Assoctation must be printed, divided into paragraphs, numbered consecutively and signed by
cach subscriber of the Memorandum of Association in the presence of at |€ast one wilness
who shall attest 1thé signature and shall likewise add his address, description and occupalion,
if any [Section 30].

6.4 CONTENTS OF ARTICLES

You have leamt that the Articles of Association of a company contains the rules and
regulations for the internal managemeni of the company. 17
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The Articles of Association of a company should usuhlly contain rules and regulations
relating to the fallowing matters:

i) The exclusion, wholly or in part, of Table A, in the case of z public company limited
. by shares. But other companies may, if they so desire, include the relevant provisions
from Table A in their Anticles of Association.

i) Share capital—shares and their value and its division into equity and preference

shares, if any.
iiiy  Rights el each class af shareholders and the procedure for variation of 1heir rights,
iv})  Procedure relating 1o the allotment of.shares, making of calls and forfeiture of shares.
v}  Increase, alteration and reduction of share capital.
vi)  Transfer and transmission of shares.
vii) Lien of the company on shares allotied to the members for the amount unpaid in

respect of such shares.

_ viii) Appointment, remuneration, power, duties etc. of the directors and officers of the

company.

ix)' Conversion ¢f shares into stock.

x}  Notice of the meetings, voling rights of members, quorum, poll, proxy, etc.

xi)  Audit of Accounts, transfer of amount to the Reserves, declaratior: of dividend, etc.
xii) Bomowing Powers of the company and the mode of borrowing.

xili) Adapticr: of preliminary contracts, if any.

xitv) Issue of share certificates. '

xv) Issue of sharc warrants.

xvi) Keeping of different Repisters.

xvii) Regarding WI"IdII'v" up of the commpany.

The Anlicles of Ass:‘.cialion must be prepared carefully and it must contain rules in regard to
all such matters --iich are requircd to be contained therein and which are necessary for the
smooth functioning of the company.

But you must remember that the articles must not contair anything which is against the

. provisions of the Companies Act or the Memomandum of Association, For example, the

Articles must not contain a rule permitting the payment of dividend out of capital, because
according to Section 205 dividend can be paid only out of profits.

6.5 ALTERATION OF ARTICLES

A

You know that the ‘Articles contain the rules and regulations for the intermal management of
the company. A company has a stalutory right 10 alter its Articles of Association. Section 31
of the Companies Act, 1956 empowers a company to alter or add o its Articles of
association. The articles can be aliered by lollowing the procedure laid dewn imrthe Act.

Section 31 of the Companies Act, provides that subject {0 the provisions of this Act and
the conditions contained.n its Memorandum, a company may, by special resolution alter its
Articles. It mar be noved that a campany cannot deprive iiself of its power to alter Asticles
either ty an agrecmenl or by a provision to (hat effect in the Atiicles themseives.

However, no alteration made in the Articles which has the effect f converting a public
company into a private company shall have effect unless such altersiion has been approved
by the Central Government [Provisos to Section 31 {1)]. Any alteratich made in the Articles
of Asscciation shall be as valid as if originally contained in the Article: {Section 31(2)}.

The Companics Act gives wide powers to the members of the company (¢ : Merils Aglicles.
However, the alteration should be made bona fide for the benefit of the comr 21ny asT whole
and nol {or the benefit of majority 6f the sharcholders.

This powcr of alteration of Artictes is subject to whatever is contained in the Companics
Act, 1956 or the company’s Memorandum of Association. In clher words, (he Articles of
Association cannot be aitered in such a way as to be contrary 10 whatever is given in the
Company's Act, or the company’s Memorandum of Association. For cxample, the
Companies Act, 1956 prohibits a company from purciasing its own shares. Now, the
company cannot alter its Articles in such a way as [0 empower itséif 1o purchase its own
shares. Thus, there are certain limits within which the alteration of Articles can bz carrind
out,
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Limilations on Power fo Alter Articles .
Though a company can alter its ARicles at any time just by passing a special resolution, but
a few resirictions are placed on such a power. These are:

i)
ii)

iii)

iv)

The alieration in the Articles proposad to be made must not be in conflict with wh.lle\cr
is contained in Memorandum of Association.

The alteration in the Articles must not be inconsistent with any provisions of the
Companies Act, 19536. For example, Sections 106-107 deal with the procedure for
variatior: of sharcholder’s rights. The Articles cannot be altered so as to inciude rules
which are contrary 10 the provisions in Sections 106-107 of the Companies Act, 1956.
The alteration in the Articles cannoi be made in such a way as to include anything
which is iflegal either under the Companies Act, 1956 or.any other law.

The alteration must be bonafide being made for the benefit of the company as a whole.
The following casc of Allen v. Gold Reefs of West Africa illustrares this point. In this
case; the original Articles gave the company a lien on all shares “not fully paid-up” for
calls duc to the company. § was the only niember holding some fully paid-up shares,
but he also owned money to the company for calls due on other shares. S died and his
shares were inherited by his Jegal representatives. The company, thereafter, altered its
Articles errabling the company to exercise lién on all shares—whether fully paid or not.

_Now the question arose whether the company could exercise lien even on fully patd-up

shafcs

It was held that the company cou!.l.¢'s 53 as it w-: fone bona t'dc for the benefit oflhﬂ
company as a whole.

v)

vi)

An alteration which has the effect of compelling a member to take or subscribe for more
shares, or in any way increasing his liability to contribute to the share capital of the
company is not binding on the existing members, unless he has given h]S consent in
writing (Section 38). :
A company may pass a special resolution and convert the uncalled capital into a reserve
liability 1o be called up oniy at the time of winding up (Section 99). But a reserve
liability once creaied cannot be unreserved but may be cancelted on reduclion of capital.

vii) No alleration in the Articles can be made so as 1o convert a public company into 4

privaie company without the approval of the Central Government (Section 31).

viit) No alteration to the Articles can be made which would discriminaté berween the

fx)

X)

majorily shaveholders and the minority shareholders so as to give the former an
advantage of which the latter have been deprived.

No alteration can be made so as 10 enable the company to commit a breach of contract
with a third party. The company shall remain liable for damages for its breach.

The alteration musi not be inconsistent with an arder of the court. Such alterations can
be made by the company only widh the ieave of the court.

A copy of the specinl resolution authorising the alteration must be filed with the Registerar
within 30 days of passing the said-resolution. According to Section 40 of the Act, alleration
sheuld be noted in every copy of the Articles of Association, 2nd the Asticles of association,
issued after the clate of alteration should be in accordance with the alteration.

Check Your Progress A

)

What is the purpose of Amcles'?

2} What is the meaning of Articles?

Articles of Association
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3) What is included in Table A of Schedule I? -

4) List any four items which are included in Articles?

H L

S) State whether the following statements are True or False
~ i}  Articles of Association regulate the relationship of the company with Members.
iiy A Private Company may adopt Table A.
iii} Articles is the Charter of a Company.
iv) Every company is required to frame its own Asticles of Association.
v) Ahticles of Association constilule a contract belween members infer se.
vi) Anicles of Association must be signed by subscribers Lo the Memorandum,
vii) Articles of 2 Company can contain maiters inconsistent with the provisions of the
Companices Act, 1936. .
viii) Articles 'of Association a7 ot required Lo be registered in case of a private
company limited by shares.
&) Fill in the Blanks. i

i) - Articles of Association are subsidiary to . veeerint A
i) Articles.of Association are the rules and rcgul.mons for lhc managcmcm of |

.. of the Company. ;
iip) A pubhc Company Irmucd by shares may ':dopl SRR - | | i S

Anrticles of Association. .
iv) Articles of Association can be altered by PasSing @ .o

6.6 RELATIONSHIP BETWEEN MEMORANDUM AND
- ARTICLES

The Memorandum of Association is a fundamental document of a company just like a

‘constitution of a country. Tt is the main document as placed alongwith Articles which is

subordinate to and is controiled by the Memorandum of Association.

The Articles cannot confer powers on the company other than those given in the Memorandum
of Association of the cempany. Therefore, at the time of framing the Articles or making
alteration in the Articles, it must be ensured that the original regulations or the altered ones
do not éxceed powers of the company given by, the Memorandum, nor give validity to any
provision which is contrary to the Companies Act, 1956. For example, the Company's
objects clause is divided into two parts and is given in the Memorandum of Association. The
objects given in the ‘Olher objects’ can be started only afier following the procedure given
in the Companies Act. In such a situation. the company cannot makce a provision in the
Articles empowering the company to start business in the other objects clause along with the
objects given in the ‘main objects clause’ af the time when the company is incorporaled.

The Memorandum is of interest to outsiders who wish to deal with the company, while the
articles are of interest mainly (o the shareholders and direciors.

6.7 DISTINCTION BETWEEN MEMORANDUM AND
ARTICLES

The following are the main points of distinction between the Memorandum and Articles:
1) Mcmerandum of Association is the charter of the company. It lays down the scope and

-




powers of the company. In fact, Memorandum defines the area beyond which the Articles of Association
actions of the company cannot go. Inside that area the shareholders may make such
regulations for the governance of the company as they thiak fit.

2} Memorandum of Association is a fundamental ducument. Articles of Assocmllonare
subordinate to and are controlled by the Mcmorandum of Association.

3) The purpose of Memorandum is two fold:

D to tell the intending purchaser of sharcs the scope of the activities of the company
and the objects on which his money will be invested, -

ii) to tell those who deal with the company as to what the objects of the company are
50 115 (o enable them to enter into only those contracts with the company which are
not wdtra vires. The purpose of the of the Articles of Association is to provide rules
und repulations for the internal management of the company. Thus, a company is
not bound to an outsider, but it is bound to a member by whatever is contained in
its Articles of Association.

4) Adgicles of Association is the basis of a contract between the compary and its members,
Memorandum of Associalion generally defines the relation belween the company and
ouisiders. ‘

5) A public company limited by shares need not frame its own Articles of Association. It
may adopt Table A as its Articles. But every company, without exception, must prepare
its own Memorandum of Association.

6) Tle clauses of the Memorandum cannot be easily altered. The company has to follow
the strict procedure for the alteration of its clauses. In some cases alteration requires the
approval of the Company Luw Board or ithe Court. Whereas, Anricles can be altered
easily by passing a special resolution.

7) Any act which is beyond the powers given in the Memorzndum is rirra vires and void
and it cannot be ratified even by the whole body of shareholders. But any act which is ’
ultra vires ithe Anicles may be ratifted by sharcholders Ly passing a special resolution.

6.8 EFFECT OF MEMORANDUM AND ARTICLES

Section 36 provides that the Memosandum and Arlicles shall, when registered, bind the
cempany and the members thereof to the sume extent as if they respectively had been signed
by 5.~ company and by each member, and contained covenants on its and his part 10 observe -
all.the provisions of the Memorandum and of the Artictes. Thus, the Memorandum and
Anicles constitute a binding contract between the company and each of iis member, The
lega! effects can be studied under the fellowing headings: ‘

iy Members bound to Compariy : The memorandum and Articles constitule a contract
binding the members to the company. Each mcmber is bound by whatever is contained
in them as if both these documents were signed by him.

in Roreland’s Trustee v. Steel Brothers and Co. Ltd.-case, the Articles of the
company provided that the shares of any member who became bankrupt would be sold
1o other persons ai a price {ixed by the directors. B, a sharcholder beeame bankrupt and
his truszec in bankrupte: claimed that he was not bound by the aricles and could
therefore, sell those shorces at their true value. But it was held, that the trustee in
bauKrupt-.y was bourd by the Articles as it constituted a-binding contract berween the
members and the company.

Similarly in Bradford Banling Company v. Brigs case where the Arlicles provided
that the company shall have a first charge on the shares for the debts due £ it by

+* members, One of the membeis owing money ¢ the company borrowed money from the
bank an the security of shares. The bank gave notice of deposit of shares to the
company. It was held that the company has priority over the shares, ™

From the above, it is clear that company can su¢ its members for the enforcement of the
Anrticles and can restrain ils members [hrough court from wolaunz any provisions
conrained therein,

i) Company bound to the Members : Since tlte Atticles and Memorandum constitute a
contract binding the company to its members, the company, in its tum, is also bound to
the members by whatever is contained in them. For exarnple, it must confine its
aclivities to the objects clause in the Memorandum. 1€ it proposes to erter inte any ultra 2]



Principal Cocumenis

vires contract, any member of the cémpany can go lo s Court and obtain an order of -
injunction restraining the company from doing so. Similarly. the company is bound 10
individusl members in respact of their ordinary rights as members. For exaniple. he can
exercise his right to reccive a share ceriificale, the dividend warrant, notice for the
meeling etc; ta vote at the meeling, to elect directors elc. according 1o the rules and
regulations given ia theArticles.

iii) Member bound to Member : The Memorandum and Arlicles do not constitute express
conlract beiween the members of the company. Yet each member is bound by these
documents on the basis of an implied contract to the other members. The Articles
regulate thicir rights inrer s2. As between members fnfer se, cach member is bound by
the Articles and Memorandum te Lthe other meinbers. However, this right can be
exercised through the company only except in some exceplional cases. For example, if a

ember has committed 2 breach of the Articles, say, he has not paid his calls on his
shares, anciher member has no right w sue him.

R R

It is orly the company which can sue a defaulting member. However, if a member holds
a majority of the sheres of the company and does not allow an action to be taken in the
name of the company, the complaining members are entitled to maintain a suit in their
own name against such a member provided the acts complained are a fraud on the
minosity or are wifra vires the company.

-

iv} The company is not bound to outsiders : The Arlicles of Association do not constitute
any contract between the company and the oulsiders therefore, outsider cannot sue the
company. An ouisider is not entitled to enforce the articles against the company for any .
breach of a right that is conferred on him by the articles. Even il the name of an outsider |
is mentioned in the Aricles for any proposed business, the company is nqt bound by it.
The following case of Eley . Positive Government Life Assurance Co. Ltd.
illustrates this point.

The Anictes ol the company contained a provision that Eley would be 1he solicitor of

the company for iife and would not be removed from office excepl for miscanduct. Eley

acted as solicotor to the company and also became a member of the company. The ':

company, however, lerminated his services. Thereupon, he sued the company for i
_ damages for breach of conlract. Held. the Articles cannot be (he basis of a contract [
- belween the company and an outsider. It would be noted here that he was trying to

exercise his right as an employee and not as a member. A person can be a member of i

the company and zt the seme time may be a creditor or emplovee of the campany. Inthe |

above case, he was trving to’‘exercise his right as an employee of the company, There

was no independent contract between the company and Eley apart from whatever was

contained in the Ariicles. Therefore, his suit was dismissed.

6.9 CONSTRUCTIVE NOTICE O MEMORANDUM
AMD ARTICLES

c

You have learnt that for incr-gorating a company, ke Memorandum and Articles of
Association are required 1o -2 registered with the Registrar of Companies. On regisication,
the Memorandum and Ailicles of Association becyme public documents. These documents
are available for public inspection zither in the Office of ihe company or in the office of the
Registrar on payiment of one rupee for cact: inspe lioi.

Every parson who deals with the company, whether shareholder or an outsider, 1s giesumed
1o have read these documaents and is deemed 1o know the conlents of these docurnents. This
type of presumed knowledge of these ducuments is termed the *Conslructive Notice' of
Memorandum and Articles ol Associaton.

rs
Therefore, any person dealing with 1he company cannot argue that he has not read the
documents, such as Memorandum, of lhe company. For cxample, if a4 person enlers into a
contract with a company and supplics some material (o the company, but the company
refuses to pay on the pround thal this contract is xlira vires the company, then the supplier
cannot, in his defence, take the plea (hal he did nol know the provisions of the Memorandum
of Association of the company.




Thus if'a person deals with @ company which is not covered by these documents, he cannot
lake the plea in a Court that he was unaware of the contents of the Memorandum and ]
Articles. He is presumed to have nol only notice of these documents, bur to have read them
and undersicod them accordung fo their proper meaning. It is 1mmalcna] if he has not even
seen them,

The above doctrine of Constructive Notice is, however, moditied by the doctrine of Indoor
Management.

6.16 DOCTRINE OF INDOOR MANAGEMENT

The docirine of indoor management js an exception to the rule of constructive notice. The
doctrinc of indoor management imposes an important limitation on the rule of constructive
notice. According to the rule of constructive n.lice, persons dealing with the company arc
presumed to have read and undersiood the contents of these two documents. Once they are
satisfied that the company has got the power o.cater into the proposed transaction, they are
rcqu:rf‘d to do no more. They are not bound 10 enquire into the regularity of any ire:nal
proceedings. They are entitled to assume that the provisions of the Articles of Association
have been complied with by the company. This doctrine seeks to protect the outstders
against the company.

Therefore, if a transaction appears te be within the powers ol the company, then the
cempaay cannol escape liability by showing that there was some irregularity in following
the procedure. A person can be presumed to know the constitution of the corpany, bu. not
what may or may not have taken place within the doors that are closed to him. This doctrine
is known as the *doctrine of indoor management’ or the rule in Royai British Bank v,
Turquand. The facts of this casc were as follows: The directors of a company were
authorised by the articles to berrow on bond such sums of money, as authorised from time 1o
time, by a resolution of the company, in General Mceting. The dicectors borrowed meney
from Turquand and issued a bond to him. No resolution of the compary, as was required to
be passed according o the Articles of Assccialion was passed. Held, Turquand could sue the
company on e bond, as he was catitied to assume that wlhatever was required to be done as

regeods the istemal management of the compary was donc, In other words, he was entitled
lo assums, .i;a: the resofution of the company in General Meeting authorising the directors to
borrow monzy <n the basis of bond had been passed. He was not duty-bound to inquiye
whehter the resolution had been ucivally passed or not. However, he rmust have found out
whziher the company had the power to bamow or not, as that weas the burden impesed upon
hin: by the dactrine of Constructive Natice,

Exceriions
The dectrine of indoor management is subject to the following limitations:

1} Knowledge of Irregularity : A person who has knowledge of an iregufarity reoarding
the inicmal management of the company cannot claim protection providued hy this
docirine. The knowledge of irregularity may be actual or conslructive, In this
connzziion the case of Howard v. Pokent Ivony Co. is relevant. The directors were
empowercd to borrow money upto £ 1,000 and sanction _of the sharcliolders was
required for.an amcant in excess of ihis, The direciors themselves leni to the company
an amount in excess of the borrowing powers wilhout the consent of (he shareholders. It
was lield that the direziors had the nutic:: of the interal irregularity and the:s%ra the
company was liable Lo them only for £ 1,000,

2)  Negligence : If a person who deals with the company, does not take the trouble of
reading these dociuments 1o find out whether the proposed transaction is within the
sconc of powers of the company or nol, he cannet claim any bencfit under the doclrine
of indoor manupenient,

3) Acts Beyond Apparent Authority & If an oflicer of ths company doss-sometiing,
which would not ordiriarily be wishin his powers, the peston dealing with him nwust
make proper inquiries and satisty limself 25 10 the office: s anthority. If he 4. % to
make proper inguicy in spite of suspicious circumslances, he caanol claim any
protection under the dectrine of indoor management.

Artleles of Associntion
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4)

Check Your Progress B

-

2)

3)

4)

_Officer.

In Anand Bihari Lal v, Dinshaw & Co.’s, case the accountant of the-company B
transferred some property of the company to the’ plaintiff. The transfer-was held by the

Court 1o be vsid, because the power to transfer propesty. could not be considered within

the apparent atthority of the accountant. The plainuiff were put o suspicion as they

should have enguired thoroughly before entering into the transaction.

Fofgery + The rule is not applicable when the document relied upon by the outsiders
{urns out to be a forged one. A company is not liable for forgerics commitied by its

In the case of Ruben v, Great Fingal Consolidated Company, a share certificate was L
issued by the Secretary of the company under the two forged signatures of the direclors &
as required by the articles. The holder of the share certificate wanted to be registered as
a member of the company, but the company refused 10 accept him as a member of the
company. The share cenificate holder’s plea was that he had no means to find out the -
genuiness of the signatures, thesefore, he should be protected. But it was held that the
doctrine of indoor management is not applicable to cases of forgeries.

r

What is meant by constructive notice? |

.
What do you mean by doctrine of indoor management?

|
List the exceptions to the doctrine of indeor management? [_
' i

State whether the following statements are True or False.

i)  Aricles may explain any ambiguity included in the Mernorandum.

i) Any one dealing with the company s presumed to have notice of the contenls of
the Memorandum and Articles. . :

ili) Any one dezling with the company is not entitled 10 assume-(hat whatever was
required ta be done as regards internal management of the company, has been done.

iv) Articles of Association regulates the relations of company with jts members.

v) A person who could discover irregularity while dealing with a company cannol :
claim Lenefit of the doctrine of indoor management. o

Fill in the blanks, ‘

i) Memorandum and Articles, when registered, bind a company and IS ..enrmieness

i) Every person dealing with a company 1s presumed to have notice of the contents of

iil) Any one dealing with (e COMPANY 1S weeemsrvmerssicrisesresssseense (0 assume thal
whatever was required 1o be done in the internal managemenl of the company has

been done.

6.

11 LETUSSUMUP

Articles of Association is an important document of a company. It contains rules and
regulations which govern the management of the internal affairs of the company. They

.
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deline the dutics and rights of the company, its incmbers and direclors in their respective Arlicles of Association
capacities.

Articles are subordinate to Memorandum of Association, which is considered (o be the
prime decument of a company. However Articles can be made use of for explaining any
ambiguily in the Memorandum.

A company has the statutory right to alter iss articles by passing a specinl resolution. This
right cannot be curtailed either by an agreement or a clausc in the articles. However,
alterations in the articles can be made subject to certain Jimitations. Alieration must not be
inconsistent with the Memorandum of Associalion or the provisions of the Act. Both the
documents—the Memorandum :md-Anic]es\-u‘rc considered 1o be public documents,
Therelore znyonc deating with the company is presumced to have the knowledge of their
contents, However, lie is entitled to assume thal whalever, was required to be done ns regards
the internal nmmnagement of the compuny, has been done. However, there are sonie
exceptions o this rule. '

6.12 KEY WORDS .

Constructive Notice : A knowledge of the contents of documents on the part of those who
are dealing with Ihe company is uresuned by law,

Inter se: Amongst themselves,

Public Document : Any document which is in the possession of an officer of the
gaovernment, and is open (o inspection is known as a public ducument.

Table A : Schedule I to the Companies Act includes Table A This Table comains model
rules and regulations for a company having a share capital.

6.13 SOME USEFUL BOOKS

Chawla R.C. and X.C. Gurg, 1990. Mercanriie Law, Kalyani Publishers: New Delhi
{Chapter 5, Section on Company Law)

Kupoor N.DV., 199b. Elements of Company Law, Sullan Chand and Sons: New Delly
(Chapter 6)

Kuchhal M.C., 1989-90. Modern Indian Company Law, Shree Mabhavir Book Degot: Nai
Sarak, Delhi (Chapter 6)

6.14 ANSWERS TO CHECK YOUR PROGRESS

A 53 1)Tre ii)False. ii)Fulse iv)False v)True vi)Tree vid)False viit) False
6) i) Memoranduby of Association  it) Internal Alfairs  iii) Table A
iv) Special resotulion.
B 4) i}7rue i) True iif) False iv) Tree v) True .
5) 1) Mzmbers iiy Memorandum and Articles of Association  iti) entitled

-

615 TERMINAL QUESTIONS EXERCISES

1) Wharare Anticles of Assacimions? How can they be alicred?

2) “The power of altering Anicics of Association is wide, yel it is subject 1o a large
number of limitations.” Explain.

3) What ure the.usual contents of (he Aricles? -

4) Expiain the legal eflect of the Arlicies of Association, How Jar they are binding on
outsiders?

5)  Esplain briefly the refation between Memorandum and Articles of Assoctation.

) Whatis the distinction between a Memorandum and Articles of Association.

7} Explain the *doctrine of indoor management’. Are there any exceptions to this doctrine?

25
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8) Ansvier the following broblems giving reasons:

1)

i)

iii)

iv)

The sccretary of a company issucd a share centificale in faveur of 'A’, which
apparently complied wilh the company’s articles, is purported to be signed by two
directors and the secretary and it had the company’s seal atfixed to it. In fact, the
secretary had forged the signature of the directors and affixed the seat without
authority. Is the certificate binding on the company?

The Aticles of a company contained a clause that prohibits any alteration. s the
clause valid? - ‘ )

The majority of sharcholders of » company passed a special resulution to alter its
Aricles of Association so as-to give powers to the directors o require any
shareholder who competed with company's business 1o transfer his share to any

“nomince of the direclors, The plaintiff who carricd on compeling business

challenged the validity of the alleration. Give your decision,
The Artictes of Association of 2 company contained a clause in which it was stated

. that ‘A shall be the solicilor for the company and that he shall not be removed

v)

HINTS
i)
iii)

iv)

¥)

excent on the ground of misconduct. Can the company remove A even though he is
not guilty of misconduct?

Company "A' lends money 1o Company ‘B’ on a montgage of its assets and the
precedurs Jaig down in the articles was not complied with and he directors of the
two companies were the same. Is the mongage binding upon Company B?

Mo. A forgery is a nublity. Therefore, certificate is not binding on the company
{(Refer to Ruben v, Greal Fingal Consolidaied Co.)

No. The power 1o alter afticles is a statutory power and therefore, it cannoet be taken
away, ' -

he alteration is perfecily valid as itis in the overall interest of the company.

Yes, the company can remove A because the Articles of Association constitute no
contract between the company and ke outsider (Refer to Eley v. Positive Govt.
Lile Assurance Co. Lid.). '

No. The mortgage is not binding on Company B. The directors had knowledge of
iliz irregulariiy.

Nole : These questions will help you to understand the unit betler. Try to write

answers for-them. But do not submit your answers to the University. These
are for vour practice only.
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7.3 Contents of Prospectus
1.3.1  Matlers to be specified in the Prospecius
7.3.2  Reponts 1o be se1 oul in the Prospecius
733 Registration of Prospecius with Registrar of Cornp'mu:'
7.4 Statement in lieu of Prospectus
1.5 Minimum Subscription
7.6 Misrepresentation in the Prospectus and its Consequences
76.0  Remedies against the Company
7.6.2 Remedies against Promoters and Directors of the Company

7.63 Renedies against Expents
764 Criminal liability for Misstatements. in the Prospecios ~

7.7  LetUs Sum Up L
7.8 Key Words ' '
7.9  Some Useful Books

7.10  Answers To Check Your Progress
7.11  Temminal Questions/Exercises

7.0 OBJECTIVES

After studying this unit, you should be able to:

- cxplniﬁ the meaning and importance of prospectus

. describe the contents of prospectus ‘

¥ expleir. the meaning of the staterment in lieu of prospectus

o distinguish pn;s: ectus from a statement in licu of prospectus
¢, _describe the concept of minimum subscription

e cxplaii. the effects of misstatements in the prospecius and the remedies available,

7.1 IN RODUCTION

When a compan is incorporated, the next step is Lo raise the necessary resources for

camrying out the cusiness of the compzny. It becomes an important duty of the first directors
to raise the necess:y capital. As you haveleamt, a private company is prchibited from
inviting public to a_l.;S':.'lbe 1o its stare capital, the need ol' inviting public to subscribe to the
share capital arises < :!;-.in the cas2 of a public company. Even in case of a public company
if the direciors are [ -.dcnt of = a.ngmg the required capital pnvalc:y, they need not issee a

prospectus, but the cc.: “aany has 12 file a statement in licu of prospectus with the Registrar

of companies. Generay . a public company raises its capital by i issuing a prospectus. The
main objeciive OflSSl.l'lg a prospectus is >0 inform the investors about the company's
business, financial position, capital structure, future prospects, management etc. in t-is-unit,
you will learn the meaning, need and importance of issuing a prospectus. You will also note
the contents of a prospectus and how it is different from a statement in Jieu of prospecius, At
ihe ead, the various remedics available for making misstatements in thc prospectus are
explained.

7.2 MEANING AND IMPORTANCE

Section 2(36) of the Companies Act, 1956 defines a prospectus as any document described

or issieed as a prospecius and includes any notice, circular, advertisement or other

Tocument inviting deposits front the public or inviting offers from the public Jor the .
iubscription or purchase of any shares in, or debentures of a body corporare. T2
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" 1o acceptance of the offer of the applicant to purchase shares. Thus, a‘contract between the &

* Schedule I and set out the reporis specified in Part I of Schedule I of the Companies Act,

L

In simple words, a prospeclus may be defined as an invitation to the public Lo subscribe to
the shares or debentures of a company. You should note that any document inviting deposm
from the public shall now be trealed as o prospectus.

T

You must remember that a prospectus is not an offer by the company bat it is only an

" invitation to offer. A company, by issuing a prospectus to the public at large, is inviting

applications for the purchase of its shares or debentures. The persons who want to purchase
shares in the company would fill up the share application forms and submit the same
alongwith the share application money. This act of applicants amounts to making offers to
the company to buy as many shares in the company as are mentioned in the share
application form. The Board of dircctors of the company will then make the allotment of
shares in respense to the share application form. This act of the Board of directors amounts :

applicant and the company is made with al! the contractual rights and obligations. i

The definition of prospectus includes any notice, circular, advertisement or other document
inviting deposits from the public. Thus, the invitation of public deposits by the companics is :
also regulated by the prospecius. ¥

Meaning of Prospectus Issued to the Public
From the definition of prospectus, it must be clear to you that the invilation must be made 10
the public. In Section 67 of the Act the term *public’ has been explained as follows : {1
incindes any section of the public, whether selected as members or debenture holders of fhe
company concerned or as-clients of the person issuing the prospectus or in any other
manner. Thus, if a document inviting persons 1o buy shares or debentures is issued 10 any
section of the public, say 10 all the doctors or engineers or to all the clients of a particular
share broker, it wili amount to a prospectus. For deciding whether the invitation is made to
the public or not, the language of the notice and the facts of the particular case has to be
considered. It is not the number of copies of the prospectus or the persons to whom it is .
issued, is the deciding factor but the real test is as to who can apply for shares in response to '
the invitation. A single private communication does not amount (o an invitation to the I
public. This is illustrated by the case of Nash v. Lynde. ‘ i
i
A managing director of 2 company sent to his co-director several copies of a document
marked."strictly private and confidential” and containing particulars of a proposed issue of
shares, accompanied by share application forms. One of the copies was sent by the co- I
direclor to a solicitor, who in tum, gave it 10 a client who passed it on to a relation. The
alloliee (relative of the client of the solicitor) filed a suit for compensation for the loss
sustained by him by reason of an omission in the decument. It was held that the document
did not amount to “prospeclus issued to the public”, as it was marked “strictly private and
confidential”,

A document is deemed to be issued to the public, if the invitation is such as 1o be open to
any one who brings his moncy and applies for sbares in the cempany, whcther the

" prospectus was addressed 1o him or not. But if the invitation is capable of being accepted

only by those ta whom it has been made, then it should not be regarded as to have been
made to the public. In Sherwelt v. Combined Incandescent Mantles Syndicate, the
invitation 10 subscribe to the shares of the company was issued to a few friends of the
directors, it was held not amounting to an offer to the public.

73 CONTENTS OF PROSPECTUS

Scction 55 provides that @ praspectus isswed by or on behalf of a company, or in relation 1o
an intended company shail be dated, and thai date must, unless contrary is proved, be taken
as the dute of the publication of the prospecius.

Section 56 provides that a prospectus must (i) contain the matters specified in Partiof
1956. The Third Part of the schedule is explanatory of Part [ and 11

7.3.1 Matters to be Specified in the Prospectus

Pan [ of Schedule 1I enumerates thesfollowing matters to be specified in the P}ospeclus: !




1) The main objecis of the company,

2) ‘The names, occupations and addresses of the signatories to the Memorandum of
Association and the number of shares subscribed for by them.

3} The number and classes of shares, if any. - B

4) The number of redeemable preference shares intended to be issved, with the date of
redemption or, where no date is fixed, the period of notice required for redeeming the _
shares; and the proposed method of redemption.

5} The number of shares, if any, fixed by the articles, as the qualification shares of a .
director. ’ : .

6) The names, addresses and occupations of the directors, the managing director, or

- manager together with any provision in the articles or a contract regarding their
appoiniment, remuneration, or compensation for loss of office,

7} i) The amount of minimum subscription on the receipt of which the directors may
prdceed to allot shares; i) the time of the opening and closing of the subscriplion list:
iii} the dmount payable on application and allotment on each shares; iv)'If any allotment
was previously made within the two preceding years, the details of the shares allotted
and the amount, if any paid thereon.

8) The substance of any contract or arrangement giving to any person (such as a promoter)
any option or preferential right to subscribe for any share in, or.debentures of a
company; together witr, - aimounts payable and the period during which aption is to
be exercised by such persons, whos. ..auies, v~cupations and addresses must also be
given, ' .

9} Pariculars of shares or debentures which, within the fwo preceding years, had been
issued for consideration other than cash, and the amourn of consideratior for which they
were issued. ) ‘

10) The amount payable as premiuri on each share to bé issed, stating the proposed date of
issue; and where some shares of the same class are to be issued at diffcrent premiums or
at par, or at a discount, and others at a premium, the reasors for the differentiation.

11} Where the issuc of shares or debentures is underwritten, the names of the underwriters,
if any, and the opinion of the directors that resources of underwriters are sufficient lo
discharge their underwriting obligations. .

12) The names, occupations and addresses of vendors from whom the company has
acquired any property, and the amount paid or payable in cash, shares or debentures to
the vendors. .

i3}.The names, descriptions, addresses and occupations of each person (including promoter .
or ofiicer of the company) to whom any amount as commission for (i) subscribing or
agreeing to subscribe for any shares er debentures or (ii) underwriting them is paid within

" . ,tae preceding iwe years together with the amount paid and the rate of underwriting
¢.mmission as well as any benefit pai or payable to the promoter or officer.

14)- Tt 2 amount or estimated amount of preliminary expenses and, the names of persons by
whem any of those cxpenses have been paid or are payable, '

15) Any amount or benefit paid or given within the two preceding years or intended to be
paid _r given to any promoter Jr Miicer and the consideration for the payment of the
given venefit.

16) The daies of, partics to, and garicral natuse of every contract appointing or fixing the
remuneration of a managing director, or manager whenever entered into.

}7) The narics and addresses of the auditors, if any, of the company.

18) Full partizzlars of the n<:are and extent of the inlerest, if any, of every director or
promoter . n the proxtion of the company, or ii) in any property acquired by the
company % thin {wo yezs-of the issue of the prospectus. . '

19)_1f the share capital of the ompany is divided into different classes of shares, voting
rights and rights to dividend and the right as to capital attached to the several ¢lasses of
shares. o

20) Where the articles have imposed restrictions (a) upor the members of the company in
respect of i) the right to attend, speak or vole in meetings of the company or ii) the right
to transfer shares or (b) upon the directors of the company in respzct of powers of
management, the'nature and extent of those restrictions,

21) Inthe case of an existing company, the length of time during which the company has
carried on the busiress. If the company proposes to acquire a business, which has been
carried on for less than three years, the length of time during which the business has
been camied on. o .

22) If any seserves or profits of the company or any of its subsidiarics have been
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capitalised, particulars of the capitalisation and particulars of any surplus arising from
revaluation of assets during the preceding two years and the manner such surplus has
been dealt with.

23} In case the company had been in busmess the rcporl of the auditors rcga.rdmg profits
and losses, and assets and liabilitics, together with the rate of dividends paid, for
five financial years immediately preceding the issue of the prospectus, giving
particulars of cach class of shares on which such dividends have been paid for any of
those years.

24) A reasonable time and place at which copies of all balance sheets and profit and loss
accounts, if any on which the report of auditors is based, may be inspected.

25) The name(s) of the stock exchange or stack exchanges to which application has been
made for permission to deal in and for official quotation for the shares and debentures
offered thereby.

The prospectus must contain a biank application form whereby it must be printed
prominently that no application should be made in the name of a ‘fictitious person. It should
also be stated that applications must be made in single name only and not in joint names.

7.3.2 Repaorts to be Set Out in the Prospectus

In addition to (he above matters, Part I of the Schedule requires the following report to be
set out in the prospectus:

1) An auditor’s report showing i) profits or losses in each of the last five years, it) assets
and liabilities at (he daie of the last accounts, iii) the rates of dividend paid by the
company in respect of each class of shares during the preceding five financial years, and
iv) similar details with regard to subsidiary companics, if any. '

2) If the company proposes to acquire any business, a report should be made bya

- Chartered Accountant, whose name should be disclosed, upon i) the profits and losses
of the business, 1}) and assets and liabilities of the business, for the preceding five years,

3) If the proceeds, or any part of the proceeds, of the issue of the shares or debentures are

" oris fo be applied directly or indirectly in the purchase of any business, then a report
. similar to the one in (2) above is required to be setup.

73.3 Registration of Prospectus with Registrar of Companies

Section 60 requires that a copy of the prospectus duly signed by every director or proposcd
director must be delivered to the Registrar of Companies before the date of its publication.
Every copy of the prospectus, on its face, must state that a copy of the prospectus has been
delivered 1o the Registrar of Companies. The prospectus must be issued within ninety days
after the date on which a copy of the same is delivered to the Registrar. If it is issued after
ninety days after its registration, it shall be deemed to be a prospectus a copy of which has
not been delivered to the Repistrar.

Further, the copy of the prospectus must have endorsed on, or attached to it the followlng
documents; .

i) - the consent of the expert to the issue of the prospecius, if his report has been included
therein and such expert must not be conneclcd or interested in the formauon promotibn
or management of the company.

ii} acopy of every contract appointing or fixing the remuneration of a managing director
OF manager. .

iii) acopy of every material contract unless it is entered into in the ordlnary course of
business within two years before the date of issue of the prospectus.

iv) When the persons making the reports relating to profits and losses, assets and labilities

etc. in respect of a business proposed to be acquired have made adjustments (o them, a
sigmed statemen! by them stating the adjustments and the reasons for the same.

v) the consent in writing of the person if any named In the prospectus as the auditor,
adviser, attorney, solicitor, banker of the company to act in that capacity.

vi) consent of director or directors, named in the articles or prospecius, (o act as such
directors of the company.

vii} a copy of the underwriting agreement, if any.
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7.4 STATEMENT IN LIEU OF PROSPECTUS

A public company may not invite the public to subscribe to its share captial. Instead, it may
arrange capital privately. In such a situation, it is required by Section 70 10 submit statement
in liew of prospectus with the Registrar of Companies, at least three days before it can make.
any allotment of shares or debentures. Schedule 1M of the Companies Act, 1956 contains a
model form of Statement in lieu of prospectus in pursuance of Section 70.

Similarly, when a private company is converted into a public company in pursuance of
Section 44 il may issue u prospectus inviting public to subscribe to iis share capital, in case
it wints to raise extra meney. However, if it is not issuing a prospectus, then it js under'an
obligation to submit a statement in lieu of prospectus. Schedule IV to the Companies Act,
1956 contains a inodel form of a statement in lie of prospectus when a privaie company is
converted intd a public company in pursuance of Section 44. )

After going through Seliedules 111 and IV 1o the Companies Act, 1956 one finds that the
cantents thereof are almost similar to the ones in the prospectus.

If allotment of shares or debentures is made by a company without filing the statement in
lieu of prospectus with the Registrar of Companies, the allotee may avoid the allptment
within two months after the statutory meeting is held or where the allotment is being made
after the holding of the statutory meeting, then within two months of the date of allotment.
If a statement in lieu of prospectus contining the requisite particulars and statement; is not
filed with the Registrar of Companics, where it is required to be filed, then the company and
every director shall be liable to-a fine upto Rs. 1000.

Check Your Progress A
t} Detine Prosoectus.

2} 'When a prospectus is deemed 1o ltave been issued to public?

3 ‘ What is a Statement in lieu of Prospectus?

’

4) State whether the following statements are True or False.
1} A private conpany can allot shares only after it has submitted a Statement in lieu of
prospecius with the Registrar of Companies. e
1} A public company may allot shares without issuing a prospeclus.
il). A company cannot jssue a prospectus unless a copy thereof has been filed with the
Registrar of Companics. .
iv) A document is not a prospectus unless it is an invitation 10 the public t. subscribe
“for shares in, or debentures of, a body corporate. .
v) A prospeclus must be dated and printed.
© vi) A prospectus must be issucd witlin sixty days of its registration.
i) A public company issuing shares among friends and relatives need not issue a
prospectus, but a statement in lieu of prospectus must be fifed with the Registrar.
viil) A prospecius commaining statrement by experts, must conlain the consznt of such
exper, .
3) Fill'in the blanks.
1) A notice inviting deposits from the public is ........ocovee..,
it) The conlents of 2 slatemen! in lieu of prospectus are similar 1o that ...

) Prospecius
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i} A company should not issue a prospectus 1o the public uniess a copy thereof has . -
been delivered o the ...

iv}) A statement in licu of prospectus is subraittcd with the Registrar of Companies, by
8 vervvresesnnnnnne COmMpany which does nol'invite public to subscribe to its share
capital. )

7.5 MINIMUM SUBSCRIPTION

Minimum subscription is the minimum amount equivalent to which the share applications

must be received by the company. Otherwise application moncy becomes refundable to the
applicants in accordance with Section 69. The amount of minimum subscription is required
to be given in the prospectus and it must be subscribed or applied for within 120 days of the |
issue of the prospectus before the first allotment of shares can be made, i

The directors of the company or the signatorics to the Memorandum of Association decide |
the amount of the minimum subscription. It is the amount, which in their opinion, must be
raised by the issue of shares to provide in respect of cach of the followmg heads and '
distinguishing the amount required under each head:

i) the purchase price of any property bought or to be bought which is to be defrayed in
whole or in part out of the proceeds of (he issue;

ii) any preliminary expenses payable by the company mcludmg any commlssmn.
underwriting or otherwise for subseription of shares in the company; -

iii) the repayment of any moneys borrowed by the company in respect of any of Lhe
foregoing matlers;

iv) the working capital; and

v) any other expenditure, stating-the nature and purpose thereof and the estimated amount

" in each case.

If the company has not received minimum subscription, and it has not been able to allot any
shares within 120 days afler lhe first issue of the prospectus, it must forthwith refund within
next ten days without asy interest all money received from the applicants. If the money is
not repaid within 130 days of the issue of the prospectus, the directors of ihe company shall
be jointly and severally liable to repay that money with interest at the rate of 6 per cent per
annum from the expiration of the 130th day. But a director, who can prove that the default in
repaymient was not.due to any misconduct or negligence on his part, may escape liability.

7.6 MISREPRESENTATION IN THE PROSPECTUS AND
ITS CONSEQUENCES

You have leamnt that the investors apply for shares or debentures of a company on the basis

" of information given in the prospectus. The prospective buyer of shares is entitled to all true

disclosures in the prospectus. A prospectus must, therefore, tell the tyuth, the whole truth and
nathing but the tuth. The prospectus must give a urue picture of the company. Therefore, if
there arc untrue statements in the prospectus. The allottees have certain remedies against the
company and the persons issuing the prospectus, However, these remedies are not available
i) to a buyer of shares in the open market ‘or ii) 1o a subscriber to the Memorandum of
Association. , 1

You should note that not orly there shoutd be no unirue stalements in the prospectus, there
should also be no concealment or omission of material facts from the prospectus. The
following case of Rex v. Kylsant illustrat_s this point.

A company issued a prospectus which did not contain any untrue statements. One of the

statements disclosed the raies of dividends paid for a number of years. This was a factual

statement which was true. But the dividends had not been paid out of trading profits but out

of realised capital profits. This fact was not disclosed in the prospectus. Held, that the non-

disclosure of the fact that dividends were not distributed out of trading profits but ont of

realised capital profils is a very important statement the omission of which gives a right to

the allottees of shares to avoid allotment and resort to other remedies available under the i
Companies Acl. . 1 |




If there is any omission in the prospectus calculated (o mislead the pubiic, it shall be .

considered to be untree. In-Peek v. &Surney case the prospectus issued did pot mention

about certain liabilities. This created a false impression about the company being very
“prosperous. The prospectus was held 10 be untrue.

An allottee of shares, who had applied for shares, on the faith of a prospectus ) containing
vatrue slatements or ii) omitting malerial {acts. has remedies against the company, its
promoters and directors and expcrls

It should be noted carefully that the right to claim compensation for any loss or damage is
available oniy to a person who has “subscrived’ for shares or debentures on the faith of the
prospectus conlaining uatrue statements. Thus, a subsequent buyer of shares in the open
market has ne remedy against the comparniy or the directors or promoters.

7.6.1 Remedies against the Compan}' N

Person who has bought shares from the company relying on the statements in the
prospectus, may (i} avoid the coniract 1o purchase shares, and (ii) claim damages if he can
show that there is a misstatement in, or cmission of material fact from, the prospectus.
Further he has 10 show that the misstatement or omission was i) one of fact and not of law
nor a mere expression of opinion; ii) material and iii} actually relied upon by Lim,

a) Rescission of contract : In case he wants to zvoid the contract to purchase shares, he
must do so i) within a reasonable time after the a:lctment of shares; ii) before
proceedings 10 wind up the company have commence.” and iii) before he does anything
which is inconsistent with the right to avoid the contrac: e.g. he tries to sel] the sh1res or
atends a general meeting of the company or accepts di vidends. '

b} Damages for fraud : The second right of allottee, in'case of misstatements in or
om;sslon of material facts from the prospectus, is to sue the company for damages for
fraud. The company could be held liable only when it is proved that such a prospectus
was issued by the company or by some one authorised by the company. In order to
sazceed, the allottee must, in addition to the diree conditions given in {a) above, prove
i} thai th:se acting on behalf of the company acted fraudulenaly, i) that those purporting

22 act on behu.. of the the company were authonsed to act on its behalf; and iii) that he
has sur.:.r:d alossor a damage.

. Il is warth 1membcnng that the 1I'ollee of sha.res can not both retain the shares and get
damages from the company. .

7.6.2 Remed::s against Promoters and Directors of the Company

Section 62 provides that where a prospectus is issued inviting persons to subscribe Jor shares
in or debentures of a Company. the following persons shall be liable 1o compensate all those
who subscribe for siti.ces on the faith of the prospectus for any loss sustained by them by
reason of any untrue 2r:d misleading statement included.in the prospectus.

.

Iy} r.vcry person who ; i$ a director of the Company at the time of the issue of the
prospectus;

ii) Every person who hes aulhonsed ‘1.. .s.l[' to be named and is named in the prospectus as
a director or as one l.aving agreed (0 become a director, either immediately, or after an

interval of time;

iiiy Every promoter of the compai. ', nnd

iv) Every person (including an expert) who has awthorised the issue of the prospectus, But
an expert is liable only in respeci of his own untrue statements included in the report
made by him and incjuded in the praszeztus.

’ - o i ’ - . N .
An allottee of shares may also bring an actien for fraud i.c., for fravdulent mis-
-epresentations included in the prospectus either against the company or the directors, Ifhe
Jecides 10 suc dircctors he need not receive the contract.

Defences Available: A promoter, director or anyene clse responsible for issue of the
prospectus (other than an expert) may escape liability, if he can prove any of the following:

i) ° that he withdrew his consent to act as director Defore the issue of the prospecius and
(hat it was issued without his authority or consent; or .

Prospectus

33

L



Frincipat Decuments

34

A

ii). that the prospectus was.issued without his knowledge or consent, and on becoming
aware of its issue, he gave reasonable public norice of that fact; or

ii) that he withdrew his consent after the issue of the prospectus but before allotment and
gave a reasonable public notice of the withdrawai; or

iv) that he had reasonable ground to believe that the statements made were truc and hie
honestly belioved them o be true; or

v) the statement was correct and a fair summary or a copy of an expert’s report; or

vi) the statement was made by an offictal or is an official document.

7.6.3 Remedies Against Experts

You have noted that many a times statements of experts are included in a prospectus. The
term ‘expert’ includes an engincer, a valuer, an accountant and any other person whose

- profession gives autherity (o a slatement made by him.

An expert is liable for in damages in rcspect of his own untruc statement, wrong report or

valuation made by him and included in the prospectus. Also he is liable to pay compensiticn '

under Section 62. However he shall not be liable if he proves that:

i) having givén his consent, he withdrew it in writing before delivery of a copy of the
prospectus for registration with the Registrar of Companies; or

ii) after delivery of prospectus for registration with the Registrar of Companies and before
allotment, he on becoming aware of the untrue statement, withdrew his consent in
wnling, and gave i-easonable public notice of the withdrawal ;md his reasons thercfore;
or

iii) he was competent to make the statement, and believed on reasonable grounds that it was
true.

7.6.4 Crirpinal'Liability for Misstatements in the Prospectus

Section 63 of the Act also provides l'or criminal liability for misstatements. It provides that
where a prospectus contains a misstatemnent, every person who authorised the icsue of the
prospectus shall be punishable with imprisonment for a term which may extend to lwo
years, or fine which may extend up to five thousand rupees, or with both, unless he proves

a) (hat the staterent was immaterial, or
b) that he had reasonable ground 1o believe and did up to the time of the issue of tie
prospectus believe that the stalement was true. -

However, Section 63(2) exempts experis from liability under this section. THe Act has also
laid down penalty for fraudulently inducing persons to invest money. ‘According to Sectien
68, any person who knowingly or recklessly makes any statement, promise or {orecast
which is false, deceplive or misleading, or dishonestly conceals malterial facts so as 1©
induce or attempts to induce another person 1o subscribe to the shares of a company, shall be
punishable with imprisonment for a teom which may extend to five years, or with fine which
may extend 10 ten thousand rupecs, or with both.

Check Your Progress B -
1) What is meant by “Minimum Subscription™?

2) FEnumerate the remedies available for misstatements in the prospectus.

3) What is the criminal liability of a person who authorises the issue of a prospectus
containing untrue staicments?
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4) Stare whether the following statements are True or False. -
i) No company can proceed to allot shares for the first time unless the amount stated
in the prospectus as minimum sabscription has been Subscribed. . .
it} A person can avoid the contract to purchase shares in the company even if he has
purchased shares in (he open market and i 2% not gene through the prospecius
conlaining unirue statements.
iti) The minimum subscription aniount is that minimum amount whicl a subscriber to . l
the Memaorandum of Association must pay to the company. i
iv) An allotice of shares can retain the shares and can sue the compariy for damages in ’
case he finds that the prospectus contained untrue statements, . P
v} A dircctor can avoid liability for misstatements in the prospectus if proves that he : !
has reasonable ground 1o believe that the statement alleged to b untree is true.
- vi) Ancxpert is not crlmlnally fiable in respect of mlssmleman-. iu the prospectus.
5) Choose the correet alternative in the following sentences.
i} Wheré a prospectius contains untrue stalements, the p{:rson.s who authorised its
" issue are punishable with fine up to '

a) Re 1000
B) Re. 2000 : _ |
¢) Rs.5000 . .

ii) A sratement in tieu of prospecius is to be issued by
a) public company which arranges capital privately
b) a private company
c) every public company

7.7 LET US SUM UP

A prospectus is issued by a public company inviting members of the public to subscribe to .
its shares capital or debcnturc issue. In this way, a huge amount of money is collected by a
company from peop[e spread in the nook and corners of the country. In order 1o protect the
interests of the investors, the Companies Act, 1956 has made claborate provisions regarding
the issue of prospectus.

The Comgiaics Act, 1956 prescribes the contents of a prospectus. Every prospectus issucd .
to the public mus! include all theymatters and the reports which are required to be included ;
by law. In this way, {he investors get the complete information about the company. They * '
can, then make up their ml_l'ld as to subscrlbc 16 the share capital of a company or not.

'The Compan; s Act expects those who issue prospectus to disclose each and every fact
accuraicly as is required 1o be disclosed. Also if some material information is omitted from
the prospecius, it wil have serious consequences. Therefore, if some statements included in
the prospectus #-¢ untrue, or omitted therefrom, then the law provides for civil and criminal
liability of prom.: iers, directors, expers eic.

The allowtee - of shaves, in case he discovels misstatements i in the proapccl:us can avoid the
contract to purchiate shares. Also he ca.u claim damage for thé loss sustained by him on
account of misstatemznis in the prosga:cius.

78 KEY WORDS

Minimum Subs'-cription: It is thac amount, which in the opinion of promoters or directors
, must be raised by the issue of shares to pravide for certain matters as are given in the
Companies Act, 1956.

Prospectus: It is a document issued by a ccatpany mwung members of the public 10
subscribe to its share capital.

Statement in lieu of Prospectus: This statement is-required to be filed with the Registrar of
Companies by a public company which is arranging capital privately.
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7.10 ANSWERS TC CHECK YOUR PROGRESS
A 4 DFalse ii)True i) True iv)True v)True vi) False vii) True viii) True.
- 5 i) Prospectus ii) Prospectus iii) Registrar of Companies iv) Public
B 4 i)True ii)False iii)False iv)False v)False vi}True. '
3 i)c ii)a

7.11 TERMINAL QUESTIONS/EXERCISES

Define the term prospectus.
What is the purpose of a prospecius?

" Enumerate some of the particulars which are required 1o be included in aprospecrus
" What do you mean by * issued to the public”? Illustrate your answer.

What is a “statement in lieu of prospectus™ ?

‘Whrite an explanatory note on “Minimum Subscription”.

Whalt are the remedies of an allottee of shares who applied on the faith of a prospectus
containing untrue statements, against i) the company, ii) directors of the company.
Describe the defences which are available to directors who are sued by an allottee for

,comlf;ensation for misstatements in the prospectus.

Answer the following problems, giving reasons:

i)

i) .
iti)
iv)
v}

vi)

vii)

Hints
Ramesh can withdraw his offer anytime before alletment.

i)
i}

1ii)
iv)

v)

No. Mohan cannot rescind the contract b-rause he has bought shases in the apen market

and
Yes,

Rarnesh applied for 100 shares in a company in pursuancu ofa prospectus. Can he

withdraw his application to buy shares?

A company issued-a prospectus containing misstatements. Mohan received a copy

of the prospectus but did not apply for shares. Subsequently, Mohan bought 1,000

shares in the open market. When he leamnt about misstatements, he wanted to

rescind the cantract. Will he succeed?

A prospectus contained untrue statements of material facts. A subscriber suffered

some loss as a result of the misstaternent. He wants to relain the shares and claim

damages for loss. Can he do so?

The directors of a company authorised the issue of a prospectus contamng’some
Z

statements which they honestly believed to be true but in fact they were not ture.

Can the directors be held liable?

Naresh applied for 500 shares in a company in a fictitious name. The shares Wweye

alloited in the fictitious name. Will he be liable?

Suresh, an allottee of shares, came to know about the misstatements in the

prospectus. But he did not take any action against the company for nine months an

aticnded a general meeting of the company. Now he wants to rescind the contract.

Will he succeed?

Gopal applied for shares in the company on the basis of a prospectus.which

contained a misstatcment. Shares were allotted to Gopal who transferred them to

Virendra. Can Virendra rescind the contract on the ground of missintement?

he is not induced by the prospectus.
He can claim damages (Sec. 62)

No. They can escape liability by proving that they honestly believed the statement to be

true. -

Yes,

He can be imprizoned for 2 term up to five years.




vi) No. He cannot rescind the contract afier nine monihs and by attending the genera
meeting, he has lost his right.

vii) Virendra cannot bring an action for rescission. Only the original allottec of shares can

rescind the contract. P

Note: These questions will help you to understand the unit belier. Try to 'write

- are for your practice only.

answers for them, But do not submit your answers to the University. Thes

e
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BLOCK 3 CAPITAL AND MANAGEMENT

In Block 1 and 2 you learnt about the process of promotion and formation of a company.
including the nature and significance of principal documents involved. After the
company has been incorporated, the promoters have io take the nextimportant step of
raising funds for the company by issuing shares and debentures to the public. In ihis

block, you will study about various types of shares and debentures that can be issuedby -

a company and the:procedure to be followed for their issue. This block also coversthe
" rules relating to the membership of a company and the position of directors who are
responsible for directing and controlling the affairs of the company:

" Unit 8 explains the t- pcé of shares and debertures that can be issued by a compary. It
also discussec the r ..es relating to public deposits.

‘Unit 9 describes the rules for the allotment of shares, issue of 2 share certifizate, calls
on shares, and the forfeiture and surrer der «:f shares.

Unit 10 dcals with membership of a company. It explains the difference between a

“shareholder and a member and describes the modes of becoming a member, the
procedure for transfer of membership, and the rules fot the mdinterance of a ragizizr
of members. ' : ' '

Tinit 11 evolains the legal position of directors and the rules for the appointment,
. removal, e'¢. It also describes their powers, duties and liabilities.

-
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UNIT 8 SHARE AND LOAN CAPITAL

Structure

5.0 Objectives
8.1 Introduction
- 82 Meaning and Typcs of Share Capltal
8.3 Meaning and Types of Shares
." 83.1 Meaning of o Share
832 Typ-c's of Shares .

8.4 ° Meaning of Stock
8.5 - Meaning and Types of Debentures
B 8.5.1 Meaning and Characreristics
8.5.2 Types of Debentures

8.6 Difference Belween Shares and Debentures
8.7 Public.Deposits . '

8.7.1 Meaning of Deposits

8.7.2 Deposits and Loan

8.7.3 Dcposits and Dabeniures

8.7.4 Rules Regarding Acceptanceof D:pos:ls

B.8 Lzt UsSum Up ) : o
8.9 "Key Words" ' ”,

8.10 Answers to Check Your Progress
8.11 Terminal Questions ) -

B i e

8.0 OBJECTIVES .

Afterstudying this unit, you should be able to: -
explain the meaning of shaxes and types of shares
describe the t'ypcs of capital ‘
distinguish between shares and stock

explain the meaning of debenture

classify debentures

distinguish between shares and dcbanlurc.s
explain the meaning of the term ‘deposits’ ‘

® 8 0 3 06 8 & ¢

list the rules regarding acceptance of deposits by companies.

8.1 INTRODUCTION

- You have learnt that a public company raises the necessary funds by issuing shares and
debentures and by accepting deposits from the public. In this unit you will learn about
the meaning of share capital, various types of shares, meaning and types ofdcbﬂnlurcs
and the rules regarding the acceptance of deposits from the public.

8.2 MEANING AND TYPES OF SH-AR%’C-:%PI"I‘AL

Sl
You know that to carry on any business, some moncy is nccc‘cu The. term “‘capital’

usually means a particuiar amount of money with which a business is started. In the case




Shsare and Lorn Capilal

- 1) Nominal or Authorised Capital: It refers to the amount stated in the memorandumn of

.{ a company where large ameount of money is required. it is raised by the issue of
snares. The amount so raised is called thc ‘share capital’ of the company

A company limited by shares should state its amount of share capital in the
memorandum of association. The capital clause of the memorandum of assaciation also

tates the amount of capital and this amount is divided into specified nuinber of shares
21 a fixed amount. For example, the share capital of a company may be divided into
stizres of Rs, 10 each. The persons contributing towards the share capital are known as,
‘shareholders’. You should note that the money borrowed by the company by issuing
debentures, is not part of the share capital of the company. Itisinthe form of a long-term
loan to the company.

o e n

In view of the stages involved in collecting ihe o e "cn shares, the share capital of a
company may be classified as follows:

Rt i s

association as the capital of the company with which it i< 10 be reg:stered Thisisthe
maximum amount of capital which a companyis authorisec to raise b: ‘s3uing the -
“shares. Thisis also known as 'registered capital’, as this is the amount of capital with
which the company is registered. This amount is divided into shares of a fixed
amount, The amaunt of nominal capital is determined on the %z sis of present and
future capital needs of the company. [t can be increased or d creased by adopting
the prescribed legal procedure. = :

2} Issued Capital: Itis that part of the authorised capital which is issued to the public
for subscription. Itis not necessary for a company to issue all the nomi.. ! capitalin .
the beginning itsclf. In fact, the term ‘issued capital' means that part of the share e
capital which has been actually issued or-allotted by the company. Thercfore, the
issucd capital can never be morc than the authorised capitak I% can at the most be
cqual to the nominal capital. The balance,of nominal capital remaining to be issued
is called ‘unissued capital’.

3) Subscribed Capital: It is thar part of the issued capital which has been actualty
subscribedby the public. In other words, it is thal part of Issued capital for which the
applications have been received from the public and shares allotted to them. The
amount of subscribed capital, therefore, cannot exceed the amount of issued capital.
This is so, because the company cannot accept for subscription an amount greater
than the issued amount. Where the shares issued for subscription are wholly
subscribed, issued capital will be the same as the subscribed capital. This distinction
between theissued and subscribed capital isonly relevant from the accountants point

- of view. The law does not recognise this difference and uses the two in the same sense.

s ma b L

. 4) Called-up (,’\pllal Itis that part of nominal value of issued capital which has been

calied-up or demanded on the shares by the company. Normaily, a company does
-not collect the full amount on shares it has allotted, Tt cdltects it in instalments -
known as application moncy, allotrient money. first call. second cal and so on. The
amount of instalments which have been demanded for thetime being are termed as
‘alled-up capital” and the amount not yet demanded is termed as *uncalled capital’
and the shareholders continue to be liable to pay this amount as and when cailed.

5) Paid-up Capital: it is that part of the called- -up capital which has actually been
reccived from the shareholders. For example, a company has called-up Rs. 5 lakhs,
but it has actuaily received Rs. 4,90,000, then Rs. 4,90,000 is the paid-up capital of
the company. The amount not paid in respect of allotment and calls made is known
as ‘calls in arrears’. In the above example, Rs. 10,000 is the amount of calls in
arrears, In case there are o c2lls in atrears, the paid-up capital will bc *he same as
the called-up capital.

6} Reserve Capital: That parlof the uncal]cd capital of a company which it has decided,
by special rezolution, not 1o call except in the event, and for the purpose of the
- winding up of the company, is called the ‘rescrve capital'. The company cannot

', demand suchwreailed amount during its life-time. The reserve capital cannot be

-’turned into equit; czpital without the permission of the court and cannot be
- cancelled ar the ti:re of reduction of capital. It is available only for the creditors on
winding up of the company.




- 8.3 MEANING AND TYPES OF SHAPFS

-8.3.1 Meamng of a Share

You learnt that the capital of the company is divided into different units of a {ixed
amount. Each of such unit is czlled a ‘share’. Section2(46) of the Companies Act
defines a share, "as a share in the share capital of the co:rpany, and includes stock

- except where a distinction between stock and shares iz cxpressed or implied.™ This

- definition is simple but is not exhaustive as it fails to bri:.3 - .1 the true nature of a share.

Ir, Borctand’s Trustee v. Stecl Bros., Justice Farewell'defized the share as, “a share is
" the interest of shareholder in the company, measured by a sum of money for the -
purpose of liability and dividends in the first place, and of interest in the second, and
also consisting of a series of contracts entered into by all the sharchaolders iner se in
accordance with the provisions of the Compames Act and articles of association.”
* Thus, a share is not a sum of money, but is an interest measured by sum of money and
madec up of vanous rights contamcd in the contract,

Ir: the Commissioner of Income Tax v. Standard Vacueme Oil Company, the Supreme-

Court of India defined a share thus, "By a share in the company is meant not any sum
- of money but-an interest measured by a sum of money and made up of diverse rights
conferred on its holders by the articles of the company which constitute a contract
between him and the company.”

A share carries alongwith it certain rights and liabilities in the company. The rights of
- ashareholder are proportionate to the number of shares held by him in the company.
The holder of a sharcis issued a share certificate which shows that the holder thereof has
a proportionate share or interest in the capital of the company. The share certificate
specifies the number of shares held by any sharcholder.

A share in a company is a chose-in-action, which means that the property is not in the
immeciate physical possession of the person, but he has a right to the property which
can pe enforced by legal action. A share is also regarded as goods under Section 2(7) of
the Sale of Goods Act. Section 82 of the Companies Act provides that the share is a
movable property transferable in the manner provided by the articles of the company.

But you must note that the share is not a movable property in the same way in which a
bale of cloth or a bag of wheat is amovable property. Thus shares cannotbe transferred

" by mere delivery as in the case of movable property. You sliould also remember that a
share certificate, though it can be transferred to another person, is not a negotiable
instrument.

. 8.3.2 Types of Shares

According to Section 86 of the Cornpamcs Act, 1956 the share Capital of a company
Jimited by shares formed after the commencement of the Act of 1956, or issued after
- such commencement shall be of two types, namely, (a) preference share capital and (b}
Equity share capital. Thus a public limited company can issue only two types of shares
—{a) Equity shares and (b) prefcrcnr:e shares

Equity Shares: All shares which are not preference shares are ‘equity shares These
shares carry no special privileges and their rights and liabilities are-governed by the
articles of association of the company. In the eyes of law, equity shareholders are not
the owners of the company, because a company has its owri independent [egal entity.
Dividend is paid to the holders of these shares after the preference dividend at a fixed
rate has been paid. The rate of dividend payable on these shares is not fixed and keeps
on changing from year 1o year depending on the amount of profits available for
distribution. Or the liquidation of the company, the claims of eguity sharcholders are
satisfied only after satisfying all other claims. Equity sharcholders ave a. right to vote
on various resolutions in proportion to his share of the paid-up equity ezpital, whereas
preference shareholders have, generally, no voung nghls

Preference Sheres

Under Section 85(1) of the Compamcs Act,a prcfercncc share is ong \m.::!'.’ fu IFI'; the
following two conditons: ' -
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a) With respect of dividend, it carries a preferential right to be paid a fixed amount or
mrmpurt caloulated at a fixed rate.

b) th respect of cap:tal itearids s nrefcrenual nght to bz repaic the amount of the -
capital paid-up in the event of winding-up of the company. In other words the amount
paid on preference shares must be pzid back before anythmg is paid to.the equity
shareholders, -

The above two conditions clr:avly show that the prefcrencc shares carry a preferential
right to receive dividend. Hu. ‘ever, the amount or rate of dividend is fixed. Similarly,

. at the time of winding up of tac company, the preference sharecholders are paid their

amount prior to the payment to equity shareholders.

Types of Preference Shares: The preference shares may be of the following type's-: .

i)  Cumulative Preference Shares: These shares are entitled to dividend at a fixed rate
whether there are profits or no profits. If in a particular year due to inadequate
amount of proﬁts the dividend could not be paid, then the unpaid dividend shali
be carried forward to the subseqaent years and sha. e paid in the succeeding year
out of the profits alongwith the fixed dividends for that year. Since the dividends
can be accumulated, they are called ‘cumulative preference shares’. In the case of
s 1ch shares the dividend keeps on accumulating until it s fullv paid. You should
.2t that all prefergnce shares are presumed to be cumulative n1mless ex;\:-:ssl_v
stated in the articles 10 be non-cumulative.

it) Non-Cumulative Preference Sharas: These are the shares on whlcn the dividend.

does not go on accumnulating. If in a particular year there are no p: ofits or profits
are madcqualc, the sharcholders shall not get anything or receive a partial
dividend and they cannot claim the arrears of dividends in the subsequent year. In-
5|mplc words, on such shares the unpaid dividends do not accuniulate but lapse,

, the shareholders lose {hem forever.

iii} Particmahng Preference Shares: The holders of such shares are entitled to receive
dividend at a fixed rate and, ip addition, they have a right to participate in the
surplus profits along with equity shareholders after dividend at a.certain rate has
been paid to equity sharéholders In the event of winding up, if alter paying back
both the preference and equity shareholders, there are surplus assets, then the
holders of such shares shall be entitled to share in the suiplus assets as well. Such
shares can be issued only if there is a clear provision in the memorandum ot

“anticles of association or the terms of issue.

iv) Non-Participating Preference Shares: The holders of such shares are entitled to
- only.a fixed rate of dividend and do not participate further in the surplus profits.
If the articles are silent, all preference shares are deemed to be non-participating.

v)  Convertible Preference Shares: The holders of such shares have aright to convert

these shares into equity shares within a certain period. -

vi) Non-convertible PreferenceShare: The preference shares, where the holders have
no right to convert their shares into equity shares arec known as non- converl:blc
preference shares. :

vit) Redeemable Preference Shares: 0rd1na'1]v, the amounts rcccwecl by the company
on shares is not returned except on the winding up of thc company. A company
limited by shares, if authorised by its articles, may issue preference shares which
are to be redeemed or repaid after a certain fixed period. Thus, the amounts
received on such shares-can be returned during the life-time of the company. Such
shares are-termed as redeemable preference shares. Under Section 80 of the
Companies Act, a companv may issuc sech shares subject to the [ollowing
conditions:

a) Only such shares shall be redeemed which are fully paid-up.

b) Such sharesshall be redeemed onjy cut of the profits of the company available
for dividends or out of the prcce:ds of 2 fresh issue of shares issued for this
specific purpose. G i .

c)- If premium is payable on redemuiion, it should be provided for out of the
profits or cut of company 's sharg premium account; before the shares are
redecmed.

L

R



d) Inzase 'he shares are redeemed out of profits, then an amount equal to the
amount phyable on redemption should be transfesred to a Capital Redemption
Reserve Account.

The Amendment Act of 1988 introduced u new Section 80-A, (effective from
15.6.1988) which provides for compulsory redemption of all unredeemed
preference shares within five years from the commencement of the Amendment
Act of 1988. According to Section 80(5-A) of the Amendment Act of 1988, no
comy-21y canissue (after 15.6.1988) irredeemable preference shares or which are
redeecmable after the expiry of ten years from the date of its issue. Thus, now
onwards, a company can issue only redeemable preference shares which are
redeemable ihin ten years of its issuc. You should, however, remember that the
redemptior of preference shares should not be considered as reductlon in the
amount of authorised capital of the company.

viii) Irredeemable Preference Shares: Such shares constitute permanent capital of the
company. The amount of such sharcs cannot be refunded before the winding up
of the company. The Amendment Act of 1988 has prohibited the issue of such
shares. All existing irredeemable preference shares must be redeemed within five
years from 15.6.1988 and if they ave not redeemable before the expiry of ten years
from the date of issue, then such shares must be redeemed as per the terms of issue
or within a period of ten years from the commencemcnt of the Amendment Act,
1288, whichever is carlier,

1x) Cumulative Convertible Prefercnce (CCP) Shares: These shares were introduced

by the Government of India by a notification issued in 1985. Thesc shares can be
issued to raise finance for new projects, for expansion, diversification,
modernisation and also to meet the needs of working capital. The face value of -
such shares shall ordinarily be Rs, 100 and the rate of dividend shall be 10 percent,
These shares can be issued (o the extent of issued equity shares. These shares are
‘¢ be compulsorily converted into equity shares after the end of three years and
be.oré the end of five years.

'From thie 2bove dis=nssion, itis clear that there are different types of preferance shares
based on differcnt factors. Figure 8.1 will help vou in recapitulation of their
cIaSSIchan

Figure 8.1

Types of Prefercnce Shares
Bosed , Based ) Bascd Based on
on . an on Partici-
Dividend Recovery copver- patiorin
right . of sion surplus
Capital o . . profits
. equity '
— , shares
Commu- Nen-
lative Commu-
: © o lative Conver-
tible
i .
Re- rce- Pati- " Nen- }
deemable - decinable cipating Participating

8.4 MEANING OF STOCK

Siack is the aggregate consolidated holdings of the share capital of a person. [n simple
words, it means a number of shares put togetherin z bundle, The stock is expressed in
terms of money and not as so many shares. Stock can be split into fractions of any
amount without regard to the original face value of the share. The raain advantage of
stock is that the sharcholder can transfer any portion of it as h= likec.

Share and Loan Chnplial
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You have learnt in Secuon 2(46) of the Act that a share includes stock except where a
distirction is intended. Thus, a company, if authorised by its articles, can convert its
fully paid-up shares into stock by passing an ordinary resolution. Fromi this it should be
clearto you that a company cannot make an original issue of the stock. When the shares
are converted into stock, the company must give a notice to the Registrar of such
sanversion within thirty days of doing so. On conversion of shares into stock, the
register of members must show the amount of stock heid by each member instead of the
amountcf shares. For exarnple amember may be helding one thousand equity shares

of Rs. 10 each, fully paid-up. When these shares are converted into stock, he becomes

the stockholder owning Rs. 10,000 worth of steck.

Corversion of shares into stock does not altet the refationship between the holder and
the company, the stockholder still remains 2 member. The holders of stock shall have
the same rights as regards dividends, voting at meetings of the company as if they held
the shares from which the stock arose. The stock is also transferable like shares. You
should note that stock can also be reconverted into fullv pald up shares by an ordinary
resolution.

Distinctlon Betweer'l Share and Stock; In Section 8.4 of this Unit you legrnt that stock

“nossesses all the features of a share, but there are many points of difference between

the two. These are as follows:

. SHARE : - STOCK

N A share may be partly paid i)  Stockisalways )

up or fully paid up. ) fully paid up.
i) ~ Shares can be issued ii) * Stock cannot be issued

initally to the originally to the
public, . public.

i) Asharehasa - ' iii) Astockhasiio

nominal valus. . . nominal value. .

iv) A share has a distinctive - iv)  Astock hasro'such
number which distinguishes number but hasa
it from other shares, : consolidatzed value.

v)  Ashareistransferable asa whole 'v)  Astorkcanbe

' i.e.itcannotbe transferred - transferredin
in fractions. zny fractions.

vi) Allthesharesare i vi) "“hestock may beof
of equal denomination. . . unegual amount.

vi) Sharescanbeissued vii) “Stockcanbeissugd
by any company - onlycy a public

publicor private. . company ‘mited by shares.

Check Your Progress A )
1) What is meant by share capitaf of a company?

...........................................................................................................
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3) Definea preference share.,

...........................................................................................................

. 6) Read the following carcfully and put a tick (V) mark against cofrect answer.

i1} The authorised share capital of the company is:
~a)  specified in the memorandum of asscciation
b) specified i the . sicles ol association
¢} .notspecified anywhere
iij Share capital of a company means? .
a) -equity share capital .
b) preference share capital
¢) equity and prefcrence share capital
“d) equity and preference share capital *
_ anddcbentures '
iii) “The subscribed capital of company is:
a) never more than the issued capital
| b) *nzver fess than the issued capital
¢) alwaysequal to theissued capital
" iv) When shares are coaverted into stock, a notice:
... . @) isrequiredtobe given within 15 days
tc ihe Registrar . ' : . ’
b) isrequiredto be given within 30 days |
' to ihe Repistrar
¢) isnotrequired 1o be given to anyone
) gxcept the sharcholders
v} A company may convert all ar any of its fully paid up shares into stock:
a) by passing a special resolution
b) by passing an ordinary resolution
¢) withthe approval of the Compuny Law Board

d)  with the permission of the Central Government, -

7) Stale whether the [ollowing.statements are True or Falsc.

— St " et
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o orand I.Il'.I".lrl(.‘:Ilei" .

i) Share capital means the capilal raised by ihe company by the issue of shares and
debzntures. ) o

ii) Rescrve capital of 2 company is avaiiable for the credilors on the winding up of
thecompany. A .

ti) Shares and stock can be directlyissusd 1o the pLtilc.

iv) Any company can conv:rl‘ils-s-h{ercs into stock whcncv& it desires.

v} Equitysharcholders have a iight to receive dividend at a fixed rate.

'vi)" Preference sharcholdershave, generally, no voting rights.
vii) A cofnpaﬁy cannot issuc irredcemable preference shares.

viii) Redeemable preference shares cannat be redeemad out of the proceeds of a

freshassue of shares made for the purpose of redemption.

8.5 -MEANING AND TYPES OF DEBENTURES

8.5.1 Meaning and Characteristics

The most common form of raising loan from the public is by issue of debentures. A
cert:Tcuz issued by the company under its seat acknowledging a deht duz by it to its
holder. is known as debenture. The most essential fealure of a debenture is the
admission or record of indebtedness. According ta Chitty. J. "debenture medans a
document which cither creazes a debt acknowledges it, and any document which
fulfils either of these conditions is a debenture.™ Section 2(12) of the Companies Act
states that a 'debenture includes debenture stack . boads and any other sceurities of the
company whether constituting a charge on the Company’s assels o1 not’. Insimple
words. it means a documeat which either creates a debt or geknowledges it. A
debenture contains the terms and conditions of its issue. B may also be stated in the
debenture that the company shall pay back the money at a specificd date and tili that
date. interest at a fixed rate shall be paid to the debenture holders. A debenture usually
carries a charge or mortgage on the assets of the company. hut it may be without
charge as well because debeniures may be unsecured.

From the above explanation of the term *debenture’. the main characteristics ol &
debenture can be summarised as fotlows: |

1) A debenture is in the form of a certificate issucd under the seat of 1ae company.
However, the scal of the company is nol necessary for the validity of a dehenture.

2) This certificate is an acknowledgement of debt by the company tc its holder.

2Y A dehealure usually provides for the repayment of a specificd principal sum on a
.spacified date. However, there is no restriction on the issuc of irredecimable
debentures.

4) Ttusually provides for the payment olinterest at regularintervals at fized dates until
the principal amount is completeiy paid back. ) '

5) Usually a debenture contains a charge on the assets of the company. Such a charge
may either be a fixed charge or u floating charge. However. a debenture may also
be issued without any charge on company’s assets. -

) Debenture certificates are freely transfezuble just like shares.

7) Debentures are generally issued in series but even a single debenture issued (o ane

person is guite valid.

8} A debenture holder has no right 1o voie at any meeting of the comyany.

‘8.5.2 Types of Debentur::

A company canissue various 1ypes of debentures which cen be classified on the basis of
security. permanence.convertibility, and records.
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Let us now cxplain al! of them one by one.
1 p I ! Y

1) Registered and Bearer Debentures: Repistered debentures are made outin the name
,of a particular person, whose name is-recorded in-the company's register of
debentures, The name-of the debentureholder appears in the debenture certificate.

Such debentures are transferable in the same manner as shares by transfer ceeds.
Interest on such debentures js payable to the person whose name is registered with -
the company in the register of debenturcholders. Bearer debentures arc those
which are payable to the bearer (i.c. the holder of the debenture), The company
keeps na register of such debentureholders. Like negotiable instruments, bearer
debentures are transferable by mere delivery. Interest on such debentures is payable
on the basis of coupons attached with the debenture certificate.

2) Secnred and Unsecured Debentures: Secured debentures are those dehentures
" whiclrare secured either by the mortgage of a particular asset of the compitny known
. as ‘Fixed Charge’ or by the mortgage of general assets af the company known as
~“Fldatihg Charge’. Secured debeniures are also known as ‘Mortgage debentures’.
Unsecured debertures, on the other hand are those debentures which are not .
secured by any charge or morigage on any property of the company. Unsscured
“debentures arc also khown as ‘Naked debentures’. The debentureholders of such
debentures are theunsecured creditors of the company. Only good companies of
strong financial standing can issue such naked debentures.

3) Redeemeble and Irredeemable Debentures: Redeemable debentures means such
debentures which are repayable after a specified period. A redeemed debenture
may-be re-issued untilit is cancelled. Upon the re-issue of redeemed debentures, the
debenturcholders will continue to have the same rights and privileges as if the
debentures had never been redeemed. Irredecmable debentures, on the other
hand, are those debentures for which no fixed date is specified for repayment and
the holdcrs of which cannot compel the company to redeem them as long as the
company is functioning and does not make default in interest payment.
Irfedeemable debentures are 2lso known as perpetual debentures. It should be
noted that whether debentures are redeemable or irredeemable, they become
immediately payable when the company goes into l:qmduhon. Normally companies
issue redeemable debentures,

4) Convertible and Non-Convertible Debentures: Convertible debenturzs are those
wherein the debenture holder is-given an option 1o convert their debentures into
equily sharesin the company at i stated rate of exchange on the expiry of'a specified
period. On conversion, the debenture halders become the members of the company.
Non-convertible debentures, on the other hand, are those debentures for which the
debenturcholder docs not have any right for conversion into cquity shares.

The classilication of debentures is shown in Figure 8.2

Figure 8.2
Dchentures
' N . ! - ’ ! H _l '
Based on Transferubility X Based on Security Based on Redeemahility Based on convertability
. |
i S
i — | —
Registered Bearer Sceured  Unseeured ar Redecmbale  Irredeemable  Cunvertible  Non-convertible
’ Naked
8.6 DIFFERENCE BETWEEN SHARES

AND PEBENTURES

You have learnt that just as shares are uniform parts of the share capital, debentures
are uniform part of the loan capitul of a company. But it is necessary to distinguish
betwecn ashare arnd adebenture because the rights enc srivileges as also the liabilities
accompanying these instruments are very much differeat from one another, The main
points of difference are as follows: '

Shure und Luan Capita)
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l) Sharcholders ATC OWNETS of the company whereas the debenture holders are
' cred:té'rs of the company. Therefore, while the sharcholders have a multi-faceted
interest inthe welfare of the company, the debentureholders have a very limited
‘intérest’ (llmlted to receiving interest on time) in the company.

2) A shareholder enjoys the rights of proprietorship of a company whereasa
debemureholder can.enjoy the rights of a lender only

3) A sharcholdcr hasaright of control over the workmg of the company by attending
and voting in the general meeting. They are able to decisively influence the
_composition of Board of Directors and other senior management positions. The
debcntureholdcrs do net have any vaung right, and therefore, they are unable to-
exercise any such influence.

4) A shareholder is entitled to receive dividend when there aré profits. The rate of
dividend varies from year to year depending upon the amount of profit. On the
‘other hand, the debentureholders are ent't'ed to interest at a fixed rate which the

. company must pay whether or not there are profits: .
5) A debenturcholder gets a fixed rate of interest per annum payablc on fixed dates'
. whereas a shareholder getsa dividend farhigher if the company carns good profits.
6) In respccl ofshares 'dividend i$ payable only when the prorosal to pay dividend is

- passed by the shareholders at the annual general meeting of the company. Thereis
no-need of such approval i in the case of payment of interest on debentures.

) Dividend on shares is not a charge against profit. Interest on debentures, on the
other hand, is a charge against profits and is deducted from profits for the purpose .
of calculating tax liability.

8) A shareholder has a claim on the accumulated profits of the cofnpany and is
normally rewarded with bonus shares whereas a dehentureholder has no such-
claims whatsoever after he has been paid the interest amount.

9) Shareholders cannot be paid back (except in case of redeemable prefercnce shares)

s0 long as lhe'company is a going concern. Debentures are normally issued for a
specified period after which they are repaid.- -

10) A company cannot purchase its own shares from the market whereas it can
purchase its own debentures and cancel them or re-issue them.

1 1) In the event on:ndmg up. sharcholders cannot claim payment unless all outside

" creditors have been paid in‘full. Debenturcholders beipg securcd creditors get
- priority in payment over the sharcholders.

O L s ouv Propesss B
Lhowr g udroentase?
...........................................
2 L e bearsy debenmare?
Ll
T
:.'.' ...... iat are converthio debantares?
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B Fill in the blanks:

i) Adebenture is the e capital of the company.
i) A shareholder is e - rovedseeer o of the company and
! debentufeholderis «eoreeeeeeeenenns B R LLLIELIITLE of the company.
iii) Convertible debenture are converted into ...........

- iv) Debenturchalders «o--- STTEERRRRR S, vote at the meetings of the company.

v) Asregards return of principal, debenturbs will have @ »-o-eeeremmmzrerrerremeree

“claim as compared toshares.
vi) Debentures usuilly have a - S I on (he assets
of the company. ) T
5) State whether the following statements ar¢ True or False.
i) Arcgistered dr;'bﬁznture istregarded as a negotiable instrument.
i) A dcbcnlurehc;]dcr has the right to vote in the meetings of the company.
iy A del;’én;urcho]dcr is usually a secured creditor of the company.
iv) Redeemed debentures cannot be issted again. ‘
v) A company must maintaina Régistcr_ofdcbcntures.

i) Inaddition to the right of receiving interest af a fixed rate, debentureholders
have atight to share in the profits as well.. :

. vii) Intereston debenturesis payable only when the company has earned profits.

1
"

. -

8.7 PUBLIC DEPOSITS
You have learnt about the two main sources of raising funds by a company i.e. shares
and debentures. Public deposit is another important source of meeting short-term
=apital reqiirements. In order to attract deposits, companies often offered interest ata
high rate and accepted-deposits far beyond their capacities. ‘As a result thercof, many
:ompanies failed to repay the deposits on due dates and some of them even went into
liquidation. In order to protect the interest of depositors and to ensure that the
companies do not indulge in wreckless borrowings, two newSections 58A and 58B were
introduced by the Amendment Act of 1974 Government has now the powers 1¢
regulate the limits, manner and conditions of acceptance of public deposits by

companies. ¥9r this purpose Companies (Acceptance of Deposits) Rules, 1975 have been- '

t

l‘ramed. ' .

8.7.1 Meaning of Deposit - .
According to Explanation to Section 58A of the Companies Act, the term ‘deposit’

means any deposit of money with, and includes any amount borrowed by a company.

Deposit includes all types of deposits — public or. private, It includes inter-company

deposits. . : - )

A number of amounts received by the company are not considered as deposits within

the meaning of this section. The following amounts are not treated as derosits:

1) Anyamount received from the central or a state go'\'ernmcnt or from a local
authority or a foreign government. :

if) Anyamounsraceived asaioan fromany banking company or from State Bank of
Incia or its subsidiaries or from a co-operative bank.

iii}y Anyamount rcceived as a toan from financial institutions such as Industrial
'Finance Corporation of India. Siate Finance Corporalions, Unit Trust of India.
Industrial, Development Bank. Life Insurance Corporation of India, etc.”

y
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iv} Anyamount received by a company from any other company. -

v)  Amounis received by way of security deposits from employees,

vi} _Amounts received as security or as an advance from any purchasing or selling
agent or other agents in course of or for the purpose of business cf the company
or an amount of advance received from customers for supply of goods or for

rendering of any service.

" vii) Amounts reccived by way of subseriptions to any shares,stock or debentures

pending their atlotment.

viii} Amounts received in trust or any amount in transit.

8.7.2 Deposits and Loan

Some people say that deposits arc nothing but a kir

Whether a particutar transaciionisa Ceposit orloan
parties and all the circumsiances of the case. Deposi

real point of distinction is when the repayment is to be made. A loan js repayable the

mirute itisincurred. But thisis not so wita a deposit
matuzity date fixed therefore or according to the te

Mol

8.7.3 Deposits and Debentures

-

v FTROTTVYT T
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id of loan, but this is not true. —
«weshould see the intention of the
tandloan, both are repayaSle. The

. Deposits are repayable upon the
rms of the agreement, In simple

s unlike aloan, there isno immediate obligation to repay int the case of a deposil.

Some persons put deposits and debentures in the same category because the elemen: of
indebtedness is common. But-it is not true, deposits are repayable afler the expiry of’
six months but not Jater than thirty six months from the date of acceptance or renewal
of such deposits. Thus, the period of deposit is restricled while there is no such limit in
casc of debentures, Then, unlike debentures, deposits are not transferable.

8.7.4 Rules regarding Acceptance of Depasits - -

by the Reserve Bank of India. As per the new Sectio

“deposits by non-banking and non-financial compan

" The acceptance of deposit$by non-banking and non-financial companies are contrclied

n 58A the control on acceptance of
ies has been shifted to the cential

government. The central government has delegated its powers and functions in this
regard to the Company Law Board (CLB}). The rules regarding acceplance of deposits

by a company are as follows: .

1} A company desirous of ra-ising funds through p

ublic deposits has to give a public

advertisement n the newspapers showing therein the financial position,

management structure and other specified part

iculars of the company. The

advertisement should also give bric{ particulars of the latest audited balance sheer
of the company and rhe proposed vtilisztion of the money to be received as deposit,

The company isrequired to deivera copy oi this advertisement to the Registrar of

Companies. In case a company docs not want t
a staiement in licu of such advertisement shoul

o give a public advertisement then
d be filed with the Registrar.

2) The company should provide to 1 prospective depositor a form for making an
application for deposit. This form should contain a declaration, 1o be signed by the

cepositar, to the effect that this deposit is 7.6t be
aim by borrowing or by accepting deposits.

cach deposit containing the information such as
of depositor, amount of deposit, rate of interes

ingmade out of funds acquired by

: Thecompanyis required 10 furnish to each of the depositors z receipt in respect of

date of deposit. name and address
tand the date of repayment,

4) A company can accept deposits for a period which will not be less than sin manths
and more than thirty six months. A finance company can accept Jeposits lorn

period of sixty months.

A company may accept short-lerm denosits Te,

eyable not earlier than three months

but not later than six months subject to thv., folk. ving two condilions:

a} The funds are needed o mect short-(~ m rq

b} The amount of such short-term depo.1s doe
up capital and free reserves,

virament, and

S notexceeed ten per cent of the piticl-

B B bt



However, in no casc, a company shall accept deposits repayable before three
months.

5} A company cannot accept or renew deposits payable on demand.

5) A company canaccept deposits upto 25% of the aggregate of its paid-up capital and
' free reserves. Inaddition, it can also raise upto 10% of the paid-up capital and free
reserves in the form of any deposit against an unsecured debenture or {from its
sharcholders or any deposit guaranteed by the Directors of the company.

A finance company is allowed to raise deposits upto ten times the amount of its
capital and free reserves.

Paid-up Capital for this purpose will include both preference and equity capital.

7} No government company shall accept any deposits in excess of thirty-five per cent
of its paid-up capital and free reserves.

}) No company shall invite or accept or renew-any depnsus in any {orm, on a rate of
mterest exceeding fourtesn per cent per annem (w.e.f. 1.4.87).

) Every deposit accepted by a company, shal! unless renewsd, be repaid in
accordance with the terms and conditions of such deposit. Where any deposit is
accepted by acompany in contravention of ihe provisions ofthe Actor Rules made
by the Central Government, the deposit must be refunded within thirty days from
the date of acceptance of such deposit. This pericd of 30 days may be extended by
the Central Government by another period bui not exceeding 30 days.

.U} 1f a company fails to make repayment of a deposit in accordance with the above
provisions, the company shall be punishable with a fine which shalt not be Jess than
twice the amount not repaid and the conrt shall pay the amount of deposit
remaining unpaid to the depositor out ¢ the amount of {ine realised. In addition,
every officer of the company who is in default shalt be punishable with
imprisonment for a term which may extend 1o five years and shall also be liable to
fine.

1) Wkere a company accepts or invites any deposit in excess of the limits prescribed
or in contravention of the provisions of Section 58 A(2) the panishment shall be:

a) where the contravertionrelates to the acceptance of deposit, the amount of fine -

shall net br iess ‘5an the amount of the deposit sc accepted.

b) where the contraventicn relates to the invitation of any deposit, the company -
" shall be punishable with fine which may ex[cnd to Rs. 1lakh, but which shalinot
be less than Rs. 5,000.

In both these cases of acceptance or invitation of deposit in contravention, cvery
officer of the company who is in default shall be punishable with imprisonment for
a term which may extend 1o five years and shall also be liable to fine.

2) Everycompany accepling deposics is required Lo maintain one or more registeres of
deposits containing al! the required informaticn and sheuld be praserved in goad
order for a period of not less than eight calendar years from the finarsial vear in
which the last entry is made in the register.

3) Every company accepting deposits shall also file Returns of Deposits as on 31st
March every year before 30th June every year with the Registrar of companies and
the Reserve Bank of India.

ection 58A has been smended by the Companies (Amendment) Act, 1988 to provide
wtin the event of the failure of a compary to repay any deposit or part thereof in
ccordance with the terms and conditions of such deposir, the Company Law Beard
1ay either anits own rootion or on the application of the depositor. direct th= sompany
> make repayment of such deposit forthwith or within such time and subject 1o such
onditions as may be specified in the order, However, before mak:ng any order the
"LB shall give a reasonable appoftunity of being heard (o the company and (o other
rsens .nln.rcsn,d in the matter.

Yhacver fails to comply with any order made by CLB shali be punishubie with
mprisonment which may extend (o three years ind shall 2lso be linole to a finz of not
as than Rs. S0 for every day during which such non- cumplumc:. continues,

Sher: end Loan Cupliat
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ICheck'YounProgress C _ : -

1) What is meant by deposits?

2) List four items which are not considered as deposits? L
.......................................................................................................... g;
|
i
3) Give the time limit for which deposits can he accepted? i
4) Fill in the blanks?
i) Rules rzlating to acceptance of dgposi!';s have been laid down in Section ...
of the Corzpanies Act.
i} A company can 2CCEPL UPLD .o ireeniiiirirmn of the sum total of its .
paid-up capital and free reserves from public as deposils. ' :
i) A finance compauny CAN FRISC UPIO  cvvvrereerearaerrieaeeiinn FETTTRR N _the sum |
of its paid-up capital and frec reserves as deposits. d
iv} ~The muximum period for which a non-{finance company cun accepl deposit is .0
et ————s P R TRRTTS maonths. f
v) Acompany ... PO accept or renew deposits

payable on demand.

8.8 LET USSUM UP

Capital usually means the amounit of money with which the business of 2 compuny is
started. The meémorandum of association of the company contans the capital clause
which provides the amount with which the company 1s going to be registered. this is
Known as the authorised or registered apitl of the company. Issued capital is the

' ~ amount which 1s actually issued and altorted to the public.

The share capitat of a company is divided into shares of different types. A company can
issue only two types of shares — Preference and Equity. Equity shareholders are the real
owners of the company but they don’t have any preferential right as to dividends orto |
the repayment of capital. They are entitled to receive dividend only after the payment
to the preference sharcholders. Equity sharehoiders have a right to stiend and vote at
the meetings of the company, On the other hand preference shareholders have two
preferential rights— (i) right to receive dividend at a fixed rate and (ii) right to the return
of capital in the event of winding up of the company. Preference shares may again be
of several types such as cumulative and non-cumulative. participating and non-
participating, redeemable and irredeemable, convertible and non-convertible.

A company can also borrowimoney by issuirig debentures. Debenture isan
acknowledgement of debt by the company. Debentureholders are entitled to receive




‘interest at a fixed rate irrespective of the fuct whether there are profits or not.
. Debeniures are generally secured. They may be convertible or non-convertible.

A company can also raise funds by accepting deposits from the public. But there are
certain restrictions regarding the maximum amouni of deposits by-a company. The
deposits are accepted for a minimum period of six months and a maximumi period of 36

- months. The rate of interest payable on deposits is prescribed by the Company Law
Board, at present the rate of interest is 14%, The Government has laid down rules
regarding the acceptance of deposits from public and strict compliance is cxpeéte_d
failing which penazities shall be imposed.- : ' -

8.9 KEY WORDS

Share; A unit into which the capital of the c_ompany.is d'i\_u;ided.l ,
Issued Capital: The ameuat of capital that is issued by a company to public,

) Prqfei‘éncc Shares: Shares which carry preferential rights with reference to dividend
and the repayment of capital in the event of winding up of the company.

Srack: Aggregate ot [ly paid-up shares of a member.

Reserve Capital: That part of uncalled capital which can-bé called up only in the event
‘of winding up of the company. S

Debentures: A document acknowledging a debt >y a company.
Rearer Debentures: Debentures which are transferac’c by delivgl‘y-only.'
Naked Debentures: Debentures which 2r2 not secured by any mortgage of asset.

Secured Debentures: Debentures which are secured by the mortgage of some assets of _

the company.

Convertible Debentures: Debentures that are 1-lly or partly convertible into equity
- shares of the company. :

R_ede'erhable Debentures: Debentures which are repayable after the stipulated pcrjdd.
Deposit: Anydeposit of money with, and includes any amount borrowed by a company..

'8.10° ANSWERS TO CHECK YOUR PROGRESS.

A6 Da H) e i) a iv) be v) b

7)., 1) False i) True iii) False iv) False
" v) False vi) True . vii) True viit) False
B 4) 1) loan ii) owner, creditor ii) shares
iv) - camnot 'v¥) prior vi) charge
5) i) False ii) False iii) True iv} False
v) True vi) False vii) False
C 4) i) 58A i) 25p.c. ili} ten times
iv)  thirty six v) cannot,

8.11 TERMINAL QUESTIONS

1) What is mcant by ‘Registered Caiaital‘?_ What are the two kinds of share capital?
2) What is a reserved capital? Can a charge by created on reserve capital? _
3) -WI"lat do you mean by the le;‘m ‘Share’? Distinguisi. ~twen ‘Share’ and ‘Stock’.
4) Enumerate the provisions for redemption of preference shares.

‘Shmlndlmnc'lp.'w .
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5) Distinguish between shares and debentures. ' -

6) State the manner, limits and conditions subject t0 which a company may accept
sublic deposits.

7) What are the consequences if a company contravenes any of the provisions of the
Companies (Accepiance of Deposit) Rules, 1975.

Nete: These guestions will help you to understand the unit better. Try to write

answers for them, But do not submit your answer to the University. These
are for your practice only. T
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UNIT9 ALLOTMENT OF SHARES

Structure

9.0 Objectives
9.1 Introductin-
9.2 Allotment of Shares.

9.2.1 ™otice of Allotment .
9.2.7 Pules Regarding Allotment of Shares
:9.2.2  P-scedure of Allotment
S 9.4 Rﬂum as to Allatment

9.3 Irregular Allotment ard its Conscquenccs

9.4 ' Issue of Shares at a Discount

9.5 Issue of Shares at a Premium
©.¢  Share Certificate

9.6.1 Issue of Share Cenrtificates
9.6.2 Elfgcts ol'a Shace Certificate
9.6.3 Duplitate Share Certificate

9.7  Share Warrant

9.7.1 Rulesregarding Share Warrants -
9.7.2 " Distinction Betwezn a Share Crrtificate and a Share Warrant

9.8 CE:iIls on Shares

2.8.1 Essr'ma.s of a Valid Call
©.8.2 -nyn-cnt of Calls in Advance

9.9  Ferfeiture of Shares o :
9.10 Re-issue of Forfeited Shares - )
®.11  Surrender of Shares
912  Let Us Sum Up
2.13 Key Words
9.14  Answers to Check Your Progrcss
2.15 Terminal Questions

9.0 - OBJECTIVES

After studying this unit, you should be able to: .

>

» explain the mearing of aligtment of shares

describe the ruies relating to allotment of shares
explain the consequences of irregular allotment . _

list the circumstances under wkich the shares can beissued 2t a dlqcount and ata
premium . -

explain the meaning of a share certificate and a share warrant, and distinguish
between the iwo

explain the essentials of a valid call

@ describe the cireumsrarices under which the shares can be forfeited and reissued

explain the rules for the surrender of si.ares.

9.1 INTRCDUCTION

Tn Unit§ you learntabout the varicus kinds of shares and debentures that can be issued 21
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by a company. The Companies Act has laid down dclall(‘.‘d procedurc for the issuc and
allotment of shares which a company has to follow. In this unit you will learn about suchr
procedure including the detailed rules relating to the allotment of shares. In‘addition,
you will study the consequences of irregular allotment, the rulesrelating to the issue of
shares at a premium or at a dlscount and the procedure for the forfeiture and reissue
of fotfelted shares.

9.2 -ALLOTMENT OF SHARES

You know that a public limited company invites subsc;iplions from the public and for
this purpose a prospectus is issued. In response to this invitation, the prospective
investors offcr to buy shares by submitting the prescribed application form, If the
app.lcaUOn is accepted by thé company, it proceeds to allot him the shares. With the
issue of the'letter of allotment, the offer stands accepted thereby giving rise to a legally
binding contract between the company and the shareholder. Thus, an allotment is the
accepiance by the company of the offer to purchasc shares, .

The term ‘Allotment’ has nowhere been defined in the Companies Act. It may be said
that allotment is an appropria(ion by the Board of directors ~f a certain *umber of
shares to a specified person in response to his application. In other words, allotment
means the appropriation out of the previously unappropriated capital ofa comphny, of
-, certain number of shares to a person.

9.2.1 Notice of Allotment -

An allotment is the acceptance of an offer 1o take shares by an applicant, and like any
other acceptance, it inust be communicated. There can be no binding contract unless
the acceptince of the offer is properly communicated. Thus, notice of allotment must
be given to the allottee. If the letier of altotment is properly posted i.e., it is correctly
addressed and stamped, a contract will arise even if the letter of allotment is delayed or
lost in the course of transit. In this letier of allotment, besides other details of the
number of shares applicd for, the number of shares allotted etc., the allottee is asked
to pay the money due on allotment to the company’s bankers w:thm a specified time
unless there is partial atlotment and the aliotment money is appropriated-out of the
excess application mongey.

-

9.2.2 Rules regarding Allotment of Shares _
The rules regarding alloument of shares can be discussed under the two broad headings
—{a) general ru!cs and (b) the legal rules.

General Rules -

You know that the allotment is the acceptance of an offer to purchase certain number
of shares. Therefore, the general rules relating to valid acceptance of an offer must be
followed. The general rules regarding allotment of shares are as follows:

1) The allotment must be made by prop=r-authority: It is the duty of the, Board of

dirccl'o_rs 10 allot the shares. However, the Board may delegate this authority to
* some other person or persons as per the provisions of the articles of association.
» Allotment of Shares made by an improper authority will make it void.

it) The atlotinent should be made within a reasonable time: The offer to purchase
shares Of the company must be acccplcd within a reasonable time otherwise the
applicants may refuse to take shares because after a reasonable time the offer
lapses. What is the ‘reasonable time' is a question of fact i each case.

1it) It must be'communicated: The allotment of shares should be communicated to the
. dpplicants. Posting of a properly addressed end stamped letter of allotment will be
taken as avalid communication. Evenifthisletter of allotment is delayed or lostin
transit, the allottee will be liable. ‘G’ apptlied for certain shares in a company. The
letter of altotment was despatched to him but it never reached. It was held that ‘G’
was liable as a shareholdéer (Household Fire Insurance Co. Lid. v. Grant).

e



|v) Itmuslbcabsoluteanduncondmonal The allotmcm of shares must conformto: he
terms and conditions of the application. If the allotment is not according to the
- terms and conditions, the applicant may refuse to accept the shares ever though
allotment has been made to him. If the conditions are not fulfilled, the applicant.
- must re]ect the shares promptly. His silence or acceptance will debar him from this

. right.

Legal Rules .
“You should note that so far as the private companies are concemcd the Act does not
lay down any restrictions as to the allotment of shares. But the Act has Jaid down certain
restncnons regarding the allotmcnt of shares by pubhc companies.

When no publ,u: offer is made: Where a public company does not offer its shares to the
public but arranges the capital privately, the company cannot proceed with the
allotment unless it files with the Registrar of Companies at least three days before the
first allotment, a statement in lieu of prospectus. If the allotment is made in
contravention to this provision, it will be termed as ‘irregular allotment’ and it shall be
voidable at the option of the allottee. In addition to this, every officer of the company,
who is a party to such allotment shal[ be punishable with fine which may extent to

Rs. 1,000. B
When an Offer is made to the Public: Where a company offers to'shares to the public: ‘

i) a prospectus must be 1ssued and a copy of the same should be filed with the
Registrar. You should note that the company cannot allot the shares immediately
after issuing the prospectus. No allotment can be made until the beginning of the
fifth day from the date of issue of prospectus. The fifth day is to be counted from
- the date of issue of prospectus was published or was otherwise notified to the
public. The beginning of the fifth day is known as ‘the time of the opening of the
subscription lists’. The object of this provisionisto enable the public to go through
the prospectus and 1o decide whetherto apply for the shares. The Companies Act,
however, does not specifically provide for the time of closing the subseription list.
It means that the company may keep the subscription list open for any length of
time it wants. According to stock exchange regulations where the shares are listed
on any stock exchange, the subscription list must be kept open for at least three
days. In such cases, the prospectus usually mentions the time of closing of the
subscription lists. .

ii) Minimum subscriplion: No com;iany can'.proceed to atlot shares to the public until
the minimum subscription (which is 90%-the issue amount) has been subscribed,
and the sum payable on applications for it has been received by the company in
cash. If the company does not receive the minimum subscription 0f90% of the issuc
amourtt, the entire subscription will be refunded to the applicants within 90 days
from the date of closure of the issve. If there is a delay in refund of such amount by -

. Inore than ten days, the company is liable to pay interest at the rate of 15_% per -
3 annum for the dclaycd period. : -

1u) Application money: It is the amount which is payab]e on each share a]ongwuh the
application for purchase of shares. The amount payable on application on each *
- share shall not be less than 5 per cent of the nominal amount of the share.

iv)' Application m&ney 1o be deposited in a scheduled bank: All the mon‘cy received
from applicants must be deposited in a scheduled bank and it shall remain there
until the cenificdte 1o commence business is received.

v) Allotment of shares to dealt in on stock exchange. According to Section 73(1) of
the Companics Act, cvery company intending to offer shares to the public for
subscription by the issue of a prospectus shall, before such issue, make an.
application to enc or mare recognised stock exchanges for pcrrmssmn for the shares
to be dealt with in the stock exchange. Thus, now it is made compulsory that the
sharcg must bz listed on a recognised exchange. The prospectus must state the name
of the stock exchange or cach of such exchanges where the application hzs been
made. H'the permission has not been granted before the expiry of ten weeks from
the date of closing of the subscription lists, the company must immediately repay.
‘the money received [rom the applicants. If it is not repaid within eight days, the
drrcctors shallbeliable torepay it wllh interest at such rate, which shall not be less

“Allotraent of Shares
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than four per cent and more than fifteen per cent per annumi, However a dirzczor

may escape hablllty if he cam prove that there was no negligence or mlsconduct on
his patt. e

Subsequent allotment of stiares: The rules regarding the subsequent allotment of
.shares are the same as discussed abr ve except the rule regarding minimum
" subscription. :

9.2.3 Pr;ocedure of Allotment

When the company receives from bankers all the share applications, a share application
listis prepared. You should remember that only the names of such applicants should be
recorded who have paid the application money because an application without
application money is void. The directors will see that ali the legal rules regarding
allotment have been complied with, then they will proceed with the allotnent of shares.
If the issue has been just fully subscribed, then there is o problem in allotment, the
directors can allot to each apphcam the number of shares asked for.

But the real difficulty arises in case of over-subscription. An issue is said to be over-
subscribed if the number of shares applied for is greater than the number of shares
avaiiable for allotment. In case of over-subscription, the applicants will Fave to be
allott=d less number of shares than applied for, it is known as. partial allotment. A
schemec of basis of allotr.ient Is framed in consullalwn with the stock exchanpe where the
shares are to beilsted. i its guidelines the Governmenthas emphasised that the scheme
of allotmenit should be framed in sucl a manner that the interests of genuine sinall

- -investor are promoted and the widest dispersal of the sharenolding takes place. Inorder

1o ensure that no one corners a major portion of the shares avallable the multiple
application from the same person have been prohibited.

i
e -

In case of over-subscription, the shares are allotted either by draw of lots {lottery); or . :

on pro-raia basis i.e. by alloting sharcs to each applicarit in the proportion to the
number of shares applied for. In order to ensure that an applicant may not refuse to
accept asmaller number than applied for, the application form usually contain a clause

-saying "“I/We agree to accept such shares orany smaller number thai may be allotted to

mefus.

According to the latest puidelines 1ssued by the Controlfer of Capital Issues, the casé of
equity shares, the companies are allowed, at their option, 10 retain over-subscribed
equity to thie extent of 15 per cent of the amount for which consent of the CCI has bcen
sought.

You should remember that when lesser number of shares are allottzd 10 an applicant,
the excess application on money is not refunded 1o him but it is transferred to his
allotment amount and adjusted agalnst the ailotment money due frag:him,

In case of uuder-subscnpuon the Board of directors has only to ensure that the
minimum subscription has becn received, then they can proceed with the allotment
work. When the Board of directors pass a resolution confirming the allotment and, if
for some reason, no shares are allotied to an applicant, then a letter of regret is sent to
him alongwith a crossed cheque for the refund of the share application money.

9.2.4 Return as to Aliotment

" You learnt the rules and the procedure of allotment of shures. Section 75 of the

Companies Act provides thal when a company Laving a share capital makes any

“allotment of its shares, the company must within 30 days ot the ailotment, filc with the

Registrar a report known as “return as to allotment”. The return murt contain
patticulars relating to the number and nominal amount of shares alletted, the names,
addresses and occupation of the allottecs and the amount duc or paid on atlotment.

Where shares are altotied for consideration other than cash, the company will produce
for the inspection of the Registrar, a contract in writing constituting centract ofzaleor
for services for which the shares are being allotted.

Where shares are issued at a discourt, a copy of the resolution pass~d by the company

authonsmg such issuc togetiter with the order of the Company Law Board sanctioning -

——————— - --



" the issue shall also be filed with the Registrar.

In the case of bonus shares, the return must state the number and nominal amount of
such shares and names, addresses and occupations of the allottees and a copy of the
resolutmn aulhorlsmg the issue of such shares. .

A company is not required to file a return of allotment when forfeited share are
reissued, because it does not amount to allotment, it is simply a resale of shares. -

9.3 IRREGULAR ALLOTMENT < NDITS
CONSEQUENCES

An allotment of shares shall be termed irregular, . made without fuifilling the

conditions precedent to a regular allotment. The allotment of shares is irregular in the.

following cases: _
1) Where an allotment is made without receiving the minimum subscription.

2) Where an allotment is made without receiving atleast five per cent of the nominal'
-value of shares as applicalion money.

3) Wierc an allotment is made without deposumg the application money in &
scheduled bank..

4) In the case of acompany which does not invite public to subscribe ils sharzs, f the
allotment is made without flling with the Registrar the ‘Statement in lieu of
prospectus’ al least three days before the first allotment of shares.

' " aereihe company fzils to apply for listing of its shares in one or more recognised
stock exchanges before the tenth day after the first issue of prospectus or where such
permission has been applied for before that day but the permission has not been
granied by the stock exchange before the explry of ten weeks from the date of the
closing of the subscription list.

6) Where the allotment is made bcfore the. exp'ry ofthe flflh day afler the date of issue
of the prospectus.

Consequences: The consequences of an irregular allotment are as t‘qllows:

i} Voidable at the option of the allottee; In the first four cases discussed above the
allotmentis voidable at the option of the allottee, But this right should be exercised by
the allottee within two months after the holding of the statutory meeting by the’
company or where the company is not required to hold a statutory mecting or where
the allotment is made after. the holding of the statutory meeting. within two inonths
after the date of allotment. It is not necessary that the allottee must commence legal
proceedings within the said period, what is required is that he must give a notice to the
company of his intention to avoid the altotment. The option to avoid the 2llotment can
be exercised even after the company l‘as gone into Ilquxdauon and is in the course of
liquidation.

it) Fine: Where time limit regarding the opening of the subscription lisi is not
observed, the allotment remains vatid buzi the company and every officer who is in
default are liabf= to a fine upto Rs. 5,000 each.

iii) Allotment is void: In the fifth case discussed above if the apphcahon for ]|st1ng of
shares has rot.been made or such a request for permission of shares to he dealt in
the stock exchange has not been granted within the prescribed time, the allotment
shall Le void. I this case the money must be returned within eight days, failing
which the direciars are lizble 1o pay it with | interest at such rate which shall not be
less than 4 per ~2nt and notinore than 15 per cent as may be prescribed. having
regard tc the le gth of the period of delay in making repayment,

iv) Direcior’sliability: Bhe directors of-the company who are responsible for irregular
allotment, are liable to compensate the company and the allottee for any loss,
damages or cost suffered orincurred by them. However, the action to recover such
loss or damage or cost must be started within two years of allotmeni.

4
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9.4 ISSUE OF SHARES AT A DISCOUNT

You have learnt that the share capital of a company is divided into shares of fixed face
value. A compahy. may issue shares at a price less than the face value of the share. In
that case, it i§ termed as 'issue of shares at a discount’. For example, if ashare of Rs. 10
is issued at Rs. 9 per share, it means that the share is issucd ata discount of Re. 1,
Generally, the issue of shares at adiscount is discouraged and that iswhy the Companies

-Act has'imposed strict restrictions on the issue of shares at a disgount.

Section 79 of the Companies Act provides that a company may issue shares at a
discount, if the following conditions are satisfied:

1) Tke "ares offered at a discounit must be ofa class a!ready issuedi.e., the first issue
cannet be at a discount.

: 2) At least oné year must have-elapsed since thé company became entitled to

.commence issue. Tt means tha' m the first year of its werking, shares cannot be
lssued ata discount.

3) Thei issiie must be authotised by an ordinary resolution passed in the general -reelmg
of the company and this must be conflirmed by the Company Law Board.-

. 4) The resolution-must specify lhc maximum rate of discount which in no case shatl

-éxceed 10%: However, a higher rate of discount may be allowed if the Company
.. Law Board agrees to a higher rate.
5) ‘The shiares must be issued within two months after receiving the sanction of the
. Company Law Board or within such extended time as the Company Law Board may
allow, :

. 6) Every prospectus shall contain particulars of the discount allowed on the issue of

sha:cs or somuch of that discount as ha.s not been written off on the date oflssue of
. the prospectus.

Wht_:re the shares areiissued at a dliscount in contravention of the above provisions, the

- cornpany and every officer of the company responsible for the contravention are liable .

to & fine up to Rs. 50, Further, the allottees of such shares who allow themselves,to be

_Te; rcglslered WJhﬂLb&reamrsd to: pay. the full value of then‘ shares

| 5.5 _ISSU.E‘OF SHARES ATA PREMIUM '

..There can be cases when the company may issue shares at a price higher than the face
- value ofithe shares. This is termed as issuing the shares at a premium. For cxample
whena share of Rs. 10 each is issued at Rs. 12 pershare, it is anissue at a premium, the
_amount ofpremlum being Rs. 2 per share..There is no restriction on the jssue of shares .
-ata prermurn ifthe company’s reputation is good then it can sell shares at a premium.

{ Though the Companies Act does not provnde for any conditions for the issue of shares at

" prelmum, it reg-ulales the disbursement of the amount collected as premium.

“The prcmmrn amount cannot be treated as profits and as such it cannot be used for
- paying dividends. The premium amount must be transferred to a separate amount

known as ‘Share Premium Account’. Where the shates are issued at-a premium for
consideration other than cash, an amount equal to the amount of premium must be

' transferred to, ‘Share Premium Account’.

The amount of ‘Share Premium Account’ can be used only for the purzoses specified

“under Section 78 of the Act. These purposcs are:

1) issue of fully paid bonus shares to the mcmbers of the Corapany.
11) writing off the prellmmary expenses of the company.

{ii} writing off the expenses, commission paid or discount allowcd on (e |ssue of the
shares of the company.

iv) to provide for the premium payable on the redemption of prefere"ce sh?rcs or
»debentures of the company. - ) a
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The balancc shcct of the company must dlsclose the amount of share premlum and-if"
it has been disposed of, partlyor wholly, it must also disclose the manner in which it has
been disposed of. The share premium amount should not be trcated asfree rescrves as
n isin the rature of the cap:tal reserve.

]
Check Your Pregress A

1) What is meant by allotment of shares?

3) List four important conditions which must be sausf'ed before a company can
proceed to allot the shares. .

i)’ The allotment of shares in a company must be made by a resolution of

i) The amount payable on application on each share must not be less than ...
......................... ervrienneeeeee... percent of the nominat value of share.

-1il) 1f.a company does not receive ...................... e ——— per cent of the
issuc amount, it cannot allot ths shares.

vi) Ifthe comp.im docs not receive the amount of minimum subscription within
............................................ ..-...: days from the date of closure of issue,

V) A cc.-mpdny can issue shares at a discount wnh the sanction of

\}i) Reissue of forfeited shares
allotmenttlshares.

'vii) The date of opening ofthc_subscribtién list means the beginning of the ........
......... freresssses i . from the day of the issue of prospectus.

Alloiment of-Shares

-27



wdm

The share certificate may be'in any form/ but a valid share certificate must have the |

: i} Name of the company; if) Name and address of the shareholder; iii) Number of shares

_Every person whose name is entered asa member in the Register of members is entitled

8) Srate whether the foliowing statements are true or faise.
i) Acompany can allot shares immediately after the issue of prospectus.

if) A company cannotallot shares unless the minimum subscription has becn.
subscribed. . . :
iii_) When an issue is over-subscribed, the directors may alot all the shares applicd
. for. . ' ' ' :
iv) -A company cannot issue shares [or consideration other than cash.

v) A company can issue shares at a discount within six months of the date on which
it beea . entitied to commence business.

vi) Thes~ . norestrictionsontheissue of sharesata premium.
vii) Div  -.ican be paid ovt of the share premium amount

viii) Anirrcgular allotment is void.

9.6 SHARE CERTIFICATE

A share certificate is a certificate issued by the company under its common seal

"specifiing the shares held by any member and the amount paid on each share. A share

certifica‘s is an evidence of title of the ailottee or transferee to the shares. Itis a

declaration that the person in whose name the certificate is made out and to whom itis |
givén, is asiareholder in the company. However, it shoutd be remembered thatitisnot ~
a negotiable instrument. - ~ -

following contents:

held by him; iv) Distinctive number of shares; v) Amount paid on each share; vi) Date
of issue; vii) Share certificate number; viil) Stamp; ix) Signatuzes of two directors and

the Secrelary.
i

- iy

to receive one share certificate for all his share without payment. A share certificate is
considered to the prima facie evidence of the title of the member to the shares

~mentioned in the certificate.

' 9.6.1  Issue of Share Certificates - :

The Companies Act has laid down time limits within which the share certificate must be
delivered. According to Section 113 of the Act, every company must deliver within

‘three months of the date of allotment and within twe months after the date of

registration of transfer, a share certificate to the allottee or transferee of shares.
However, in appropriate cases the Company Law Board may extend this period uptoa
further period of nine months. .

'If default is made in complying with these provisions, the company and every officer of

" the company who is in default, shall be liable to fine upto Rs. 500 for every day duning.

which the default continues.

" If a company makes default inissuing the share certificate, the member can file a -

complaint with the Company Law Board. The CLB will then issue a notice to the
company to make good the default. If the default is not made good within ten days of
the service of the notice, the CLB may make an order directing the company and any
officer of the company to make good the default within such time as may be specified
in the orger. ' -

9.6.2 Effects of a Share Certificate -' -

You have learnt that share certificate is prima {acie evidence of the title of the member
to the shares specified therein. Following are the effects of a share certificate:




-
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i) Evideuce of tlle: Wher the share certificate is issued, the company is estoppr d froin- AVotment of Shares

denying the title of the person to the shares whose name is mentior;ed inthe
‘certificate, provided that person has acquired the shares in good faith aqd under a
;genuine transfer for value. However, it is not a conclusive proof of the title of the
. holder. If a person has obtained some shares on the basis of a forged transfer, the
-campany can refuse to register the transfer of shares: You should remember that
shaie certificate is only an evidence of title and is n6t a document of title. It is nota
,.nego* able insttument which can be transferred by mere delivery of the certificate, .

i) Fe!~ el as to payment: You know that the share certificate states the amount paid
on.'em. A company is estopped from stating that thcar‘nount statf_:d ashaving been
paid onthe shares has not been paid. For ey riple, if the share certificate states that

_ th= %}l am&unt on the shares has been puid, “.en the company is prevented from
.37 "ing that the shares are not fully paid,

-9.6 3 Duplicate Share Certificate

A certificate may be renewed or a duplicate of a certificate may be issued if such a
certificate !

L

'a) is proved to have been destroyed or lost;.or
'b} having been defaced, mutilated or torn, is surrendered to the Company.

.The fact of being a duplicate share certificate must be mentioned on the certificate. The .
company may charge a fee not excecding Rs. 2 per certificate while issuing a duplicate
one.

Ifacompany renews a share certificate or issues a duplicate one with intent to defraud,
then the company shall be punishable with fine which may extend to'Rs. 10,000 and |
every officer of the company who is in default shall be punishable with imprisonment
foraterm upto six months or with fine upto Rs. 10,000 or with both..

. - | - -

9.7 SHARE WARRANT

A share warrant is a bearer document of title to the specified shares. A share warrant
is a document jssued under the common seal of the company stating that the beareris
enlitlcd_ to the specified number of shares, Since it is a bearer document, it can be
transferred by mere delivery. Thus, the holder of a share warrant is entitled to the
shares specified therein.

9.7.1 Rules i‘egarding Share Warrants

A public company limited by shares may issue share warrarits under its common seal in

1he following circumstances: o

a) ifitis authorised by its articles:

b) shares arc fuly puid-up; and. :

¢} previous approval of the Central Government is obtained. S

Fromthe above it should be clear 1o you thatshare warrants can be issued only by public
companies inrespect of fully paid shares. It isa substitute for the share certilicate,”

When ashare warrant isissued, the company strikes oul the name of the member from
the register of members of the company and makes a note about the issuc of a share
warrant. The date of issuc of share warrant is also recorded,

The holder of the share warrant, whenever he desites, can surrenderit 1o the company
for cancellation. Subjec® 5 the articles of the company, the holder is'entitled 1o have
his name recorded as & ~sember in (e register of members by paying such fee ro the

- company as the Board = ! dirccrars af 1he company may from tinie to time determine.

Since'the name ol the shareholder is struck off from the register of members, it shall not
be possible for the company to know a5 to whom the dividends are to be paid.
Therefore, coupons aredttached to a share warrant to provide for the payment of 20
dividends. ‘ : A
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'_'Ordinrrrily, the holder of a share warrant is not considered as a member of the company.

But, if the articles so provide, the bearer of the share warrant could be treaizd as a
member of the company and he can: attend the meetings of the company and cast his
vole therein.

9.7.2. ,Dietinction between a Share Certificate and a Share Warrant

You have learnt about the nature of a share certificate and share warrant. Now you
should be able to distinguish between the two. The drstrnctron between the iwo may be
noted as follows: -

i) A share cerlificate can be issued by private as well as public compames whereas
" share'warrants can be issued only by public companies.

ii) Ashare certificzte is issued in respect ofpartly or fully paid shares, whereas ashare
warrant can be issucd ‘only in respect of fully paid shares.

* i) Theissuingof ashare certificate is a statutorv obligation a-rd rzquires ne aDproval

ofthe Central Government but for the issue cfshare warranis rhe sancuon of the
Central Govemmem must be obtained. .-

iv) The holderof a share certificate is a member of the company. P15z bearer ot’ the
share warrant is ordinarily not considered asa memberofl: .. ompany bécause on
the issue of share warrant, the name of the shareholder is struck off from {he
register of members. However, if the articles so provide, the bearer of the warrant
may be treated as member for the purposes defined in the articles.

v) Theshare certificate can be transferred by executing a transfer'deed and delivering
" the share certificate alongwith it, while share warrants can be transferred by mere
delivery.

vi) Stamp duty is payable on transfer of shares while no stamp duty is pd}'dhlc on
transfer of share warrants.

~ vii} Ashare certificate is not a negotiable instrument, while a share warrant is

considered to.be a negotiable instrument.

LY
Check Y8 Progress B - - :
1} What is a share certificate? ‘ .

~
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-6) Fill in the blanks:
i) Asharecertificaleisa ....occovvrevieiiieniiicanninnns PO PP

ii} Every compan)} shail issue share certificates within  ..................... N
months of the date of allotiment. .t

iii} A share warrant is transferable by -....... OV
iv) Dividends on share warrants is paid by ........ccccevevieereieeeennnns feertie e
v) Sharewarrantscanbeissued oniy by ...l

77) State whether the following statements are true or false. | _
i} Theapprovalof Central Government is necessary for issuing share ceniificate.
il) A sharecertificate may be partly or fully paid.
iii) A share certificate can be transferred by delivery alone.

iv) Ashareholderisentitled to aduplicate share certificate if itis proved that the
original certificate has been lost or destroyed.
" v} Sharewarrantisanegotiableinstrument. _

vi) Share warrantscanrot be issued originally.

vit) The articles must authorise the issue of share warrants.

S

9.8 CALLS ON SHARES

When a company issues shares the applicants are generally nol required to pay the ;u[l
value of the shares in onc instalment.- To start with they are required 1o pay the
application money only. . . . y

The balance amount is to be pald later on. Some amount is payablc at the time of
allotment. It is termed as ‘ailotment money’. The balance amount is called by the . ',

company ininstalments. Each instalment is termed as a *call’. You must remember that

the amount paid on application and allotment are not termed as calls.

A call may be defined as a demand by the company on the shareholders to pay whole
or part of the balance remaining unpaid on cach share, made at any time during the
hfe time of the company.

9.8.1 Essentials of a Valiid Call

- According to Section 36(2) of the Act, the unpaid money on a share is & debt due from
member. Therelore, once a call has been made, the shareholder is under an obligation

10 pay the amount called. But the liability to pay this debt or call will not arise until a
.valid call has been made. The essentials of a valic »all are as follows:

i) Thecall must be made under a resolution of v . Board of directors. The resolution
. must be passed in a properly convened meeu .3 of the directors.

it) The resolution must specify the amount of call, and the time and place of payment
of calls. ‘ o

iii) Call should be made on a unifortn basis, on all shares, falling under the same class
i.e., no differentiation should be made betwecn sharcholders of the same class.

Allotmeat of Shares
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iv) The power to make call is in the nature of trust and therefore, t-e directors must
exercise this power in good faith and for the benefit of the company. The directors
should not make calls for their own benefit, if it is for their own benefit, it shall be
an invalid call. '

v) The cai_! must be raade according to the provisions of the articles of dssociation,
scme of the rules are: '

a) The maximum amount per call shall not be more than 25 per cent of the nominal
value of shares. -

b) There must be at least one month's interval between two calls.
¢) At ieast fourteen days’ notice must be given to each member.
d) The directors have the discretion to revoke or postpone a call.

Ifacallismadc in contravention to the rules mentioned above it is termed as an invalid
call and the sharenolders are not bound to pay it. )

9.8.2 Payment of Calls in Advance

Se 2= 32(1) of the Companiés Ac: empowers the company to receive from
sharenolders the money not yet catled up, It provides that a compa1y may, if so
authorised by its articles, acegpt from any member the whole or a part of the amount

. Femaining wnpaid on any shares held by him, although no partnfthat amount has been

called up.-

However, (he shareolder sBall not be entitled to any extra voting rights in respect of
the money paid in advarce; until the same become payable by a validcall. You must
note that advance calis should be reczived only for the benéfit of the company.

‘According to Scction 93 2 company may, if so authorised by its articies, pay dividends .
in praportion 10 such amcunt. Articles may provide for the payment of interest oncalls - -

inadvance, but it shali not hemore than 6 p.c. per a2nnum unless the company in general
meeting otherwise decides.: Sharcholders who have paid calls in advance arc treated as

-the creditors of the company for the amount of interest due to them. Whereit s decided

Lo pay interest on calis in advance, it may be paid out of capital, if profits arc not
avatlable. Later or, when the company makes the calls, the money received in advance

. is accordingly adjusted and ther: the sharecholders get the necessary voting right in
respect of them, )

9.9 FORFEITURE OF SHARES

You have leamt that the company does ot require the sharcholders to pay the full
amount of shares in ore instalinent. It makes cails on them as and when the money is
needed. If a shareholder fails 1o pay avalid call within the stipulated time, the company
has two options: (I) the company may file a suil for the recovery of the amount, or
(2) the company may forfeit the shares. Tic first optionisa lengthy process. Therefore,
the company generally decides 6 forfeit such shares. o

The term *forfeiture’ means taking them away from the member. It deprives the
shareholder of his property. The shares can be forfeited only if there is a provision to

this effect in the articles of the company. You must note thal shares can be forfeited

only for non-payment of any call or instalment of a call and aot for any othes debt due
from a member. ' '

The following rules are applicablc relating to the forfeiture of shares:

1) The power to forfeit shares must be given in the artictes of the company.,

‘ii} Shares can'he lerfeited only for non payment of calls. A forfeiture on any other

ground s invalid.

iif) The company must serve a proper notice on the defauiting member asking him to
pity the amounl withix a fixed period. failing which the shares shall be forfcited.
The shareholder must be given atleast [ovrieen days notice to pay the amount. The
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nouce must mdlcat... the exactamount to te paid. If thersisa sitght defect in the
notice, the forfeiture will become invalid.

iv) The Board of diréctorg must pass a resolution for the forfeiture of shares.

v) The power for forfeiture must be exercised in good faith and for the benefit of the
company. A forfeiture for the purposc of relieving a friend from l|ab|hty shall be
invalid, .

Effects of i“orfeiture

a) Th= shareholder ceases lo be a member of the company in respect of such shares
He loses all his rights. The money paid on such shares is forfeited. On forfeiture, his -
name is removed from the register of members.

b) The shareholder cannot be sued by the company for unpaid calls, The articles of the
company may, however, make him iiabic for the unpaid calis. Any action must be
taken within three years from the date of forfeiture.

¢} The former shareholdcr'can be placed on the 'B’ iist of contributaries, if the
company is wound up within twelve months of the date of forfeiture.

- d) After forfciture, the shares become the properly of the company and the company
can dispose them of in any manner it likes. Generally, the forfelted shares are
reissued.

If the shares have teen forfeited wrohgful]y, the concerned shareholder can sue the
company for cancelling the forfeiture. But if it is not possible on account of the reissue
of forfeited shares. he can sue the company for damages.

9.10 RE-ISSUE OF FORFEITED SHARES
‘When the sha-es are forfeited, they become the property of the company and, to that
¢1::1t, tae paid-up capital of the company stands reduced. Therefore, the forfeited
shares are generally réissued by the company. The forfeited shares.can be relssued at
'.any pricel.e., even at discount. But {he amount of discount must not exceed the amount

forfeited on such shares. The reissue is done by a resolution of the Board of directors.
“After the reissue, the buyer of such shares shall become liable to pay all the future calis
due on shares, including the calls for which the shares were forfeited. The name of the
buyer shall be recorded in the register of members and if the original shareholder has

surrendered the share certificate, the same shall be transferred in the name of the
buyer, otherwisc a new share cerlificate shall be issded.

The title of the buyer shall not be affected by any ircegularity or invalidity in
procecdings with reference to forfeiture. It should howaver, be noted that reissue of
forfeited shares is a sale of shares and it does not amount to an allotment. Therefore,
return of allotment need not be filed with the Registrar,

9.11 SURRENDER OF SHARES

Surrender is a voluatary act of the shareholder under which the shares are retnined to
ihe company for purpaeses of cancellation, Neither the Companies Act nor Tabie *A°
provides for the surrender of shares. But. the articles may provide for the surrender of
the partly paid-up shares undcr circumstances where {orfeiture seems to be justified.

You must note that when shares are surrendered to the company, no amount is
~ refunded to the sharcholder. Itis so, because if some money is refunded it will amount

toa purchuse by the company of its own shares wh:ch is prohibited by Section 77 of the
Companies Act.

~ Srrender of shares may be allowed in the following cases if its accepinnce is authorised
by the articles of the company:

Allvunailo.‘sh:m
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Allgtmenl of Shares _. 1) Whensharesare surrendered in exchange for new shares of the same nominal value,
" - asitdoes not amount to any reduction of capital. -

ii) When the circumstances are such where forfeiture is ]USllﬁBd because surrender i$
a short-cut to forfelturc. ' _ '

* If the surrender of sharcs is accepted by the cbmpany for any other reason, other than
the reasons given above, it will be invalid.

On a'valid surrender of shares, the member ceases to be a member of the company, but
his name can be placed on list ‘B’ contributorics. Because if the company is wound up
within twelve months of the surrender of shargs, he shall be liable as a past member. If “
the surrender of shares is proved to be illegal, the sharehoider.may apply for the .
rectifi :ation of register of members after lapse of any number of years, provided the
shares have not been reissued in the meantime.

Forfeiturc and surrender ofsharcs bothlead to the termination of membership. Butin
case of t'orfellurc it is compulsory,or a forced action, whilz in case of surrender it is a i
volumary act on the part of the member to avoid the rHsgrace of forieiwure. i

Check Your Progress C N
. ' 1) What is meant by a call? . ’ L

.
i
v
Il
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5) State whether the following statemcnts are true or falsc.
i)  Any director _o__fa‘company can make a call on his own.
i) Thecall notice must specify the amount payable, the date and place of
payment.
i) The calls on shares s%ould be made on a uniform basis.
iv) Forfeiture of shares does not amount to reduction of capitai.
v}  Shares can be forfeited for non paymeﬁt of call or any other debt.

"vi) Forfeited shares may either be cancelled or reissued at the discretion of the
Board of directors.

vii} Forfeited shares can be reissued at a discount, but the amount ot‘dlacount must
not exceed the amount forieited on such shares.

viii) Surrender.of shares is the same thing as forfeiture of shares.

34,




Allolmient of Shareg

9.12" LET USSUM UP _

"Allotment of sharesis an important stepin the process of raising the funds by the issue
of shares or debentures. When a person applied for a ceriain number of shares of the,
company in response to an advertisement or prospectus and the compary accepts his

-offer and allot him the shares, it results in a valid contract between the company and

* the applicant. The allotmént must not be made until the minimum subscription has
been received by the company. :

‘The allotment should not be made unless the application money is at least five percem
of the nominal value of shires and the money is deposited in a scheduled bank. The
shares of the company should be listed in one or more recognised stock-exchanges. If
shares are not listed, the allotment shall be irregular, ’

Shares can beissued at par or at a discount, orata premium.-Shares can bedssued ata
discount only when it is authorised by a resolution passed at the meeting of the .
sharcholders and is sanctioned by the Company Law Board. When shares are issued at *
a premium, the premium amount can be utilised only for writing off preliminary
expenses or for writing off capital losses or for issuing bonus shares. .

Share certificate is the evidence of title of the member to such shares. When the shares
arc allotied to a person, he is entitled (o receive a share certificate from the company,
The share certificale is issued under the scal of the company and it contains the name
and address of the member, certificate number, number of shares, amount paidupin
respect of them ete. : :

If the original share certificate is lost, destroyed or torn, the COmMpAnRY may issue a
duplicate share certilicate on ccrtain conditions. : '

-
Share warrant is a document which shows.ihat the bearer of the warrant is entitled to
the number of shares mentioned thercin. It can bo transferred by mere delivery.

The entire-arovnt in respect of shares is not deminded in one instaiment. After the
sheree he ve been allotted, the company requires the members to pay the remaining
money in one or two instalments known as ‘cails’. The cal! must be made under a
resolution of the Board of directors, on a uniform basis, for the benefit of the company
‘and in accordance with the provisjons of the articles of the company.

If a shareholder fails to pay the call money within the stipulated time, the shares can be
forfcited. Before forfeiting the shares the company musl send a proper notice 10 the
member. Forleiture shall be vatid only when itis made under a resolution of the Roard
of directors, Forfeited shares can be reissued, it does not amcunt to allotment but it is
simply a sale of shares already issued. Surrender of shares means voluntary relurm of
shares by the sharcholder to the company for cancellation. Surrender of shares may be
accepted only when lorfeiture is justified.

9.13 KEY WORDS
Allotment: An appropriation of a tI:crlain number of shares to a specified person in

response to his application. '

Issue of shares at a discount: Issue of shares at a price which is less than the nominal
value of the share. ’

[ssue of shares at a premium: Issue of shares at a price which is moreg thanits face value.’

Share Certificate: A certificate issued under the seal of the company, specifying the
shares held by any member and the amount paid.

Share Warrant: a document issued under the scal of the company stating that the
bearer is entitled to a specified number of shares.

Call: An instalment which & sharcholder is required to pay to the company.
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Forfeiture: Taking back thie share for non-payment of calls thereby depriving the
shareholder of his r:gm to the sh.n cs.

"~ Surrender of Shares: Voluntary return of the shares ta the compdny

ANSWERS TO CHECK YUOUR PROGRESS

9.14
A 7 i)Boardofdirectors i) five iii) 0% iv) nincty
v).Company Law Board vi) cannot  vii) Fifth
] i} False i) True. iii) False iv) False
-+ v)False  vi)True vii) False viii) Falsc
B . i)evidence of title i) three iii) delivery
' -i¥) coupons  v) public companies.
5 ) False ii) True -iii) False iv) True v)True
: - vy True  vii) Truc _ .
C 5 ivFalse . i) True iii) True iv)True v)False
vi) True  vii)} True  viii) False
9,15 TERMINAL QUESTIONS
" 1) Explain the procedure of 2ilotment of shares.

. 2)“What is an irrgular allotment? What are its consequences?

3) Whatis meant by return of allotment?

4) Under what c: ircumstances can a company issue shares at a discount?

5) When shares can be issued at a premium? For what purp05es the premium amount

canbe utlhsed'?

6) Whatisa share certificate? When must it be mued" Can a company issue a duphcatc

. share certificate, if so when?

T Whatisshare warrant? Distinguish between ashare certificate and a share warrant.

9) Explain the procedure of forfeiting the shares. What is the effect nffort'euure" How

. 8) What is meant by ‘call’? What arc the requisites of a valid cell?

forfeiture is different from surrender of shares?

Note:

These questions will help you to understand the unit better. Try to write .
answers for them. But do not submit your answers to the Uiversity. These
are for your practice oniy.
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UNIT 16 MEMBERSHIP IN A COMPANY

Strucfure
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110.7.1 Procedure of Transler of Shares -
I{.7.2 Blank Transfer
10.7.3  Forged Transfer

10.8  Transmission nf Shares
10.9  Distinction Between Transfer and Transmission
10.10 Register of Members

10,111 Index of Members
10.10.2  Foreign Register
100103 Enspection of Register
10.10.4  Closure of Register -
- L(l.’l().‘.?_" Rectification of Register
1071 Let UsSum Up
10.12 Key Words _
10.13" Answers to Check Your Progress
10.14 * Terminai Questions

10.0 OBJECTIVES

1

After siudying this unit you should be able to:

® explain the meaning of a member

® distinguish between a member and a shareholder

¢ describe the modes of becoming a member . i o
© discuss the circumstances when a person ceases to be a =.ember

10.1 INTRODUCTION

: \ ) . :
You have learnt that a registered company has a corporate entity of its own which is
distinct from the members who constitute it. The terms ‘member’ and ‘shareholder’ are
used interchangeably. But, in law, there is a fine distinction between the two. In this
unit you will learn about the exact meaning of the term ‘member’, modes of becoming
a member, the circumstances uader which a pzrson ceases to be a member, and the
rights and liabilitics of members. In addition, you will lea -, about the procedure for
transferring the shares, and distinction betweex transfer and transmission of shares.
and the rules regarding the maintenance of Register of Members.

® list the rights and duties of members
® cxplain the procedure for the transfer of shares
o distinguish between transfer and transmission

= expia the riulcs velating to the maintenancee of the register'of members, . 37
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10.2 MEMBERS AND bHAREHOLDERS

In normal usage the two terms ‘member’ and ‘shareholder’ are used synonymously.
But, legally, thercis a difference between the two. A shareholderis a person who holds

or owns the shares in a company, whereas a member is one whose name is recorded in -
,the register of members. In some cases, a person may be a member but not a

sharcholder, or he may be a sharcholder but not amember. For example, in the case of
companies limited by guarantee having no share capital it will have members but no
sharcholders. Similarly, a sharchelder who has sold hisshares to another PErson ceases
to be a shareholder but he continues to be a member of the company until the name of
the transferce is recorded in the Register of Members.

10.2.1 Definition of a Member

According'to Section 41 of the Companies Act, 1956, a member means (i) the
subscribers of the memorandum of association of the company; and (ii) every other
person wil 2prees in w(mng to become a member of a company and whose name is
entered in jis register 0. “vzembers. Thus, a »erson who puts his signature on the
memorandum as a subscriber becomes a met.:ber before any shares are allotted to him.
In other cases, a written application for the allotinent of shares is necessary before the
name of the person can be entered as a member in the register of members. The real
test of membership is whetherthe name of a person appears on the company’s register
of members. If his name appears on the register of members, then only can he be
treated as 2 mcmbcr of the company.

10.2.2 ‘Distinction between Member and Shareholder

Though the two terms ‘member’ and ‘shareholder’ are used synonymously, yet there is
a difference between the two. Following are the main points of difference:

i) A company limited by guarantee having no share capital will have only members
but no sharcholders.

i) W*-na person lransfcrs his shares, he ceases to be a holder of those shares but
cc itinues to be the'member of the company until his name is rcp]aced by the name
of the transferee. s

{ii) Thelegal representativesof a deccased member become sharcholders immediately’
on the death of the member but they do not become members until their names are
entered in the register of members. ~

iv) The holder of a share warrant is a sharcholder but he is not a member. You have
learnt that when share warrants are issued the holder’s name is struck off from the
repister of members. However, the articles of association of the company may give
membership rights to holders of share warrants.

v) A person whose shares are forfeited or who has surrendered his shares to the
company, may be held liable as a member to contribute 1o the assets of the
company, if winding up commences within twelve months of his ceasing to be a
member, though hc is no Jonger the shareholder.of the company.

In Kedarnath Agarwal v. Jay Englneermg Works Lid. it was held thal a member may
be a sharcholder, but a sharcholder may not be a member.

From the above discussion it should be clear to you that persen holding shares of a
company are sharcholders, while members are persons who constitute the company as
a corporite entity and whose names are entered in the register of members

10.2.3 Who can become a Member?

The Companies Act does not specificatly lay down as to who can be a member ol a

company. It also does not presceribe any disqualification for any person which would
debar him from becoming @ member of a company. The Act simply provides that any

" person who agrees in writiiig to become a member of a company can become a member.

You know that o contract to purchase shares in a company s like any other contract.
Therefore, only such persons can become members of a company who are competent
tocontract. However, as regards competency of a member, the provisions of the Indian
Contract Act shall apply. This means that miners, persons of unsound mind and those
wh¢ have been disqualified by law from contracting, caniet becorne —vembers of a
company. :
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Let us now discuss the position of a few special type of members:

1) Minor: Accordingto Section 11 of the Indian Contract Act. a minor isincompetent

to contract, therefore. he cannot become a member of the company. In Palaniappa °

v. Official Liquidator, Pasupati Bank Ltd. an application was made by a [ather as

_ guardian of his minor daughter describing her as mir~-. The company went into
liquidation. It was held that the allotment was void an. . ither the minor nor her
guardian could be held liable as contributorics. But i: . ignorance of the fact of
mmoruy aminor is allotted shares, the company can repudiate the allotment and
remove tis nare from the register of members. The minor may also reseind the
allotment any time during his mmonly Ineither case. the company has to refund
all moneysreceived from minor in respect of the Shares aHotted to him. I neither
party repudiates allotment, the name of the minor shall continue to appear on the
register of members, but even then 2 minor incurs no personal liability.

Alfter the minor attains majority, he can still repudiate his liability cven if he had
received dividends during his minority (Sadiq Ali v. Jai Kishori). But he cannot
repudiate the same if he had received dividends after attaining majority and
intenionally permitted the company to believe him to be a shareholder (Fazalbhoy
v. The Credit Bank of India Ltd.}. Thus, it is in the interest of the companies {o
altotonly fully paid shares to the minor because otherwise he will not be liable for
the unpaid ameunt on shares. ’

There is nothing in the Act to bar a minor from becoming a transferee of fully paid
shares. In Miss Nandita Jain v. Bennet Coleman and Company Ltd., the Company
Law Board held that the contract enlered into by a minor for registration of
transfer of fully paid shares, threugh the natural guardian was a valid and binding
contract. In such a case the entry in the register of members will be made as
[ollows, “A, (a minor) through ........ ;.. guardian.

If shares are transferred to a minor, the transferor will continue to remain liable
for all future calls on such shares even if he was ignorant of the minority of the
transferee. 1§ the comparny is aware of the minority of the transferee at the time of
transfer, it can refuse to register the iransfer in favour of a minor unless the shares
are fully paid.

i}  Cempany: A company being a legal person, is competent to contract. Therefore,
a company may become a member of another company if it is authorised by its
memorandum or articles. However, a subsidiary company cznnot become a
member of its holding company.

iii) Partnership firm: A partnership firm is not a-legal person, Therefore, it cannot °
buy shzires in its own name. A firm may hold shares in the names of individual

. partners whomay be entered as joint holders in the register of members. Hoveever,
it cun become member of a non-profit making company ticensed undcr Section 25
of the Act.

Hindu undivided family: A HUF can have shares in a company in the name of its
Karta. Thus, the Karta will be a member of the company as his name alone will be
entered in the repister of members.

v) Insolvent: If any member is declared inscivent, he remains a member of the
company till kis name appears on company's register of members, He is entitled
to vote in respect of shares held by hiin, but the dividend on shares will be paid to
Official Assignee or Offictal Receiver.

vi} Foreigners: A foreigner may become a shareholder with the peneral or special
permission of the Reserve Bunk of In‘Lz under the Foreign Exchange Regulation
Act, 1973, But if he becomes an atien cnemy, his rights as a member shail be
suspended.

vii} Married woman: A marricd women is compelent to contract and as such can
become s member of a company.

viii) Trustee: Scction 153 of the Act lays down that no nziice of trast, express or implied
or constructive, shall be entered in the regis‘cr of nicmbers. Therefore, a trustee
cannot become a member of a company in his capacity as such. But a trustee can

be a member in His own name. .

Membership of a Compuny "
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Jx)  Joint Holders: The shares of a company maay also be held jointly by two'or more
persons. [n a public company, cven joint shareholders are counted as separate
members but in a private company. jointholders are treated as a single member
for purposes of Section 3(1)(iii} of the Aet, The joint holders of shares may get
themselves registered in any order they like and may split their joint holdingsina
manner so as to ¢nable all of them to attend and vote. Unless the articles provide
otherwise, o comp..my is not bound to deliver fnore than one share certificate. The
company may pay dividend to the person whose name is first written in the register
of members. Similarly, a notice served by the company on the joint holder named

' first in the register of members will be deemed to be served properly on aliof -
‘them. Youshould, however, remember that joint holders are jointly and severally

" liable for payment of calls. The transfer of shares by the joint holders will be
effective only if it is made by all ‘of them ]omtly

10.2.4 Number of Members

You have learnt that the minimum number of members for a public company is seven
and for a private company the mjnimum number is two. 1t must thercfore, be carefully
looked that the number of members must not fall below the statutory minimum,, -
According to Section 45 if the number falls below the minimum and the company
carries on business beyond the period of six months, then the liability of members shall
become unlimited. Also, a company whose nuimber of members falls below the
statutory minimunt, may be wound up by the court.

-

10.3 MODES OF BECOMING A MEMBER

A person may 3scome a member in a company in any of the following ways: '
1) By s *¢ribing to the memorandum: A signatory to the memorandum  automatically-

becomes a member of the company on its incorporation. Neither application nor

allotment of shares is necessary to constitute them members of the company. Even™
if his name is not entered in the reglsler of members, he will still be lreated asa
member of the company. :

2) By application and sllotment of shares: A person who agrees in writing to become
the member of the company and whos¢ name is entered in the register of members
is also amember of the company. An application for shares is an offer to take shares

-~ and allotment is the.acceprance of that offer. The rules regarding offer and
acceptance (Law of Contract) are applicable. Thus, if 2 person applies for shares
subject to certain conditions, the allotment by the company must be made accordlng
to those CO"ldllanS otherwise the allottee shall not be bound to accept the shares.

3} By transfer ol‘shares. You know that the shares of a public compﬂny are freely
rransferable. Thus, a person may buy shares in the open market and gat those shares
régistercd in his name. On the registration of transfer of shares, the iransferee
becomes the member of the company. '

4) By transmission of shares: A person may become a member by operation of lawi.e.,

*  bytransmission. On the death of a member, his legal representatives bave the rlght
to get the shares of the deceased member registered in.their names. Mo instrument
of transfer is necessary in this case. .

5) By agreeing lo take qualification shares: When a di.rc'clm: of a public m-mpa_ny signs
and files with the Registrar an underiaking to take and pay for his qualification

sharcs, heisin the same position as subscriber to the memorandum an‘i heis decmcd
to huve become member of the company on incorporation.

6) By estoppel: If the name of a person is improz +rly placed on the register of members.
and he knows and assents to it, he will ther we estopped from denying that he is a
member. Butin view of the rule 'aid down in Scction 41 thart the persor must agree
in writing to be a r ¢.aber, a person cannot be treated as a member cfa company
simply because his name is entered in the register of members.

—_
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10.4 TERMINATION OF MEMBERSHIP

Youlearnt that a person becomes a member of the company when his name appearsin

the register of members. Accordingly, a person ceases to be a member of a company

when his name is removed from the register of members. A person may cease to be a

member in any ofie of the [ollowing ways:

1) Transfer of Shares: When he transfers his shares to another person and the transfer
is duly registered by the company, the name of the transferor is removed from the
register of members. -

2) Transmission of Shares: On lbe death of a member, his shares get transmitted to
his legal representatives. .

3) Forfeiture of Shares: Shares may be forfeited for non- payment of calls and other
reasons contained in the articles. The membershlp terminates on share forfeiture.

4) Surrender of Shares: When a member vahdly surrenders his shares to the company,
he ceases to be a member.

5) Insolvency of member: When a member is declared insolvent, his shares vest in the
Official Receiver or Official Assignee. The Assignee or'Receiver may sell these
shares and when the transferee’s name is entered in the register of members,
insolvent member ceases to be a member.

6} Winding up of company: Mémbcrship terminates on the winding up‘of the
company, but he continues to be liable as a contributory.
7) Repudiation of Contract: If he rapudiates the contract to take shares on the ground

of misrepresentation or mistake i in the prospectus or on the ground of irregular
allotment.

8) Enforcement of lien: When the company has a lien on the shares and the shares are
sold by the company to enforce this lien or H the shares are sold in the execution of .
a decree of the court, the membership terminates.

-9) Redemption of Shares: If a member is holding redeemable preference shares, then.
on their redemption his membership terminates.
[(}} Issue of Share Warrants: When share warrants arc issued in exchange of {ully paid
shares, his name is removed from the register of members although he contlnues to
be a shareholdcr of the company.

1} Court’s erder: When the court passes an order for the purchase of sharesof a .
member under Scetion 402 of the Companies Act, his membership terminates.

10.5 RIGHTS OF MEMBERS - ,

-

A number ol rights have been confered on the membeis by the Companics Act, some
of the important rights are as under:

i) Righttoreceive copies of memorandum and articles of assoc:atlon on request and
: on payment of the prescribed fee.

ii)  Right to receive share certificate within the prescribed pcriqd.
iii) Right to transfer his shares according to the articles of association.

iv)  Right to have his nume entered in the regisier ol members.

v}  Right of priority 1o have shares elfered in case of increase of capital.

vi)  Right to receive notice of meetings, 10 atlend, 15 appoint a proxy and vole at the
meeting.

vii)  Right to purticipate in the dppomlmcm of directors. auditors cic., at the annual
generel meeting,

viii) Rightteinspect register of members, register of debenture holders and copies of
annual returns.

ix) Right o apply 10 the Comp.my Law Board for rc:.u[u.auon of register of
members.

Membership of a Company
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x) - Right 1o request the Company Law Board for calling an annual general meeting
when the Board of directors fail to call such meeting or apply for an extraordinary
meating of the company whenever necessary. '

xi) . Right i receive copies of Balance Sheet, Profit and Loss Account and Director’s

repart before the annual general meeting. .
xii) Right to receive proper notice of reselutions requiring special notice.
xiiij Right to have on request minutes of proceedings at a gencral meeting.

xiv} Right to apply to the Central Government for ordering an investigation into the
affairs of the company.

xv) Right to present petition to the Company Law Board for relief.in cases of
oppression and mismanagement.

xvi) Right to present petition to High Court for the winding up of the company.

xvii) Right to share in the surplus assets of the company on winding up.

From the above you must have noted that these rights are very vatuable 10 keep the

management of the company on tl: it track, How far these rights are exercised
effectively by members is a differc:.. . :stion.

10.6. LIABILITY OF MEMBERS

L‘a‘:,fi'ijty of members of a company depends upon the nature of the company. This is
,~izcussed accordingly as follows:

i) Unlimited company: Every member of such a company is liable for all debts
contracted by the company during the peried when he was a member.

" ii} Company limited by guarantee: Every member is liable to contribute to the extent

of.the amount guaranteed by him which is given in the lfability clause of the
memorandum.

iii} Company limited by shares: The majority of the companies belong to this category.
In the case of such companies, the liability of a member is limited to the amount
unpaid on the shares held by him. If he has paid full amount on shares, his liability
is nil.

You should remember that all money payable by any member to-the company under

the memorandum or articles are a debt due from his to the company. If a sharchelder

dies and he was holding partly paid-up shares, then his estate will be liable or the legal
representatives will be liable for the unpaid amount.

Ifat any time the number of members is reduced below the statutory number (sevean for
public company and two for private company}, and the company carrics on business for
more than six months while the number is so reduced, every member becomes severally
liable for the debts of the company cosntracted gfter the said period of six months.

- Check Your Progress A

1) What do_.you mean by the term ‘member’ of company?
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5) State whether the following sta!em‘cms are true or false:

i) The terms ‘member’ and ‘sharcholder' mean the same thing.

if) A minor cannot bgcome member of a company.

iti) A foreign national cannot become a member of a company, .
iv) A person ceases to be a member of the company when his shares are forfeited.

v} A member has a right of priority to have shares offered in case of increase of
capital.

vi) A member cannot repudiate the contract to take shares in the company on the
ground that the prospectus was'misleading.

vii) Membership of a person in a company does not come to an end when share
warrznts arc issued in exchange of fully paid shares.

10.7 TRANSFER OF SHARES

You know that t2¢ shares of a public company are the movable property dnd they can
be transferted .n accordance with the articles of association. The articles of association
can lay down the manner of transfer but it cannot absolutely restrict the right of the -
member to transfer his shares. A private company with a share capital, by Section
3(1)(iii) restricts the right to transfer its shares by its articles. In the case of a public
company shares can be (ransferred subject to the rules taid down in the Act and in the
articles. : :

‘Any person who is a member of the company and whose name appears on the register
of members can make a valid transfer. The legal representative of a deceased member
“can also make a valid transfer even though he is not a member. The legal rules relating
to the transfer of shares are contained in Sections 108 to 112 of the Companies Act,

1956. .

.

10.7.1 Procedure of Transfer of Shares ' ‘ N

The process of transfer starts with the delivery of an application, for transter of shares,
to the company. This is technically called an instrument on deed 55 transfer. Instrument
oftransfer should he duly stamped and signed by both the transferor and the transferce,
othérwise transfer of shares shall not be registered. It must contain particufars regarding
the name, addressand occupation of the transferee. The instrument of transfer must be
accompanied with the share certificate or the letter of allotment. .

Every instrument of transfer must be in the prescribed form and before anything is
wrillen on it, it should be presented (o the prescribed authority who shall stamp on it
the date on which it is so presented. In this form the distinctive number of shares to ba
transferred, the price for which they are being transferred and the signatures of the
transferor and transferee must be giver.

Every instrument of transfer must bezy :te stamps of the requisite value as per the
Indian Stamp Act, 1899 and the stamps skould be duly cancélled. If the instrument is
not stamped properly, the instrument shall be considered as incomplete.

When the instrument of transfer is complete in all other respects, it must be delivered
to the company:

1) inthe case of shares which are dealtin or quoted on a stock exchange before the
tlosing ofregister of members for the first time or within twelve months from the
date of presentation to the prescribed authority, whichever is later.
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" {i} in any othar case, within two months from the date of such presentation to the

prescribed aushority {Sec. 108(1-A)].

Where the application is mad..ls;._by the transferor and it relates to partly paid shares, the

_ transfer must not be registered unless the company gives notice of the application to the

transferee and the transferec makes no objection to the transfer within two weeks from
the receipt of notice [Sec. 110(2})]. :

" When the duly executed and stamped transfer deed is delivered to the company within -

the prescribed time alongwith the share certificate or letier of allotmemnt, the transfer of
shares is complete irrespective of the fact whether the company registers it or not. ‘

If a company refuses to register a transfer of shares, it must within two meonths send
notice of refusal to the transferee and the transferor, giving therein reasons for such

refusal. The persons affected may appeal to the Company Law Board against such
refusal, but the appeal must be made within two months of the notice of refusal.

The Boar of directors in their meeting considers all such applications for transfer of
shares aud if the secretary or the committee'appointed for this purpose recommends the
transfer, a resolution approving the transfer is passed at the me="'r -

After the resolution is passed by the Board, necessary endorsements 573 made on the
batk of the share certificate indicating the name of the transferee as the sharel:..._..
You shoild note that the transferee becomes a member of the company only when the
transfer is registered by the company-

On registration of the transfer, the name of the transferor is removed from the register
of members and in his place the name of the transferee is recorded. The transferor
continues to be the holder of shares unti! his name is removed. * o -

A new share certificate may be issued to the transferec or the old share cerlilicate may
be indorsed in the name of the transferee.

10.7.2 Blank Transfer .

A blank transfér is an instrument of transfer which is signed by the transferor wherein
the name and other particulars about the transferee are not filledin, and is handed over
with the share certificaie to the transferee.

" Because the name of thé transterec is not filled in the transfer deed, he can furiher sell

off the shares merely by delivering the blank instrument of transfer. The transferee
need not sign the instrument of transfer while selling the shares. Thus, blank transfer
facilitates the sale of shares without complying with the formalities prescribed for
transfer of shares. The process of purchase and sale of shares can be repeated any
number of times with the blank transfer deed.

Besides the convenience of transler; stamp duty and registration fee is also saved. The
last transferee who wants to ge: the shares transferred in his name, fiils up his name,
address etc. and can get himself registered as the member of the company. The first
seller is treated as the transferor 2nd until the transfer is registered with the company,
he continues to be the owner of shares. All the intervening sellers and buyers save the
stamp duty. The blank transfer helps in avoiding or reducing the tax liability becausc
the transaction is not shown in the boaoks at-all. .

The blank transfer deed i a valid transfer deed, but it cannot be treated as a negotiable
instrument. The person who receives the share certificate alongwith a blank transfer
deed has the authority to fill in his name and get himself registered as a member of the
company.

The practice of blank transfer was found to have been misused, therefore, some
restrictions have been imposed on the period of currency of blank transfers. The Act
now provides that the instrument of transfer must be dated and stamped by the
Registrar of companics and the instrument is valid for twetve months only in the case
of listed securities and Lwo tnonths in all other cases. Thus, now it can remain in
circulation oaly for twelve months and the indefinite circuldtion of the instrument of
blank transfcr has been effectively checked.

—————— ——
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10.7.3 Forged Transfer - ) Memhership of a Company

' Any instrument on which the signature of the transferor is forged is called a forged
instrument of transfer and the transfer made on the basis of such instrument of transfer-

. is termed ‘forged transfer’, ‘ _ ; o

A forged transfer deed is Icgally ineffective and confers no title on the transferee of -
shares. If a company has removed the name of the true owner on.the basis of forged
document, the true cwner can compel the company to restore his name on the register
of members, :

If the company has issued a new certificate to the transferee on the basis of forped
document, who has purchased the shares for value and without notice of such forged
transfer, then the company cannot deny his title to the shares because the certificate
estops it from doing'so. However, the person lodging the transfer must indemnify the
company against loss by forgery. To prevent such a situation companies normally
inform the transferor of the transfer so that he can object.if he wishes.

10.8 TRANSMISSION OF SHARES

You know that the transfer is a voluntary act 6f the sharcholder. As against this transfer

of shares on account of operatior: of law is termed as transmission of shares, Normally,

acompany registers the transfer only when a properly execpted transfer deed is lodged

with the company. But in the case of death, lunacy or insolvency of a member it is not

possible to have the transfer deed, then by opcration of law shares are transferred to

legal representative or the Official Assignee or Official Receiver. The articles usually

contain provisions relating to iransmission of shaves. ) ' .

In case of transmission of shares no instrument of transfer is necessary, but the person
claimning the title to the shares hasto apply 1o the company for transmission of sharesin
his name. The compzny can register the shares on the basis of will or death certificate
or succession certificate. . ' '

In the case of death of a member, his legal representatives can validly transfer these
shares1o any person, although he may himself not be amember on the date ofexecution
of the transfer de=d.

A company may refuse (o register a transmission, but this power must be exercised in
gopd faith and in the interes: of the cnmpany. However, in case of refusal, the aggrieved
party'can appeal to the Company Law Board in the same manner as in the case of .
refusal to register transfer of shares.

In case of transrission of shares, since there is no instrument of transfer, no stamp duty
is required to be paid. ' .

10.9 DISTINCTION BETWEEN TRANSFER
AND TRANSMISSION

A transfer of shares is a voluntary act of the transferor wh:iz a transmission is by
operation of law. In both the cases, the ultimatc effect is the same i.¢., the ownership

of shares passes from onc person to another. Following urc the main points of difference
between transfer and transmission of shares:

© Transfer ‘ Transmission
i) Ilisz deliberate act ofthe - It results by operation of law.
holder,
ii)  Aninstrumentoftransferhasto - - ltrequires only proof of title of the

be exccuted. ' transferee. - - 45
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Membership ofa Company  1il)  Stamp duty is payable onits Nostamp duty is payable in this case
' ] execution. e i . .
iv} Sharesare transferred forsome Shares passes Lo another person without
constderation any consideration.

v) Companychargesforr‘egistcring' " Nocharges are levied for registering
atransfer transmission.

Check Your ProgressB - . -
1) What do yru understand by transfer of shares?

5) State whetherthe following statements are True or False:
i)  The shares in a company are movable property transferable in the manner
provided in the articles. : : :
iy Theright to transfer shares ina public company can be curtailed by articles of the
company. ' :
jiiy Itisnotnecessary thatthe instrument of transfer should be in the prescribed form.

iv) ~ Aninstrument of fransfer shall be presented to the prescribed authority before
any cntry is made therein: '

v) Adinstrument of transfer need not be stamped.

vi) Ifacompany refusestoTegister transfer of shares, it must within two months send
notice of refusal to the transferor and the transferee.

vii) A transferec becomes a member of the company when the instrument of transfer
- is presented to the company. o

viii) Transmission of shares take place by operation of law.

11 Incaseof forged transfer, the true owner can compel the company to get his name
cntered in the register of members.. '

10.10 REGISTER OF MEMBERS
Section 150 of the Companies Act, 1956 requires every company to maintain a register
' of its members containing the following particulars:

-0 i} the name, address and occupation, if any, of each member.

K



ii) the shures held by each member with their individual numbers and the amount p.nd : Member:Aip of a Company
or agreed to be considered as paid on the shares of cach memuer;

iii) the date on which each person was entered in the register as a member;
iv) the date on which each person ceased to be a member; and

v) where the shares have been converted into stock, the register show the amount of
stock held by cach member instcad of the amount and particulars relating to shares.

r

In the case of joint sharcholders, names of all the joint sharcholdefs must be entered in
the register and the notices etc., be sent to the first named joint sharcholder.

No notice of any trust, express or implied is allowed to be entered on the register of
members,

In case any default is made in maintaining the register in the above manner, the company
and every officer of the company, who is in default, is punishable with a fine which may-
exlend to Rs. 50 for every day during which the default continues.

The register must be kept uptadate contammg all changes that might be taking place’
from time to time.

The register must be kept at the registered office of the company unless some other
place (though it must be in the cuy, town or village where the registered office is

situated) has been approved by a special resolution in the general meeting and the
Registrar of Companies has been given in advance a copy of the proposed special
resolution.

Section 164 of the Act provides that the register of members shallbe a prima facie, but
not conclusive, evidence of membership. Itis a prima facic evidence of matters required
or authorised to be contained therein. '

The form of the register is prescribed bsy the government. The companies can either
adopt this form or any gther form closely resembling to this. Separate registers in
different colours should be maintained for different types of shares.

10.10.1 Index of Members

You learnt that every company is required to maintain a register of members. If the
number of members is large then.to enable the company to locate the account of each
member easily an index must be prepared.

Section 151 of the Companies Act, requires that every company having more than fifty
members shall keep an index of members alongwith the regisier. If the register of
members is in such form that it can serve the purposc of index, no scparate index of
members need be maintained.

The index must be kept at the same place as the register of m:.mbcrs The index must.
contain sufficient indication to enable the account of each member in the register of
members to be easily found.

If any alteration is'made in the register of members, the company must make the
necessary alteration in the index within 14 days after the date on w h1ch the alteration is
made in the register.

10.10.2 Foreign Register of Members

. A company, may, if so authorised by its atticles, keep in any state or couniry outside
India a branch register (called as foreign register) of its members resident in (hat state
or country. The company shall within thirty days {rom the date of the opening of any
foreign register notify the Repistrar about the place where ..cc.: register is kept, Any
change in the situation of the office or of its discontinuance sit 't be duly notified to the
Registrar within thirty days of the date of charge or discontinuance.

A foreign register shall be deemed to be part of the company’s register of members.
The company must keep a duplicate of every foreign register. A copy of every entry
made in the foreign regisier must be transmitted to the head office in India, which shall
record the same in the duplicate register maintained by it.
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‘working days.

‘Section I1I of the Companies (Amendment) Act, 1988 provides that if —
© a) the name of a person is _enter‘c_a, without sufficient cause, or

10.10.3 Inspection of Register -
A company's register of members is a public document and open Lo public inspection.
The register of members and index must be open to inspection by members free and by
any other person on payment of rupees ten*for each inspection. The register must
remain open for at least two business hours each day except when the register is closed
under the provisions of the Act. The right to inspect also includes the right to make
extracts from the repister,

The company is also beund to supply a copy of the register, index etc. on payment of
rupee one for every one hundred words or fractional part thereof required to be copied.
‘The company should send the copy within 2 period of ten days, exclusive of non-

A TR | [T

Il inspection is refused or a copy is not sent within 2 period of ten days, the comnpany
and every officer of the company in default shall be punishable in respect of each
offence’with finc upto Rs. 50 for every day during which the default continues.
10.10.4  Closure of Register

According to Section 154 of the Act, a company may close the register of members for

-a period not exceeding 45 days in a year. However, at one time the register cannot be

closed for more than 30 days. For closing the registor at least seven days notice should
be given by advertisement in some newspaper circulating in the district in which the |
registered office of the contpany is situated. i’

It is compulsory to close the register of members before annual general meeting of the
shareholders and before declaring the bonus issue. During the period of closure of the
register of members, no transfer of shares is registered. Contravention of these
provisions wi’! entail z fine of Rs. 500 for each day of wrong closure.,

10.10.5 Rectification of Register *

You have learnt that the register of members is the prima facie evidence of the
correctness of the contents stated therein. In case there are some inaccuracies in the
register, it may affect the interest of a member.

R e

b) after having been.entered in the register, is, without sufficieft cause, omitted
. "thereirom, the aggrieved party may apply. to the Company Law Board for
rectification of the repjster. '

The Company Law Board shall hear the concerned parties and after hearing them may
either dismiss the appeai or reject the application or by crder direct the rectification of

. the register. The CLB may also direct the company to pay damages, if any, sustained
by the aggrieved party. '

Check Your Progre;ss C
1) What is meant by register of members?




6) Sate whether the following statements are True or False.

[} TItis optional for a company to maintain a regisier of members.

ii) Anindexof members must be maintained by a company when its membership
exceeds one hundred. . :

iii) The register of member must remain openfor inspection by ils members for at
least two hours on every day except when the register is closed.

iv) A company may close its register of members in a year for a period not
excceding thirty days. : :

v} Atanyone time the company may close its register of members for a period
not exceeding twenty one days.

vi) Mo transfer of shares can take place during the period when the register of
rmembets i3 closed. :

vii) In case of some inaccuracy, the aggrieved party can apply to the court for-
rectification of register of members.

10.11  LET US SUM UP

Any person whose name appears on the register of members of acompany is known ag
4 ‘member'. The terms member and shareholders are used synonymously. But &
shareholder may not necessarily be 2 member and a member may not necessarily be a
sharcholder. Companies having no share capital have members only.

Any person who is competent to contract, can become a member of the company. The
minimum number of members in a public company must not {ail below seven and in
case of private company, it must not be less than two. o

A persoh mmay become a member of a company in‘any of the following ways: (1) by

subscribing to thie memorandum (ii) by agreeing in writing 10 1ake shares, {iii) by taking

qualification shares; (iv) by cstoppel; (v} by t-ansfer and by ransimission of shares.

A person may cease to be a member, if (i) Ire transfers hisshares; (ii) he dies orbecomes
of unsound mind or is deglared insotvent; (3.3) his shares are forfeited; (iv) he surrenders
I{is shares; (v) he is declared insolvent; (vi) the company is wound up; (viiy hé repudliates
tne comtract, (viii) the company enforces the right of licn on shares; {ix) the shares arc
redeemed; (x) share warrants are izsued; and.(xi) by an order of the court.

Shares of a public company are frecly transferable in accordange with the provisions of
articles and.the Act. Shares can be transferred by executing an instrument of transfer

HMor-terailp of a Company
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also known as ‘transfer deed’. This instrument must be presented before the prescribed
. authority who will affix the date on it. This instrument is valid for twelve months in case

of listed securities and two months in other cases. Share certificate should be deposited
with the company along with the instrument of transfer. If everything is in order, the
Board of directors shall pass a resolution and register the transfer. I the transfer is
refused, the transference should be informed about such refusal within two months of
the application for (ransfer.

Transfer of shares by operation of law is known as transmission ofshareq On the death,
lunacy or insolvency of a member on furnishing the necessary proof about their ntle,
the shares arc transferred in the name of the legal heir. In case of transmission of shares
no stamp'duty is payable and there is no consideration.

Every company is required to maintain a register of its members in the prescribed form;
continuing the prescribed information about members. The register must be kept at its
registered office and shall be open for inspection for two hours every day.

Every c0mpany having more than fifty members must-keep an index of members. A
company, may, after giving not less than seven days notice by advertisement in a local
daily, close the register of members, for a period not exceeding 45 days in a year, but
not exceeding 30 days at any one time.

A person can apply to the Company Law Board for rectification of the register of
membersif his name has been wrongly entered into the register orifhis name has been
wrongly omitted from the register.

10.12 KEY WORDS

Member: Anyone whose name is entered in the register of members.
Shareholder: A person- who holds or owns the shares. ‘ T

Transfer of Shares: Transfer of ownership of shares which is done voluntanly by
executing the instrument of transfer. :

Yransmission of Shares: Transfer of shares by operation of law.

Blank Transfer: Transferor signs the instrument of transfer leaving all other part_iéulars
blank.

Forged Transfer: Instrument of lransfcr bearing the forged signature of the transferor.
Register of Members: A rcglstcr consa:mng the names, addresses and other pamculars

‘of all the members.

Index of Members: For locating the account of a member easily, index is to be
maintained. ‘

Foreign Register: Register of members for members residing outside India.
Closure of Register: The period when the register is closed and no transfer can be
registered after closure. -

Rectification of Regisier: In case of some maccuracy, a person can apply to Company
Law Board for rectificarion of the register.

10.13 ANSWERS TO CHECK YOUR PROGRESS

"A 5 Tmue  i)True i) False  iv) True
viTrue’  vi)False | vii) False
B 35 i)True ii) False i) False iv) True v} False
vi) True vii) False viii) Trae ix) True

'C 6 1)Faise i1} False iii) True iv) False v} False

vi) True vii) False
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10.14 TERMINAL QUESTIONS

1)
2)

3)

4)
3)
6)
7;
8)
%)

10) What are the statutory provisions regarding fectification of register of members? "

Distinguish between a member and a shareholder. ’

Who can become a member of the company? Can a minor, partnership firm
become member of the company? .

Can a person become a member of company without there bcmg an agreemcnt in

writing?

When does a member ceases to be a member of the company?

Explain bricfly the rights and liabilities of a member. -

Explain the procedure of transfer of shares.

Distinguish between transfer and transmission of shares.

What is a blank transfer? What are its evils? How they have been overcome?
What are the provisions of the Companies Act, 1956 relating to the closure of

register of member? Is it compulsory to close the register of members before every

annual general meeting?

Note: These questions will help you to understand the unit better. Try to write

" answers fc r them. But do not submit your answer to the University. These
are for your pfactice only.

1
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UNIT 11 DIRECTORS

Structure

" 11.0  Objectives

I1.1  Introduction

11.2  Definition of a Director

11.3  Position of Directors .
11.4  Number of Directors and Directorships
11.5 Qualifications of a Director

il.6  Disqualifications of Directors

11.7  Appointment of Directors

" 11.8  Vacation of Office by Directors

11.8.} Reliremert of a Director -
I1.8.2 Resignation by a Director

. 11.9  Removai of Directors.

11.10 Powers of Directors
11.11 Duties of Directors

510§ Statuwory Dutizs
11.11.2 General Duties

11,12 Liabilities of Directors

11.13  Meetings of Directors

11.14 Let Us Sum Up

11.15. Kéy Words

11.16 - Arzwers 1o Check. Your Propress
11.17 “L:rminal Questions

11.0 OBJECTIVES

.After studying this unit you should be able to:

@ d:fine a director

@ explain the l=gal position of directors

© describe: the qualifications and disquaiifications of a director
® explain the procedure of appc;inlmenf of directors

® list the circumstances when e director’s office falis vacant
o cxplain the mode of removing a director

e describe the powers, duties and liabilities of directors

© explain the rules rc]_at-ing to the meetir_lgs of director.

11.1 INTRODUCTION

In Unit 10 you fearnt about the membership of acompany. You know that the number
of members of a cornpany is usually targe and are spread ail over the country. Hence,

- they elect some persons w0 manage this affairs of the company. Such persons are known
"as directors who are responsibic mainly for determining the business policies and

dirccting and controlling the overall af:airs of the company. In this unit you will learn

their appointment, and their powers and duties, and liabilities.

. the legal position of directors, their qualifications and disqualifications. the method of



"11.2 DEFINITION OF A DIRECTOR

The directors are the persons elecled by the sharcholders to direct, conduct. manage or
supervise the affairs of the company. They manage and control the overall affairs of the
company. The day o day working of the company is feft to other managerial person
appointed for the purpose.

Section 2(13) of the Companies Act defines a direcior as “any person occupying the
position of director by whatever name called.” This is an inclusive and not an exhaustive
definition. To explain the meaning of the term ‘director’ we can say that directors arc
the individuals who direct, control, manage or superintend the affairs of a company.

According to explanation 1 to Section 303 of the Act, any person, in accordance with
whose directions or instructions, the Board of Directors of a company is accustomed to
act, shall be deemed to be director of the company. If a person performs the functions
of a director, he will be deemed to be a director, cven if he is not so dcs:gnalcd Thus,
itis lmmatenal by what name he is called. However, the experts who give professional

advice, shall nat be deemed 1o be directors.
N

You should note that only an individual can be appointed as a director. According to
Section 253 of the Act no bedy corporate, association, or firm shall be appointed as a
director of a company.

11.3 POSITION OF DIRECTORS

It is not easy to explain the lega! position of the directors because the same have not
been defined by the companies Act clearly. Bowen L.J. observed “directors are

described sometimes as agents, sometimes as-trustees and sometimes as managing
partners. But each of these expressions is used not as exhaustive of their powers and

responsibilities, but as indicating useful points of view from which they may, for the
moment and for the particular purpose, be considered.” Thus, the real position of a
director is not merely that of an agent, or trustee of managing partner, but a
combinatign of all these positions. Let us now discuss their position under various
headings as follows: ' o ) '

As Agents: The company beingan artificial person cannot manage its affairs on its own.
It has to be entrusted to some human ‘agency known as directors. They are elected

representatives of the shareholders and may be termed as-agents of the company. The -

relationship between the company and its direttors is that of principal and agent.
Therefore, the genera) principles of the law of agency govern the relations of the
company and its directors. As agents, it is their duty to carry on the business with
reasanable care and diligence. They must act within the authority conferred upon them
by the Act, memorandum and articles and while entering into contracts on behalf of the
.company with.n the scope of this authority, they will bind the company. In other words,
if they dct beyond the scope of their authority, they will be held personally liable.
However, you shouid note that the acts done beyond the powers of the directors may
be ratified by the sharcholders in general meeting of the company provided such acts
-are not bcyond the powers of the company.

Tobind the company, the directors must act in the name of the company Directors are
the agents of the company and not of the individual sharcholders.

It is, however, not correct to say that dircctors are the agents of the company because
agents are not elecied but appointed and secondly, the agents have no independent
powers while the directors have independent powers on certain matters.,

AsTrustees: The ‘trustee’ means a person who holds and manages the property for the
benefit of other persons. Though in the strict legal sense, directors arc not the trustces
of the company, but, to some extent, they have been treated as trustees of the company.
They are the zustodians of the moncy and propertics of the company and as such are
responsible far the proper use of such money and properiy. If they misuse the money
or property, they have to refund or re-imburse the same.
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The dircctors must exercise their powers i1 good faith and for the benefit of the
company. and not for their own benefit. The directors stand 1 a fiduciary capacity in
relation to the company. The same degee of integrity and standard of conduct js
expected from the dircctors as it is expected from a trustee. You should note that
directors are trustees for the company and not of individnal shareholders.

Flowever, you should remember that directors are not the trustees in the strict sense.
because unlike a trustee a director does not enter into contracts in his own name. He
enters into contracts for the company of which he 1s a director and he does not hold any
property in trust, because the property is held by the company in its own name.

As Managing Pgriner: Dircetors have been deseribed as the managing partners because
on the onchond, they are entrusted with the management and-control of the affairs of
the.companies.end on the other hand, they are the sharcholders of the company. They
manage the affairs of the company for their own benefit as a shareholder and for the
general benefit of the company. .

But they are not managing partners in the strict sense, because the lizbility of the
directoris limited to the value of shares held by him whercas the liabiiifyof a pariner is
unlimited. Further, unlike a parmer, a director has no authority to vind the other

~ directors and shareholders.

As Employees: Dircctors are the elected representatives of the sharcholders. As such, .
they are not employees or servants of the company. But under a special contract with
the company a director may hold a salaricd employment in the company and in that case
he will be treated as an employee or servant of the company and he will enjoy all the.
rights available to an employec.

Thus, it is clear from the above discussion that direeters are neither the agents, nor the
trustees, nor managing partners, nor employees of the company. In fact, they combine
in themsz:vcs all these positions, They stand in a fiduciary position towards the company
in respect of their powers and capital upder their control, '

11.4 NUMBER OF DIRECTORS AND DIRECTORSHIPS

The Companies Act has fixed the minimum number of directors which a company must
have. According to Section 252 of the Act: : '

a) every public company shall have at Jeast three directors. and
b} every other company shall have at least two directors.

The Companics Act has prescribed only the minimum number of directors but is silent
on the maximum number of directors. Subject to this statutory minimum, the articles
cfassociation of u company may preseribe the minimum and maximum number of
directors for its Board of directors. Within the limits laid down in its articles, the
campany can increase or decrease the number of its direclors, by passing un ordinary
resolution in the general meeting [Section 258].

If a public company or a private company which is a subsidiary-of a public company
wishes to increase the number of directors beyond the limit laid down in the articles, it
can daso only with the approval of the Central Government., However, if the increase
in the number of dircctors does not make the total number of directors more than

twelve. the approval of the Central Government will not be necessary {Section 259).

Number of Directorships: A person cannot be a director in maore than twenty companie:
at the same time. f a person is already hoiding the office of dircctor in 1wenty
companics and is appointed as a direclor in sor~ other company, tkzainsuch a car .
the new appointment shall not be e“fective '-35 within fifteen days of such
appotntntent he has vacated his cftjce in any o ¢ of the companies in which he wa
already a dircctor. His new appointment shali become void if he fails to make a claice
within the said fiftcen days. -

While calculating the number of twenty companics, the following shall be cxcluded:

.1) an unlimited company;
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if} a private company which is ncither a subsidiary nor a holding company of a public
company; :

iii} an association not carrying on business for profit;

iv) alternate directorships.

Any person who holds office or acts as a director of more than twenty companies, shall

be punishable with fine which may extend to Rs. 5 000 for each company after the flrst
- twenty companies.

11.5 QUALIFICATIONS OF A DIRECTOR

The Companies Act does not lay down any academic qualification for appointment as
a company dir sctor. The Act does not lay down any share qualifications for a person to
be a director. A director need not hold any shares and need not be a member of the
company. However, the articles of association of the company usually provide for the
share gualification of a director. Such shares are known as qualification shares. The
directors are required to have these shares so that they also have some financial stake
in the company. Regulation 66A of Table A provides that a director must hold at least
one share. The articles specify the number or value of shares to constitute qualification
shares.

Where the articles provide for qualification shares, a director must obtain quahflcquon
shares within two months of his appointment. Any provision in the articles requiring a
person to hold qualification shares within a period shorter than two months of his
appointment shall be void. You should note that it is not necessary that a person must
acquire qualification shares before his appointment.

The nominal value of the quaiiﬁcafion shares must not exceed Rs. 5.000 or the nominal
value of one share where it exceeds Rs. 5,000, Any provision in the articles which
requires a director to take qualification shares of more than this amount, shall be.
invalid.

The holderof a share warrant shali not be deemed to be holder of the sharcs spcmf:ed
in the warrant [Section 270(4)].

If a director dees not acquire the qualification shares within two months of his
appointment or therealter does not possess such shares of any time, his office shali
automatically become vacant. Further, he shall be punishable with fine which may
extend to Rs. 50 for every day from the daté of expiry of two months upto the-date he
acted as a dircctor, {

The qualification shares may be obtained b}\'\him cither directly from the company or
from the market.

The provisions regarding qualification shares do not apply to (i} technical directors
unless expressly provided in the articles; (ii) directors representing special interest;

(iif) directors appointed by Central Government and (iv) in the case of an independent
private company

11.6 DISQUALIFICATIONS OF DIRECTORS

The circumstances in which a person cannot be appointed as a director of a company
are listed in Scetion 274 of the Companies Act. A person shall not be capable of being
appointed director of a company if:

1} he has been [ound to be of unsound mind by a competent court;
ii} he is an undiccharged insolvent; o .
iii) hc has applied to be adjudicated as an insolvent and his application is pending;

iv) he has been'convicted by a court of any offence involving moral turpitude and
scntenced to :mprlsonment for not less than six montHs dnd a penod of five, ye'\rs
has not L]dpSCd since the expiry of his scnicnce;

R



Direciors -

56

~v) hehasnotpaid any. Eail in réspect ofthe sﬁares of the company held by him, whether

alonc or jointly with others, and six months have elapsed from the last day fixed for
the payment of the cail;

: vi) hehasbeen dlsquallf'ed by anorderofthe Court under Section 203, of an offence

in relation to'promotion, format:on or management of thc company of fraud or
mlsfeasance in relation to the company.

The Central Government may, by notification in the Official Gazeue remove the -
- dlsquallt'catlons hsted under clause (iv) and {v) above,

A private company which is not a subsidiary of a—publ:c company may, by its articles,

" provide for additional grounds for disqualification. Thus, a public company or a private

company which is a subsidiary of a public company cannot provide [or additional
d:squahﬁcanons inits arucles

Chcck Your Progress A
1) Define a director.

..........................................................................................................

6) List four cases when a person becomes disqualified for appointment as director of a
company.

7) State whether the following staterents are True or False.

iy  Every public company must have atlcast five dircctors and every other
company at least three directors.

i) Only an individual ~an be appointed as the director of a company.

iii) Directors are trustees for the company and not for individual sharcholders or
for third persons who have entered into contracts with the company.

iv) A company may increase or reduce the number of directors, within the limits
fixed by its articles, by passing a special resolution in the general meeting.
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v) ° A person can be a director in moré than twenty companies at the same time. Dleectors

vi) Directors must obtain quatification shares within three montks of taeir
appoiniment. .

vii) Ifacompany proposestoincrease the total number of directors beyond twelve,
it must be approved by the Central Government.

viit) ‘A person who fails to pay the cails in respect of shares held by him for more
than six months, cannot be appointed as a director of the company.

-

11.7 APPOINTMENT OF DIRECTORS

You know that on]y mdmduals can be appomtcd as d:reclors o[ the company Any
person who is competent to contract and who holds the quallf’catwn shares is eligible fcr:
appointment as & director of the company. Directors may be appointed in any of the
foillowing ways (i) by the articles; (ii) by the sharcholders in the general meeting;
(tii} by the Board of directors; (iv) by the, Central Government and (v) by third parties.
Let us now discusg them in delall

1) By Articlés: The names of the first directors are usually givenin the articles of the
company. In case they are nét named in the art'cles then the subscribers to the
memorandum are deemed to be the first directors of the company andthey shall
hold office unti: ke directors.are appointed at thé first annual general meeting.

A person cannot be appointed as director by articles, or named as a director, or
named as a proposed director in the prospectus unless he or his authorised agent

i) hassigned and filed with the Reglstrar his consentin writing to act as such dlrector
and P . S

ii) has either (a) signed the memorandum for his qualiﬁcation shares; or (b) taken
the qualification shares from the company and paid or agreed to pay for them; or
(c)-signed and filed with the Registrar an undertaking in writing to take from tha
company his qualification shares and payfor them; or (d) filed with the Registravan
affidavit that his qualification shares, if any, are registered in his name.

The above restrictions, however, do not apply to (i) a company not having a share
capital; (ii} a private company; (iii) a company which was a private company before.
becoming a public company; (iv) a company which-issues a prospegtus after the
expiry of one year from the date on which the company became entitled to

_ commence business. ' i

2) By Shareholders in General Meeting: The first directors of the company shall
hold the office till the first annual general meeting. According to Séction 255 of the
Act, directors of a public company must be appointed every year in its annual
general meeting. Unless the articles provide for retiremer:! of all the directors at
every anntial general meeting, at least two-thirds of the totai rumber of directors
must retire by rotation. Thus only one-third can be the permanent-or non- reunng
or ex-officio directors.

LI

-At every subsequent annual general meeting, out of the two-thirds directors liable
to retire by rotation, one-third or the number nearest to one-third must retire. The
directors who have been longest in office since their last appointment shall retire,

" butin case if the date of appointment is the same, the retirement will be determined
by an agreement among them and if there is no agreement, it shall be determined by
draw of lots.

‘The retiring directors are eligible for re-election. If a person other than a retmng
directer wishes to contest the election for directorship, he must give a notice in
‘writing to the company at least fourteen days before the meeting. The company is
" then required to inform the members either by individual notices or by
advertisement of at least seven days before the mecting about such a candidature.

If the vacancies could not be filled up in the annual general meeting, the meeting is
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adjourned for the next week to be held at the same time and at the same place. If at
the adjourned meeting also the place of the retiring director is not filled up and that

" meetling has not expressly resolved not to fill the vacancy, then the retiring directors

shall he deemed to have been re-appointed as directors.

It should be notzd that the appointment of each director in the general meeting mustt
be made by a separate resolution, unless the meeting unanimously decides
otherwise. In other words, two or more directors cannot be appointed by one
resolution.

By Board ol‘ Directors: The Board of directors may also appomt directors in the
following cases:

i} - Additional Directors: The Board of dll’eCIOTb may, if authorised by the amru..,,.'

appoint additional directors. But care should be taken to see that the total

. number of directors including the additional director must not exceed the
‘maximum number fixed by the articles. Such gn additionat director shall hold
office only upto the date of the next annual general meeting.

" ii) Alternate Director: The board mav appoint the alternate director if the articles

a)

)

authorise such an appointment. An altemate director is appointed to act in
place of a director who remains absent for more than three months from the
state in which the meetings of the Board are ordinarily held. Such an aiternate
director shall hold office till the fime when the original director (in whose place
he was.appointed) returns or on the expiry of the original director’s term.

iii) Casual Director: If the office of any director falls vacant for some reason before
the expiry of his term of office, such a casual vacancy may be filled by the Board

_ . of directors according to the regulations of the articles. Such a vacancy may be

. - caused by death, resignation, insanity, insolvéncy etc. The person who is
anpoirte'l by the Board to fill up the casual vacancy, shal hold the office only
‘r2*7 Lae date upto which the director in whose place he is appainted, would
Lave held the office. :

By _Ceniral Government: To safeguard the interest of the company, or its
shareholders, or the public, the Central Government may appoint such n::mber of
directors as the Company Law Board may, by order in writing, specify. Such
directors are appointed to prevent oppression and mismanagement of the affairs of
the company. The Company Law Board may pass such an order on a reference made
to it by the Central Government, or on the application of at least one hundred -
members, or of member holding at least ten per cent voting rights. Such directors
arc not required to hold qualification shares and they are not liable to retire by
rotation. However, such directors can be removed by the Central Government at
any time and appoint some other person in his place. -

By Third Parties: The articles of the company may authorise the third parties to
appoint persons on the Board of directors as their nominee. But the number of -
directors so nominated must not exceed gne-third of the total number of direclors.
The term ‘third parties’ here means the debentureholders, financial institutions or
banks, etc., who have lent money to the company. The idea behind such
appointment is to' ensure that the money lent is used only for the purposes for which
it has been lent. Such directors are not liable to retire by rotation.

You have learnt that for the appointment ofcvery director, aseparate resolution has
to be passed..Normally, they are elected by a simple majority. As a result it is
possible that the minority of the shareholders may not.be in a position to send their

. representative on the Board of directors. Therefore, Section 265 of the Act provides

them an opportunity to have their representative on the Board. This is done by
adopting the system of proportional representation. The articles may have a
provision to this effect by which not less than two-third of the total number of
directors of the company be appointed by the single transferable vote, or by a system
of cumulative voting or otherwise. Such appointments may be made once in three
years and any casual vacancy may be filled up by the Board of directors.
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11.8 VACATION OF OFFICE BY DIKECTORS

According to Section 283 of the Companies Act, the office of a director shall become .

vacant if — .
i) he fails to obtain or ceases to hold the qualification shares;
ii)' he is found to be of unsound mind by a competent court;

[ili) 'he applies to the court to be adjudged an insolvent;
iv) . he is declared insolvent;

v} heis convicted of any offence involving moral turpitude and sentenced to six
month's imprisonment;

vi) he fails to pay any call-for six months on shares hold by him;

vit) he absents himself from three consecutive meetings of the Board of directors or
, fromi.all the meetings of the Board for a continuous period of three months,
whichever is longer, without obtaining leave of absence from the Board. But if this
absence is not deliberate (he might be ill) then it wnll not result in the vacation of
office;

viii) he acccpls aloan or any guarantee or security for a loan from the company without
the previcus approval of the Central Government,

ix) he fails *c disclose to the Board his interest in any contract entered into by the:
company as required by Section 29%;

x)  hebecomesdisqualified by an arder of the court under Section 203 which restrains
fraudulent persons from managing the affairs of companies;

xi) he i$ removed by an ordinary resotution of the company;

xii} He had been appointed a director by virtue of his holding any office and he ceases
to hold such office; .

xiii) heis convicted of an offence in connection with the inspection of books of accounts
and other records by the Registrar.

A private company which is not a subsidiary of a public company may, by its articles,
. provide for additional grounds on which the office of a director shall fall vacant.

The grounds mentioned above for vacating the office of director apply to all companies
—public or private. On the happening of any of the above events, the director will have
to vacate the office. These rules are applicable to all directors by whomsoever
appointed and for whatever period appointed. The Board has no power to waive the
event or condone the act. ' '

11.8.1 Retirement of a Director

You know that two-third of the dircctors are liable to retire by rotation and if a director
retires at an annual general meeting and is not re-clected, he ceases to hold the office.

11.8.2 Resignation by a Director

A director may resign in accordance with the rules laid down in the articles. If the

" articles contain no such rule, he can resign «t any time by giving a reasonable notice to
the company, it is immaterial whether the company accepts his resignation or not. A
resignation once made will take cffect immediately when the intention to resign is made
clear. A resignation cannot be withdrawn, except with the consent of the company
concerned.

The res1gnauon letter should be sent to the company at the registered office of the

company. The resignation should preferably be in writing, ‘but sometimes even oral
resignation may be effective, for cxample, if it is made at the general meeting of the

company.

11.9 REMOVAL OF DIRECTORS

A director can be removed from office before the expiry of his term by (a) shareholders; |
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or (b) Central Government or (c) Company Law Board. Let us now discuss them in
detail. .

a) Removal of Sharcholders: A company may remove a director by giving a special
notice and passing an ordinary resolution. However, they cannot femove (i) director
appointed by the Central Government; (ii) a life time director in a private company;
(iti) a director representing special interests e.g., creditors or debentureholders; and
(iv) a director elected by propomonal representatiori.

' Special notice of fourteen days must be given forthe resolut:on to remove a director at
. anv meeling. On receipt of such a notice, the company must forthwith send a copy

thereof to the director concerned, who has a right to be heard on the resolunon at the
meeting.

- If the director concerned has sent a written representation 1o the company, the

company may send a copy of the same to all the members. If the representation could
not be send because of the shortage of tire, it ray be read at the meeting.

A vacancy created by the removal of a dirzctor may be filled up by the appointment of
another director in this place provided special notice of such appointment has been
given to members. A director so appointed shall hold office only-for the remaining

_period of the director removed. Such a vacancy can also be filled up a casual vacancy.

A removed director cannot be reapp-ol.nled but he can claim compensation for loss of
office,

(b) Removal by Central Government. The Central Goverament may remove a director
on the recommendation of the Company Law Board. The Central Government
may refer the.matter to the Company Law Board if it feels that the person has been
guilty of fraud, misfeasance, negligence or breach of trust, or that the business of
the company has not been conducted according to prudent commercial principles
or thccompany is rnanaged by such a person in such a manner as to cause or likely
12 cause serious injury to trade, industry or business. If the Company Law Board is
satisfied, it shail recommend the removal of such director. The director so removed
shall not hold the office of a director or any other office connected with the conduct
and management of the affairs of the company for a period of five years. However,
the Central Government may, with the previous concurrence of the Company Law
Board, remit or reduce this period.

- Adirector who is so removed is not entitled to any compensation for foss of office.

c) Rerﬁoval‘by Company Law Board. The Company Law Board is also empowered to
remove the director on an application made to it for prevention of oppréssion or
mismanagement. Such 4 person cannot be appointed in any managerial capacity in
the company for a period of five years. Also he cannot sue the company for
compensation for loss of office.

Check Your Propress B -

[) IIi% are the first directors of a puBlic company appointed?




4) When can the Central Government appoint a director?

5) List four grounds when the office of a dlrcctor [slls vacant.

7) State whether the following staicments are True or False. |
1)  The first directors are usually named in the articles.

ii}  Unless the articles provide for the retirement of all directors at every annual
gencral meeting, at least one-third of the total number of directors are liable
“to retire by rotation,

ii1) A retiring director cannot be re-appointed.
iv) An alternate director can hold office upto the next annual general meeting.

v) The office ol a director falls vacant if he fails 10 obtain his qualification shares
within two months of his appointment.

vi) The office of the director does not becomle vacant if he fails to disclose his
interest in any contract with the company before the Board.

vii) A resignation by a director is effective immediately when the intention to
resign is made clcar, .

viii) A director cannot be removed before the expiry of his term of office.

ix) A director who is removed by Company de Board is not entitled to any
compensation for loss of office.

x) I a new director is to be appointed, a notice in writing shall be given to the
mimpany at least twenty one days before the meeting.

11.10 POWERS OF DIRECTORS

You know that the directors are appointed to manage and supervise the overall affairs
of the company. Therefore, the Board of directors has the power to do all such things
which the company is authorised or empowered to do. The directors derive their powers .
from the memorandum or articles of the company and from different prowsnons of the

Companies Act, 1956. ) :

Section 291 of the Act provides that, subject to the provisions of the Act, the Board of
directors of 1 company shall be entitled to exercise all such powers, and do all such acts
and things, as the company is authoriscd to exercise and do. Thus, the Board of
directors cannot exercise such powers which can only-be exercised by Lhe company in
the general meeting. ‘

The powers of the company are thus divided into two parts? (i) powers to bc exercised
by the B0'1rd of directors, and (ii} powers to be exercised by sharcholcors’ 2 general
meeting. Within the limits l2id dewn hy the Act and the articles, the powers of the
directors nre supreme and the shareholders cannot alter or restrict their powers by
passing a unenimous resolutioni. The sharcholders can amend the articles or take steps

tareatove the directors or refuss to re-elect director whose actions they disapprove and . -

- appoint other persons replacing them.
L
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'i)_ where the directors act mala fide and against the interest of the company, for

.i} the power to sell, fease or otherwise of the company's undertaking;
.ii) ‘the power to remit or give time for the rapayment of any debt due by a director;

Directors are required to act zolectively in the form of Board. Directors individually
cannot take any decision regaréling company's affairs, decisions must be taken at the
neetmgs of the Board or by circulation of proposal among the members of the Board.
Bui the Board has the power to delegate authority in certain réspects o an mdmdual
directer >~‘oa commmee of-direclors.

Though, he shareholders cannot generally interfere or restrict the powers of the
iirect e, but, in the following exceptional cases, the general meeting of shareholders
- may A rrcise powers conferred on the Board of directors:

cxample. when their personal interest clash with their duty towards the company; F

example, all the directors are interested in a particular Iransaction;:

i) where the Board of directors for some valid reasons become incompetent to act, !’or r
|

iiil where thereis deadlock in managementi.e., the dgirsclors are unwilling to exercise
their powers, for example, when the dlreclors are equally divided and, lhereforc
cannot come 1o any dec15|on

Pdwers to be exercised by Board only: According to Szction 292 the following powers
can be exercised by lhc Board only by means of resoluhons passed at meetings of the
Board:

a} the power to make calls; i
b) the power to issue debentures; ' i
¢) the power to borrow money otherwise than on debentures; : I
d) the power lo invest the funds of the company, and '
e} the power to make loans.

The first two powers cznnot be defegated by the Board to any committee but the -
remaining three powers can be delegated to any committee or sub-committee, if any. |
Howev . such delegation can be made by the Board by passing a resofution at the.
me<'ing of the Board which must specify the nature and exten( of power which can be
exercised by the delegalc The shareholders, in general mesting, can impose
restncltons or conditions on the excrmsc by the Board of any of thé above powers.

Other powers te be exercised at Board Meetings. In add:uon to powers to be exercised '
at Board mectings under Section 292, there are some other powers which can be
exercised only at a meeung of the Board, they are as follows:

i) the pover to fill up the casual vacancies on the Board;
ii) the power of sanctioning a contract on which a director is intertsted:

i} the power 10 appoint or employ a person as managing director or manager, if he is
already a managing director or manager of another company;

iv) the power of making investments in shares or debentures of compames under the
same management; -

v) the power of recciving notice of disclosure of sharcholdmgs by directcrs and
persons deemed to be directors;

vi) the power to make declaration of solvency in the case of member's voluntary
winding up.

Among the above- menuoncd powers, the powers under clausc (iii) and (w) are to be
exercised by the Board with the consent of all the directors present i.e, unanimously.
You should remember that each director shall have only one vote and all matters will

“be decided [except (iii) and (iv)] by simple majority of votes. A dlrector cannol appoint

a proxy to attend and vote at the meelings of the Board.

Powers to be exercised with the sanction in general meeting: Section 293 of the Act
imposes certain restrictions on the powers of the Board of directors. There are certain
powers which can be exercised by the Board of directors oniy with the consent of the
company in the general meeting, they are:

-1ii) the power to invest, otherwise than in truct securities, the compensation received '

for compulsory, acquisition of the company’s undertakings or property;




iv} the power to borrow money in excess of fnc total ot the paid-up capiLa v Loe
company and 115 free reserves; and '

v) ihepower tocontribute to any charitable or other funds not directly connected with
the business of the company or the welfare of the employees beyond Rs. 50,000 in
a year or 5 per cent of the average net profits for the last three financial ycars
whichever is greater.

[n case the dirzctors sell or lease the company's property withgut obtaining the consent
in th.c general meeting, the title of the buyer or other person who buys or takes a lease
in good faith and after exercising due care and caution, will not be affected. Besides, a
company whose ordinary business is to scll or lease property is not governed by this
rule. You should note that the above restrictions are not applicable to an independent
private company. It should also be noted that as regards contributions to National
Defence Fund or any other funa approve 1by the Central Government for the purpose
of national defence, Section 293-B empowers the Board of directors to make such
contributions without any limit and without cbtaining the sanction of the company in
general meeting.

Ofher restrictions on the powers of the Board: In addition to the restrictionsimposed by

Section 293, there are two more restrictions:

i} Restriction on making politlcal contributions: According to Section 293-A,
Government companies and companies which have been in existence for less than
three financial years are prohibited from making political contributions. Any other
company may contribute any amount or amounts directly or indirectly to any
political party or for any political purpose to any person. The amount of such
contribution must not exceed five per cent of its average net profits during the three
immediately preceeding financial years. Further, for making such contributions, a
resolution authorising such contribution, should be pasced at the meeting of the
Board of directors. .

Every company is required to give the necessary information in its profit and loss
account regarding the amount of contribution and the name of the party or the .
person to whom the amount has been given. -

i) Restriction on appointment of sole selling or buying agenls The Beard can appoint -

asole sel]'ng or buying agent of the company for any area only after obtaining the

sanction in the general meeting of the company and the appomtmenr can be made.

only for a term not exceeding five years at a time.

Managerial Powers of Directors

" The directors are the elected representatives of shareholders and are entrusted with the
power to manage the affairs of the company in the best interest of sharcho]ders The
Board of directors has the following managerial powers:

i) power to make contracts with third partics on behalf of the company;
ii} power torecommend dividends; .

i)  power to allot, forfeit and transfer shares of the company,

iv) power to appoint director to fill up the casual vacancy;

v} power to lake dcc:snon regarding the lerms and conditions for the issuc of
debentures;

vi) power to appoint managing director, manager of secrets = -/ the cbmpany;

vii) power to form policy and issue instrl_r"lons foc the elfizient ) . nning of the
business; and lastly

viii} power of control and supervisio-: of work of subordinates.

11.11 DUTIES OF DIRECTORS

You have tearnt that dircctors of a company occupy an important positi=n inthe
management ci the company and they have vast powers, However, it is expected of

ilirnTtiees
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11,114 Statutory Duties

" Some of the statutory duties of directors are;

'company, his duties a J1intermittent nature, (o be performed at pericidical board

2) General duties.

'them to exercise these pbwcrs for the public good and protect and safeguard the
inte--etg of the company and shareholders. .

The duties of directors depend upon the nature and size of the company. While
discharging their duties, they musi comply with the provisions of the articles and the
Companies Act. The duties given in the articles will certainly vary from company to
company. A director -t bound to give continuous atiention to the affairs of the

mectings, -
The duties of directors can broadly be classiflicd under the followmg two heads
1) Statutory duties; and

LA S [t S T

1)  Every director must disclosc his shareholdings in the company [Sec. 308].

il} Every director muss disclose his personal interest in contracts to be entered into
by the company {Sec. 299].

'iii} Directors must not receive any loan from'a pub! Z COMEATY T its l=ul:u=:|:hary of
which he is a director in contravention of Section 295. -

iv) To hold statutory and annua! general meetings and lay before the sompany a
Balance Sheet and Profit and Loss Account and other reports.

v) To convene extraordinary gcneral meeting on the requisition of the 5pcc1fred
number of members.

vi) Directors must not receive remuneration’ in contravention of Section 309 read .
with Section 198. :

vii) To file with the Registrar the reports and resolutions as required by the Act.
viii) To maintain books and registers required under the Act ard articles.
ix) To perform ali such duties as required under the Act and articles.

11.11.2 - General Duties

There are some duties of a genera! nature which every director must discharge. The
following are some of the general duties:

i) Duty of good faith: The directors occupy a ﬁdumar}' position in a company.
Fiduciary position means a position of trust and confidence. Therefore, directors
must act honestly and diligently in the interest of the company and shareholders.
They must not make any secret profits from their dealings with the company. If a

- director makes some secret profits by utilising his posmon he shall be liable 10
account for it.. :

J——

if) Duty of reasonable care: The directors should discharge their duties with reasonable
care. The degree of care expécted from him is the same as is reasonably expected
from persons of their knowledge and status. If the directors fail to exercise due care.
and skilt in the performance of their duties, they shall be lable for negligence. But
they cannot be held liable for mere errors of judgement,

iii} Duty to attend the Board Mettings: The duties of directors are of an intermittent
nature to be performed at pertodical board meelings. Therefore, it is the duty of
cvery director to attend such meetings. Although a director is not expected to
at*end all the meetings of the Board, but if he fails to attend three consecutive
meelirgs or all meetings of the Board for a consecutive period of three months
{whichever i3 longer) without obtaining pcrm:ss:on his office shall automaticaily
fails vacant. ..

i¥)" Duty not to delegate: The directors must perform their duties pecsonally. They are
appointed because of their skill, competence and integiity, therefore, the maxim ,

delegatus non potest C<legare (a delegate cannot delegate further) is applicable to
them. Butif permitted cv zrticles of the company, the directors can delegate certain

furctions to the exten. r2rmitted by the Act of the articles.
shae !




v) Duty to disclose interest: The fiduciary position of 2 dir2cwr requires him to disclose

to the Board his personal interest in any contracs to ue amered by the company.
This is necessary to prevent any conflic between the personal interest of the
director and his duties towards the company. [t should be noted that there js no ban
on company entering into a contract in which a director is interested. What is

required is that he must disclose this interest. )

11.12 LIABILITIES OF DIRECTORS

The liabilities of directors can be discussed under various heads.
1) Liability asshareholder: The director’s liability as sharehoider is usually the same as

2)

3)

»

that of any other shareholder. But a company may aiter its memorandum and make

the liability of all or any of the directors unlimited. This, however, will be effective

only if the concerned director has given his consent to it. Further; the directors are
liable to pay the calls whenever made, within the permissible time. i calls are in
arrcar for more than six months, he shall have to vacate the office cf director.

Liabiliyt to outsiders: Directors azt for the company, as such they czanot be held -
personally liable to cutsiders for any. acts done by them on behali ¢¢ the company.
Tiey would, however, be personally liable to outsiders in the foll: w mg
circumstances: . -

i) When they eater into contracts in their own names and not in the name of the

company. For example, when they sign a negotiable instrument without
mentioniag the name of the company, they shali be personally liable.

ii) Where the directors act ultra vires the company i.e., beyond their powers, in
such a case company will not be liable but directors will be liable Lo their parues
for breach of implied warranty of authority.

iii) Where they have permitted the issue of a prospectus which contains
misstatements or which does not present the true position, the directors shall be
» personally liable.

iv) Where the directors fail to return the application money within the specified
time, .f the minimum subscription is not subscribed.

v) “here there is irregular aliotment of shares.

vi) Where the directors act fraudulently, for example, when they purchase goods
orincur liability at a time when they know that the company will never be liable
to pay the amount.

Liability to Company: Directors have sone duties towards the company by virtuc of
their office. The directors are liable 1o the company in the following cases:

i) Ultra vires Acts: Digectors are personally liable to the company for ulira vires
actsi.e,, acts which are beyond their powers. Forexample, i they pay dividends

out of capital, they will be liable (o the company fér any loss or damage suffered ’

due to such ultra vires acts,

ii) Negligence: If the direclors perform their functionsin a negiigent manner, they
incur personal liability to the company They are, howsver, not liable for errors

of ]udgcmem

iii) Breach oftrust: The dlrcclorsoccupy a fiduciary poii.oti wowards the company.
They must act honestly and in the interest of the company. I the directors make
some sccret profits or use the company's property lm their personal use, then
they shalt be liable t6 the company.

iv) Misfeasance: The misfeasance means wilful misconduct or wilfut negligence
resulting in some loss to the company. The company can take action apainst the
directors for damages in case of misfeasance,

Criminal liability: If the directors fzil to cc mply with Lthe provisions of the Act, tliey
incur criminal liability invelving fine or imprisonment or botli. Some of the
provisions of the At under which the directors incur criminal liability are:

Dircclorx
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i) - Issucofa proépeclus containing an unlruc;tatcment.

iiY  Failure to deposit application money in a schedule Bank.

iii) Fraudulently indu‘éing persons to invest money in the company.

i'v} | Accepting deposits or inviting any deposit in excess of the préscribcd limit.

v)  Destruction, multilation, allcratlon or falsification of any books. papers or
~documents.

vi) Failure to file annual returns.
vii) Defauit in holding the annual general meeting.
viii) Granting loans to directors withcut the approval of Certral Government.
ix) Failurc to mainiain proper accounts etc.

5) Linbility for acts of co-directors: A director is not liable for the acts of his co-
directors unless he was = <arty to it. A director is not the agent of his co-directors.
He cacnot be held liable on the ground that he ought to have discovered the fraud.

But a managing director oz the chau-man signing the accounts without understanding
1ts |mphcauons cannot escape liability. '

11.13 MEETINGS OF DIRECTORS.

You have learnt that directors exercise their powers collectively at periodical meetings
of the Board. The rules relating to meetings of directors are following:

i) A meeting of the Board of directors of every company must be heid once in every
three calendar months and at least four such meetings must be held every ycar. The
Central Government may, however, by notification in the Official Gazette, exempt
anyclass ofcompames from the above mentioned rule. This has bcen done to help
small sized companies where it is not necessary Lo hold meetingoncéin every thred
months. -

Though the Act does not state anything about the place where the meetings of the
Board should be heid, but since register of contracts and other books are kept of
the registered office, the intention is that such meetings should be held at or near
the place of the registered office of the comany. .

ii) Notice of every meeting of the Board must be given in writing to every director in
India at his usual address. The Act prescribes no particular form of notice or mode
. of service or length of period of notice. Thus cven a few minutes notice would be-.
sufficient. The failure to give notice io any director renders the meeting invalid,

iii} The quorum for a meeting of the Board of dircctors of a company shall be one-third

of its total strength (any fraction to be rounded off as one) or two directors,
whichever is higher. If at any time there are some interested directors whose
number exceeds or is equal to two-thirds of the total strength, thes the remaining
directors who are not interested shall form the quorum during thai time, provided
their nwinker is not less than two. In a Board meeting qiorum must be present
throughout the meeting and nct merely at the commencement of the meeting.

"iv) If a meeting of the Board could not be held for want-of quorum, it shall stand

adiourned till the same day in the next week at the same time and at the same place.
1f that day happens to be a public holiday, then it will be held on the next following
day, which is not a public holiday. '

v) Ttisessential that all the proceeding. of every mecting of the Board should be
recorded in writing in a book called the minute book. Minutes of 2very meeting
must be signed by the chairman in whose presence those resolutions *vere passed or
by the chairman of the next succeeding meeting. As per Section 289, the resolution
may also be passed by circulation.

el
Cherk Voue Progress O

1) How do the direciors of a company cxercisc their powers?
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2) List four powers of directors which can be exercised only at Board meetings.

_ 7) State whether the following statements are True or Falsc. .

i)

if)

The directors of a company have the power to de all such acts as the company
is authorised to do.

The power 10 issue debentures can be exerciscd only with the consent of
shareholders in general meeting. -

iii) - The Board has the power to recommend the rate of dividend 10 be declared by

iv)

v)

vi)
yii)

viii)

ix)

the company.

Casual vacancies can be filled up by the Board of directors,

The director can remit or give time for the repayment of any debt duc by a
director.

A director must always act in the general intarest of the company.

A dircctor interested in a contract must disclose his interest in such contract at

_the general meeting of sharcholders. .

A meeting of the Board of directors must be held atleas 2 in every four
imonths and al least three such meetings must be held it 1y year.

The quorum for a Board meeting is one-third of its tota: :izzugth or two
directors, whichever is less.

11,14 LET USSUM UP

Since a company is an artilizial person created by law, it can act anly thrc_)ugh human

Diceclors
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agents. These agents are known as directors. The directors collectively are called as
‘Boavd of Directors’. [Mrectors are the persons, who are responsible for directing,

‘controtling the overail affairs of the company.

A public company must have at least three directors, and cvery other company must
have at least two directors. A public company which is subsidiary of a public company
cannot have more than t- 2ive directors unless the Central Government gives
permission formcre. 3. ji.dividual can be a director of more than twenty companies at

-the sarme fune,

‘All persons appointed as directors of the company must file with the Registrar their
consent in writing to act as such. A director is required to have qualification shares so
long hé continues i be a director. The value of the qualification shares must not exceed
Rs. 5,000 or the vaiue of »ne share where it exceeds Rs, 5,000.

Director’s legal position is quite interesting ~ sometimes they act as agents of the
company, sometimes as trustess and sometintes even as managing partners of the

"tompany. They are also treated as officers of the company. .
pany ¥ . pany

A person who is competent to contract can become a director, But a person of unsound
ivand, undischarged inscivent, persons convicted for moral turpitude and sentencedto
51X momns 'mumon'n"nt are disqualified to act as directors.

Directors can be aDpomled bv articles, by share holders in general meetings, by the
Board, by the parties and by Central Govarnment. The directors may be appointed on
the basis of proportional representation.

2 The oiiice of the direclor shall fall vacant on various grounds, such as if he fails to obtain

qualification shares within twe months or ceases (o hoid qualification shares, his calls
arcin arrcars for six monins, he deliberately fails to attend three consecutive meetings

.withoui oblaining pcrmlss:on he fails to disclose his interest in any comract etc.

The directors of a company can also be removed by shav ehclders, by Cenlral
Government and by Compary Law Board.

The Act has given wide powers 1o directors which must be exercised by them in good
faith and for the benefit of the company. There are certain powers which can be
exercised by them only at the meetings of the Board and cerlain powers can be exercised
by them with the consent of the shareholders in general meeting.

The directors are liable to the company for negligence, breach of trust, for ulira vires

acts and for wilful misconduci. The directors are liable to third parties in some cases

¢.g., when he 4cis in his own name, for misstatements in the prospectus etc. The
- direstors also incur criminal liakility for nen-compliance of the various provisions of the

Aci.

16,15 KEY WORDS

Director: Onz who perferms the functions of a director.
Trastee: One who holds some property in trust for the Senefit of another person or
persons. '

Share QJd.:thon. The minimum numbcl ofsharcs required to be heid by the director '
so long he is a direcior. :

Casual Veeency: A vacancy cavsed by the dsath, insanity or insolvercy of a dirzclor.

Alternazte Licector: A directar who is appointed in place of the originz] director.

 Retaticus! Birector: ircctors who are liabiz to retite by rotation.

Ultru-vives tae company: Beyond the powets ol the company.

Misieasance; Wiltul rrn--,.,:*.duct or wilful ncghgcnce

Quorum: Minimum number of persons physically present to transac® a legally binding
business.
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11.16 ANSWERS TO CHECK YOUR PROGRESS

A 7 i)False  ii)True . @i)True  iv)False  v)False i) False -

vii) True viit) True
B 7 i)True ii) False iii) False iv) False v) Tree vi) False -
vii} True viii) False ix} True x) False _
"C 7 i)True ii} False iit} True  iv} True v) False vi} True
vii) False viii) False ix} True .

11.17 TERMINAL QUESTIONS

1)  Who are the directors of a company? How are they appointed? !
2) Explain the rules regarding the number of directors and directorships.
3} Discuss the legal position of directors.

4) What restrictions have been imposed by the Companies Ac: in respect of
appointment of directors?

5) Explain the qualifications and disqualification for the office of a director.

6) Wkhat is meant by qualification shares? Is it necessary to be a shareholder or to
acquire qualificalion shares before acting as a director?

7} What are the c:rcumstanccs when the office of a director shall become vacant?
8) How can adirector be removed from office before the expiry of their termof office?
" 9)  Discuss the powers and duties of directors,

10) Explain the liability of directors towards the company and third parties. Can a
director be held liable for criminal iiability? -
1) Write an explanatory note on meetings of directors.

o 1
-Note: These questions will help you to understand the unit better. Try to write
answers for them, But donot submit your answer to the- Unwersuy These
are for your practice only.
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BLOCK 4 MEXETINGS AND WINDING UP

You know that 2 company is an artificial person which cannot act on its own. It acts
through its principal officers who taks policy decisions in various types of meetings
by passing the necessary resolutions. Hence, itis necessary to know the rules regarding
the conductof these meetings and the passing of various resolutions. You also know
that a company is create¢ by law and so it can be'wound up only by following the
procedure laid down by lav. In this block, you will Icarn about the rules regarding
various types of meetings and resolutions, the role of @ company secretary and the

. procedure for winding up of a company. This block consists of three units (Unit 12,

'Unit 13 and Unit 14).

Umt 12 deals with the position of a company sgcretary and discusses the rules relating
- to his’ appomt'rent removal, dut:cs lmmhtu.s rights, ete,

Unut 13 deals with the-meaning and importance of nieetings, and discusses the rules

" regarding the conduct of various types of meetings including notice, quorum, proxies
"and voting. It also explains the various types of resolutions that arc passed from time

to time in:different meetings, -

Unit 14 explains the various modes of wirding up of a company and the procedure to
be followcd for the purposc.
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'UNIT 12_ COMPANY SECRETARY

Structure

12.0  Objectives
12.1  Introduction '
"12.2°  Meaning of a Company Secretary
12.3  Qualifications of a Company Secretary
12.4- Secretary in Whole-Time Practice
12,5  Appointment of Secretary
+12.6 Removal of Secrctary
12,7 Position of a Company Secretary -
12.8  Duties of a Secretary

" 12.8.1 Statutory Dutics
12.8.2 General Duties

12.9  Liabilities of a Secrelary

12.10 Rights of a Secretary

12.11 Role of a Secretary

12,12 Let Us Sum Up

12.13 Kcy Words

12.14 Answers to Check Your Progrzss
12,15 Terminal Questions

I

12.0 OBJECTIVES

Afier studying this unit, you should be able to:

@ define a company secretary.

@ describe the qualiﬁcatioﬁs and appointment of a company sccretary
& explain the position of a a.;:ompany secretary”

e describe the duties and liabilittes of a company secretary. -

12.1 INTRODUCTION

A company secretary plays an important role in the administration of a joint steck
company. The provisions of the Companies Act have become so complicated that it
needs constant attention for their compliance. It has become practically impossible
for the top management to supervise the routine administration as well as ersure the
compliance with the provisions of the Act. Itis for relieving the top managemerit from
this rcspon51b1hly that company sccretary is appointed. In this unit, you will learn the,

. mcaning of company secretary, his qualifications and appointment and the role played

. by him. You will also learn the duties and liabilities of a company secretary.

12.2 MEANING OF A COMPANY SECRETARY

A sccretary is an officer of the sompany who is appointed to perform the ministenial

" or administrative dutics. You shiould remember that it is not his duty to manage the -

- affairs of the company; he is primarily concerned to cnsure that the affairs of the
company are conducted in accordance with'the provisions of the Companies Act and
articles of association of the con. - any. '

1T
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The Indian Companic§ Act, 1956 (as amended vy the Companics Amendment Act,
1974) in Section 2{45) defined a secretary as “‘any individual, possessing the prescribed

* qualifications, appointed to perform the duties which may be performed by a secretary

under the Act and any other ministerial or administrative dutics".

The Company Secretaries Act, 1980 defines a company secretary as “a person whois

a member of the Institute of Company Secretary of India’ [Section 2(1) (c)]. The
Companies Amendment Act of 1988 has incorporated this definition in Section 2(45)
which now states, ““a secretary means a company secretary within the meaning of
clause (C) of sub-section(1) of section 2 of the Compuny Sccretaries Act, 1980, and

" includes -any.other individual possessing the prescribed qualifications and appointed
e perform the duties which may be performed by a secrctary under this Act and any

cther ministerial or administrative duties”. You will note that with this amendment a

" statutory recognilion has been given to the members of the Institute of Company
« Secretary of India.

From the above definition of a secretary, the following three points emerge:

1 Only an individual can be appointed as a company sccretary, Thus a firm or a
body corporate cannot be appointed as a company sccretary.

ii) The company secretary should possess the qualifications prescribed by the
Central Government. ' )

tii)  Theduties of the company secretary are of a ministerial or administrative nature.

You should remember that a company secretary is not to act irdependenty but he
has to act under the full control of the Board of Directors. He has no authority, except
that which is delegated by directors, to act or enter into a contract or make
representations so as to bind the company.

'12.3 QUALIFICATIONS OF A COMPANY SECRETARY

" According to Section 2(45) of the.Companies Act, a compan)) secretary must possess
. the qualifications prescribed by the Central Government from time to time.,

Under Section 383-A of the Act every company having such paid up share capital as
may be prescribed, must have a whole time secretary. As per the new rules framed
in 1988, this ceiling is Rs. 25 lakhs. Now we have two sets of qualifications—one for
such companies having a paid up share capital of Rs. 25 lakhs or more and—second
for such companies having tesser paid up share capilal.

. Companies having a paid up share capital of Re, 25 lakhs or more

1) Every Company having a paid up share capital of Rs. 25 lakhs or more should
) have a whole time secretary.

-ify  No persor. can be appointed as whole-time él;cretary unless he is 2 member of

the Insiitzte of Company Secretary of-India.

Compnnies having a paid up share capital of less than Rs. 25 lakhs

: It may not be possible for small companies to have whole-time secretary. Therefore,
.companics having a paid up share capital of less than Rs. 25 Jakhs may not appoint a

whole-time secretary. Any person possessing one or more of the foliowing quatification
can be appointed as a secretary for small sized companies.

i) A member of the Institute of Company Secretaries of India; -

i) Any person who has passed the Intermediate examination conducted by the
' Institute of Company Secretanres of India; o

iii) Post-graduate degree in Commerce or Corporate Secretaryship granted by

any University in India, o

iv) _ Law graduate from any University;

v) A member of the Institute of Chartered Accountants of India;

vi) A person holding post-graduate dzgree or diploma in‘Management scicace

granted by any University or the Institutes of Management Ahmedabad,
Calcutta, Banpalore, or Lucknow: _ -
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vii) A miember of the Institufe of Cost and Works Accountants of India;

viii) Post-graduate diploma in company secretaryship granted by the lnstitute of
Commercial Practice, Delhi, under Delhi Administration or diploma in
corporate laws and management gr.m[cd by the Indian Law Institute, New

Delhi;

ix) Post-graduate diploma in Company Law and Sccretarial Practice granted by
the University of Udaipur, or

X) A member of the Association of Secretaries and Mandgcrs Calcurta.

Youshouid note that non-prolit companies r-.glstcrcd under Scction 25 are t.\cmplcd
from these rules regarding the qurlifization of sedrelary.,

In addition to the sttutory qualilications laid down above, a company sccretary should
also possess some other qualifications. He must have peneral knowledge including the
knowledge of the industiy and trade, then only he can rerder useful advice to dircetars.
He must have a sound knowledge of different taws affecting thebusiness. He should
also have knowledge of economics, banking and finance. He should have a good
personality because he has to get on well with everybody and to get full co-operation
from the stalf. '

12.4 SECRETARY IN WHOLE-TIME PRACTICE

You have learnt that the “term ‘Company Secretary’ here means a person who is o
member of the Institule of Company Secretaries of India. A Company Sccretary may

- accept full time employment as secretary of a company or he may choose to practice
independently as a company secretary, ¢ither individually er in partnership with one
or more practising, company sccretarics. According to section 6 of the Company
Secretaries Act, 1580 only a member of the Institute whether in India or elscwhere
shall be entitled to practice provided that he has ebtained from the council a certificate
of - practice.

The Companies (Amendment) Act, 1988 introduced the concept of company secretary
in whole-time practice. According Lo section 2 (45-A) of the Act. “sccretary in

- whole-time practice” means a secretary-who shall be deemed to be in practice within

the meaning of sub-section (2) of section 2 of the Company Secretaries Act, 1980 and
who is not in full-time employment. Thus, a member of (he Institute in practice and
nol in full-time employment becomes a secretary in whole-time practice.

A member of the Institule may practise cither individually or with one or mor¢ ather
members, The Company Secretarics Act, 1980 has specified the areas of practice for
company secretaries. Section 2(2) of the Compdny Sccretarics Act, 1980 has prcscnbcd
the following areas of practlce for a company secretaries in practice:

-

~a) toengage himselfinthe pracucc of the profession of ‘company secretaries to, or
*iarclation to, any company; or :

b) to offer to perform or perform service in relation to the promotion, forming,
incorporation, amalgamation, reconstruction, re-organisation or winding up of
companics; or )

) 1o offer 1~ perform or perform such services as may be performed by—

1) %oronthorised representative of a company with respect to filing, registering.
p.csenting, attesting or verifying any documents (incliding forms,
applications and returns) by or on behalf of the company,

i} ashare mmansfer Lgents;

i) an issue house,

iv) a share and stock braker;

v) a secretarial auditor oy consultant;

vi)  anadviserto acompany on managenent, including any legal cr procedural
matter falling under the Cupitat Issues (Contral) Act. 19472 the idusties
(Development and Regolation) Act, 1951 the Companies Act, 1956; the

Company Secrriary
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Securitics Contracts (Regulation) Act, 1956; any of these Rules or Bye laws
made by a recognised stock exchange, the Monopolies and Restriclive Trade
Practices Act, 1969, the Foreign Fxchange {(Regulation Act, 1973; or under
any other law for the time being in force.

vii) issuing certificates on behalf of, or for the purposcs of a company; or

d) to hold himself out to the public as a company secretary in practice; or
¢} to render professional services or assistance with respect to matters of principle
or details relating to the practice of the profession of company sccretaries; or

') to render such other scrvices as, in the opinion of the Council, are or may be

rendered by a company secretary in practice;

£y

A - i .
Theamendmen' Act of 1988 has also specificd certain arcas wherein certifications by

secretary in whole time practice have been recognised. namely:

a) Under section 33(2) of the Companies Act, a statutory declaration in Form No.

I of the Companies (Central Government) General Rules & Forms, 1956 for
compliance of legal formalities for incorporation of the company can now be given
- by a company secretary in whole time practice.

b} Under Section 149 ¢f the Comparies Act, acompany having a share capital which
has issued a prospectus inviting public te subscribe for its sheres, the company
cannot commence husiness unless a duly verified declaratica by a-secretary in
whole-time practice-has been filed with the Registrar thzt all the rcqutrcd
formalities have been complied with.

c) Under Section 161, anaual return of a company whose shares are listed on a
recognised stock exchange, in addition to being signed by a director and the
manager or the secretary is also required to be signed by a secretary in whole-time
practice.

d) “Under Section 269 read with Schiedule XIII to the Companies Act the statutory
certificates of compliance with the requirements for appointment of managing™
director or whole-time dircctor or manager can given by secrelary in whole-time
praciice.

12.5 APPOINTMENT OF SECRETARY

~ You have learnt that for a company having p;iid up share capital ‘of Rs. 25 lakhs or

more, it is obligatory to appoint a whole-time secretary. In the case of companies

_having paid up share capital of less the prescriped amount, it is not obligatory 10

appoint a whole-time secretary. However, in practice, every cormpany usually appoints
a secretary and the necessary provision is made in the articles of zssociation for thal
purpose.

Just like the first directors of the company, the first secretary may be appointed by
the promoters. Such a person helps the promatersin carrying out all the preliminary

- wotk 'nconnection with the formation of the company. Such a secretary is often

referrcd t2 as *he ‘pro tem secrelary’ (secretary for the time being). Sometimics, the
first secretary may be named in the articles of the association, but this will not give

* the person the right to be appointed as the secretary. He cannot sue the company if

iic is not so appointed subsequently by the Board of “directors. There should be an
independent contract between the company and the secrelary so named in the zriicles.
Therefore, the first secretary appoini=d by promoters bhOllld enterinto a fresh coniract

. with the company after its incorporation.

Normally, the appeintment of a company secretary is made by the Board of directors
in their first mee(ing by passing a resolution. A service agreement is executed between
the company and the secretary in which the terms and conditions of ivs appointment,
remuneration ctc, arc stated. Infarge-sized companies, the managing director may be
authosised by the Board 10 appoint a secretary.

A director, being an individual can be appointcd as secretary, but it requires the

approval of the company by special resclition. But where the Board of directors of
/ . " ' .
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a company consists of only two directors, then neither of them can be a;ipointcd as

secretary of the company.

Section 303 of the Companies Act rﬁquires that the particulars of appointment of a

. person as secretary must be recorded in the Register of Directors/M anager/Secretary

and the requisite particulars relating to such appointment must be filed in duplicate :

* in the prescribed form with the Registrar of companies within thirty days of

appointment. ' .
Youshould note that no individual can hold the office of secretary in more than one
such company whose paid up capital is Rs. 25 lakhs or more. If the person appointed
as secretary holds an appointment as such in any other company, he has to notify the
other company within twenty days of his appointment. It should further be noted that

.ifarelative of adirectoris to be appointed as the secretary, then a special resolution

has to be passed in a general meeting for such appointment [Scction 314].

i

Check Your Progress A
1} Definc 4 company sceretary.

2) Who can be appointed as sceretary of a company?

i
i) Persons possessing the gqualifications prescribed by the Central Go«crn::'.cnl

¢an be appointed as secretary of a company.

i) A body corporate can be appointed as the secrétary of a company.

iii)  Every company having the paid up share capital of Rs. 25 lakhs or more
musl appoint a whole-time sceretary.

iv) A person having a graduate degree in commerce can be appointed as a

’ secretary, . ]

v) A company having two directors cannot appoint any one of them as secreiary
of the company. )

vi)  Thesecretary appointed by the promoters is deemed fo be the first regular
secretary of the company.  ° .-

vii} . The particulars of the appointment in the prescribed form are required to
be filed with the Registrar within twenty-one days of the appointment,

viii} Ifarelative of dirccloris 10 be appointed as seeretary, a special resolution
should be passed in the gencral meeting for such appointment.

CUnmpany Secretary
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and conditions of his emplovment. In case no period f notice is mentioned in the

12.6 REMOVAL OF SECRETARY g

You know (hat the appointment of a company secrelary is generally done by means
of aresolution of the Board of directors, as such he can be remaved by the Board ol
directors  or by the managing director, if he is so authorised by the Board.

wWher a sccrelary is appointed, the terros and conditions of his service are stated in
the service agrecment. Usuzally, there is a clause in the service agrecinent which
provides the manner in which he can be dismissed. The secretary, being an employee

of the company is a sevvant of the company and his removal is governed by the common’
law governing the relationship of master and servant. However, the secretary must
be given due notice of termunation of his employment in accordance with the terms

service agreement, a reasonable notice should be given, atherwise the company shall
be fiable to pay compensation to him. Even if the company secretary is appointed for

~ fivlerm, the company can remove him before the expiry of the terms by giving him

a rcasonable notice.

The secvices of a sceretary may, however, be terminated without notice for wilful
disobedience, miscenduct, negligence, incompétence or permanznt disability. When
the court orders for compulsory winding up of the company, the order of the court
shatt be deemed to be the notice of discharge of a secretary alongwith other employees
of.the compaay., o '

12.7 POSITION GF A COMPANY SECRETARY

The position of 2 company secretary has undergone a tremendous change during the

last 5o many years. He Eas arisen [rom the position of a clerk to an indispensible figure
inthe cotporate hierarchy. However, it is very difficult to explain preciscly the position
of a company secretary. The Comipanics Actdoss not define the exact position of 1
sccretary. The position of a company secretary can be discussed under the following
headings:

B e L LT

i) As a Scrvant of the Company: Lord Esher observed in the course of his judgmenti
in Barnett Hoares & Co. Vs, The South Lendon Tramways Ce. Ltd. that sccretary
is a mere servant, his position is that he is to do what he is toid. Thercis aservice
agreement between the secretary and ithe company and his employment is governed
by Lre terms and conditions of tiis agreement, therefore he is an cmployee of the
'wompary. Heis to work under ihe control of the Board of dircctors. He haslo carry
outthe ordess of the'directors. It is for the seerciary to ensure effective execution and
implementation of thc management policies laid vut by the Bourd, He cannot exercise
independent disertion in the work assigned tG hin.

) 5w Agent of the Company: Since the secretary is concerned with the

administration of the company, he acts on behalf of the company. The dutics of &
secretaty are of ministerial and ndministrative in nature. The routine matters relating
Ao tae company are left 1o be looked after by the secretary. He has to deal with the

.., staff, workers, trade unions, shareholders and the outsiders. So he has to use his

discretion in dealing with such matiers. He is animportant link between the company
and the outsiders. Al policy decisions are conveyed by the seeretary to the st ' { anu
outsiders. '

iii} As an Officer of the Company: Striclly speaking the secretary is not i managerial
personnel, but’he is treated as principal oflicer of the company for the purposes of
various sections of thes A¢) e s responsible for the compliance of various legal
formalitics under dilferent Acts. The Companies (Amendment) Act, 1988 has .
particularly specified that a secretary is bracketed with the managerial personncl
including directors and is fiable Lo punishment by w2 of imprisonmenit, finc or :

otherwise fer vicletion of the provisions of tlie Companies Act.

The secretary is required to sign the apnual return fited with the Registrar [Scction
161 (1)]. make declaration regarding commencement of business (Scction 149),




authenticate the Balance Sheet and Profit and Loss Aécount (Section 215), and 10 Comian heveeian
make declaration under Section 33(2) ¢f Iz Act that all the formalities required by

the Actand the Rules therein have been corenlied with in respect of registration of a

company. The secretary is recognised as “principal officer” under the Indian Stamp

Act, M.R.T.P. Act, Income Tax Act, Sales Tax Aet e,

iv} As an Advisor to the Board: The seerelary plays an important role and cnjoys a
unique position in the management of the company. Though the policies of the
company are formulated by the directots, but since the secretary has complete
information aboul ail internal matters and changes in the policies of ihe poveinment,
heisnabetier position Lo supply the required information and advice to the direciors.

He advises the Board on various legal matters. He can be described as the real puiding
spirit behind the Board of directors. :

T

-

From the above it should be clear 1o vou that the position of the sccretary has changed
wer the years. Thoush he has no managerial functions perform, because he is
lescribed as a responsible officer of the compaly, he s the principat adminisirative
Mficer of the comnpany. We can state that while the dircctors ase the brains of the _
ompany, the scerelary is its cars, eyes and hands. : R ;

[2.8 ‘DUTIES OF A SECRETARY

he duties of a company secretary vary from company (o compzny depending upon
I$ size, ma agement structure and the personai qualifications of the secretary. In
ndia, in private and in joint sectors, apart from the sceretarial dutics, the company
ceretary is normaily entrusted with legal, zdministrative and management functions.
nlargesized companies, there are separate managersincharge of the (uactions relating

eaccounts, Jaw and personnel cte. Even in such cases the r

role ofthe company secretary
s Ihe coordinator cynnot be under estimated. H can be said that the company sccretary
ctsin tiree fold capacity, nametly, as an

agent of the Board of directors, as a person:

wharge of secretarial work relating to the company and as chief administrative officer
{ 1he company, '

Tot T

he daiics of 4 company seerelary can broadly be divided into two catepories—(a)
atutory duties, and (b) general duties, The stalutory duties can furiber be subrdjvided
o two—dulies tunder Companies Act and duties under other Acts.

2.8.1  Statutory Dulties

otlowing.are some of the statutory

dutics of the company secretary under the
ompanies Act;

' Sipning ufnﬁy documentor
- mnder Section 54,

"Filing of necessary documents and returns with the Registrar of Companies,

c.g. return of allotment of shares, annual returns, annual accounts gic.

) Giving the notice of the increasc in the share capital to the Registrar under
Section 97. :

proceedngs requiring authenticaiion by the company

) Delivering the share certificate within 3 months of slloiment or within2 months
of registration of transier under Scetion 113, '
Muking entries in the Register of Members on (he issue of sharc warranisunder
Section 115,

Filing particulars of charges with the Registrar of Companics,

) Getting the name painted outside every office or the place of its business and
to petis engraved on the seal of ihe company {Section 147),

I} Making a statwory declasation for obtaining the certificate of commencement _ :
¢l business (Section 149). :
To make available for iaspection and
(Section 163).
sending notice of gener
171).

Filiag of certain agre~» ~nts and resolutions with the Registrar (Section 192, 1
Keeping minutes of the proccedings of gencral mectings and of Board of

furnish copies of regisier of members

al.mectings to cvery member of the company (Section
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directors and other.mectings. _ -
xiii) ~ Maintaining the various registers and statutory books of the company, such as
Register of Members, Register of Directors, Register of charges etc.

In many of the duties, the secretary shall be held responsible as an officerin default,
if there is a default in complying with the provisions of the Act. According to Section
5, a secretary, among others has been defined as an officer in default. ’

Dulies Under Other Acts: A company secrelary has also 1o see to it that the
requirements of other Acts are also complied with. Under the Income Tax Act,'the
secretary being the ‘Principal officer” is responsible for the deduction of income Lax
from the salarics of its employees and its deposition in the Government treasury.
Under the Indian Stamp Act, the secretary should ensure that various documents like
share certificates, transfer forms ctc. are properly stamped as per the requirements
of the Indian Stamp Act.

_ The se:cre.tary is also required to comply with the provisions of various labour and

industrial laws such as The Factories Act, The Industrial Disputes Act, Minimum

" Wages Act. etc.

12.8.2 General Duties

Apart from the statutory duties tested above, a secretary is required to perform several
general duties as follows: '

i)y Tocarry out the orders of the Board of directors.

:ji)  To assist the Board in the formulation of policy decisions.

i) Notto disclose confidential information relating to the affairs of the company.
iv) * Not to make any secret profits on account of his position:

v)  To act as a medium and link between the company and outsiders.

vi) To provide information to the shareholders. '

vii) To organise, supervise and coordinate the office work.

12.9 LIABILITIES OF A SECRETARY

“fou have learnt that it is the duty and responsibility of a secretary to see that the
affairs of the company arc conducted in accordance with the provisions of the
Companies Act and articles of association. If a default is made in complying with
certain provisions of the Act, a secretary, being an officer of the company, shall be
Tiable for fine and punishment.

The liability of a company secretary can be discussed under two headings, namely,
statutory liabilities and contractual liabilities..

Statutory Liabilities

You know that a company secretary is an important officer of the company and he
has tc comply with_not only the provisions-of the Companies Act but also the

" requirements of the Income Tax Act, Indian Stamp Act, labour and industrial laws.

The company secretary may be held for the following:

1) deflault in holding the statutory meeting and filing the statutory report with the
Registrar (Section 165),

i)  default in holding the annual general meeting (Section 168},

(i) default in filing a retumn of allotment (Secticn 75),

iv)  defaultin the preparation of share cerhficate within threc months of allotment
and two months after the application for registration of trapsfer (Section 113),

v)  default in Maintaining the register of members (Section 150}, .

vi)  default in circulating members’ resolutions of which they have given notice (o
the company (Scclion- 188),

vii}) default in getting the name of the company pointed or affixed outside the
registered office and every office of place of business, and engraving it on the
seal of the company (Section 147), : . ’

viii) default in filing the annual returns (Section 162), .

ix) default in recording the minutes-of the meetings of the shareholders and the
Board (Section 193),
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%)  default in registering certain resolutions and ﬂgrccmcnlq n.qu|r|ng registration orpany ey

(Section 192},

xi)  default in maintaining the register of directors (Section 303),

xii) default in maintaining the statutory registers such as mdcx of register of
members, repister of 1éans, register of charges cte.,

xiii) liability for making any falsc or misléading statement. A sceretary con escape
from the liability if he can prove that his liability was expressly excluded either
by iaw or by the articles of lhe company or by any resolution of the company.
He may also not be held liable if he can satisfy the court that he has acted
honestly and to the b'cs'l of his ability under the circumstanees. Apart from the.
liability under the Companies Act, a secretary shall be liable for fine and
punishment if he violates the provisions of the Income Tax Act, Indian Stamp
Act, Sales Tax Act and other labour and industrial laws.

Contraclual Liabilitics

In addition. 1o the various statutory liabilities, a company secretary hus several
confractual liabilitics which arisc out of his service agreement, they arc as follows:

1) Jieshall beliable for any loss or damages caused to the company by willél negleet

‘or negligence in the discharge of his duties;

if)  he shall be personally liable if he acts beyond his authority;

iti)  heshall beliable to account for the secret profits made by him by virtuc of his
position as a secretary;

iv)  heshallbe liable 1o indemnify the company for any loss suffered by the company
as a result of disclosure of some sccret information relating to the company;

v)  heshallbeliable for any fraud or wrong done to the company during the course
of his employment.

12.10 RIGKTS OF A SECRETARY

Sonre rights are given to the secretary by the Act, Board of dircciors and the general
meetinps of sharcholders. He also derives some rights out of ths service agrccmcnl
with the company. A sccrelary has the lollowing rights:

i) right te control and supervise the working of his department;

ii)  right to sign documents requiring authentication by the company; .
i) right to be indemnilicd for any loss suffercd by him while d|suhargmo his duties;
iv)  right 1o receive remuneration,

But a company secrelary lias na right to borrow money in the name of the company
or to make allotment of shares or register iransfer so shares without the ¢xpress
autherity or consenl ol the Board of directors. He has not aulhonty to call ameeting

of the company.

From the above, it should be clear to you that secretary is responsible officer of the
company and he hn% several statutory and contractual liabilities. But, he has to work
. #xcording to the dircctions of the Board of directors.

12.11 ROLE OF A SECRETARY

‘The company secretary plays animportant role in company administration. The scope
of his role depends on the size and nature of the company. He is liable not only 1o
the company, but also to its sharcholders, creditors, employees and (he society.

From the discussion given above, a three-{old role of the company secretary can be
visualised, namely, as a statutory officer, as a coordinator and as an adm:mstra!we
officer. :

i) Statutory Officer: As?a principal officer of the company, the comppny secretary is

R e S B i
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. the Board, managing director and the Chairman on the one hand and with the staff

) Thc company scceetary also acts as a - coordinator with trade unionists, auditors,

rmponmble for strict compliance with the various provisions of the- Companies Actand -
the requirements of other Acts, He is responsible for proper maintenance of books

of accounts and other registers. He has to sign several documents such as annual
returns, return of aflotment, declaration for commencement of business. He is

ﬁ;sponsnb]c for authentication of the balance sheet and prof:l and loss account, for

holding mectings of directors and sh'\rcholdcr«; and maintaining ninutes of such
meetings.

As a statutory officer, the cornp.lny secretary is responsible to comply with the b
provisions of olher Acts, such as Income Tax Act, Capital Tssues (control} Act, ‘-
Monopolies and Restrictive Trade Practices Act, Sales Tax Act, Factories Act, r
Industrial Dispules Acts elc. ' i

i) Coordinator: A company secretary is the link between the Board of directors !
and other cxecutives of the company. The Board lays down the policy decisions, but
itis the.secretary who ensures their proper implementation. He acts asa link between

on-the other hand. In a company where there are several independent departments
such assales, purchase, personneletc., heactsasa coordmator with these functionaries
for cnqunng that the policy decisions arc duly carried out and if there are some matters
which require further consideration, the secretary shall place them before the Board
and convey the decision of the Board to the concerned department.

sharcholders of the company, Government and the community at large. He is to ensure

. the comipliance ol the provisions of companics Act and various other Acts, He should

see that the company functions in a manner as to achieve the declared objectives of
the Government. Itis now widely accepted that the company has some responsibility
towards the seciety as well. The sccretary can advise the Board regarding the matters
where the company can contribule to the welfare of the sociciy.

iii)~Administrative Officer: As a gencral administrative officer, he is responsible for
efficient administration of the conipany. He has to supcrvise, control and coordinate

the functioning of differeat depariments such as finance, personnel, organisation, He
should develop a strong and efficienl organisational struciure. He has also to ensure
the safety and proper maintenance of the assets and properties ot the company. He
has to ensure that they are not misused, The company secretary is responsible for ,
ensuring that records are maintained properly. With the fast changes taking place, a |
sccretary is expected to play a still more important refe in the administration of the '
company. He is to assist the Board in laying down the policies and dealing with the
Government and [inancial institutions.

e e I

Check Your Erogress B

1) How can the secretary of a company be removed?

2) Enumerate four important dutics of a sccretary.
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4) What do you mcan by three-fold vole of a secretary?




5) State whether the following statements are true or false.

iy A secreéary can be removed by gwmg him a due notice.

ii} No notice is necessary for removing a secretary for wilful misconduct,
negligeace or permanent disability,

iii) A sccretary appmnlcd fora fl:-:cd term cannot be removed before the expiry
of the term. .

iv) Asccretary can convenc a general meeting, make allotmenl of shares, regmcr

. transfer of shares.

¥)  Companysccrelary is responsible for the compliance of the provisions of the
Companics Act and other Jaws of the country. '

vi) The company sccretary is liable on]y to the directors and not to the
sharcholders.

vii) Somc managerial powers can be delegated by the Board 1o the secrctary

viil) A company secretary can make profit by using his position.

ix) A company secretary has to cnsure the safety of the assets of the company.

-12.12 LET US SUM UP

’

The term company secretary means a person who is a-member of the Institute of. -
Company Secretaries of India. Every company having a paid-up sharc capital of
Rs. 25 lakhs or more must have a whole-lime seeretary. Companies having less paid-up
share capital can also appoint a secretary, who should possess one or more of the
qualifications as prescribed by the rules for appointment and qualification of secretary.

The Companies Act also recognises 1he concept of company secretary in whole-time
practice. A sccretary who obtains the licence from the Institute can only practise.

Asccretary is generally appointed by the Board of directors. He can be removed by

a resolution of the Board or by the managing director, if he is so authorised by the
Board. Before removing asecretary, a proper notice must be given to him. However,
no notice is necessary for W|lful misconduct, negligence or permanent disability.

The company secretary OLCuplCS an important posilion in the company admm:slrauon
His position is that of a servant, agent and an officer of the company. He has several
statutory apd-other dutics, Being an officer of the company, heis liable tobe fined or
junisned for not complying with the provisions of the Companies Act or other laws
Sfthe country. Because he is occupying a position of trust, he must not use his position
tomake secret profits. He must kecp the matters of the company upto himscl{ only.

A secretary plays a three-fold role—a statutory officer, 2 coordinator and an
administrative' officer of the company

.

12.13 KEY WORDS

Secretary: “A person who is amember of the Institute of Company Secretaries of India.

Practicing Secrctary: An individual who is a member of the Institute of Company
Secrelaries of India and who has obtained from the coun:il a cestificate Lo practice.

Statutory Dutics: Duties laid down’in thie Statute.
Breach of Duty: Non perlormance of a coniraciual or statutory duty.
Pro-tem: For the time being.

- Contractual Duties: Duties arising out of the contract.

Campans Secretary
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12.14 ANSWERS TO CHECK YOUR PROGRESS i

A 6 i) True ii) False iii) True iv) False

. v) Troe vi) False vii} False viii) True
B 5 i) True iy “True iii) False iv) False- v) True
vi) False  vii) True viii) False ix) True -

o B e

12.15 TERMINAL QUESTIONS

1) Define the term ‘Secretary’ under the Companies Act. Whocan be appointed as
a seeretary of a company?

2} How is the secretary of a company appointed? State how can he be dismissed? =

3} State the qualifications which a company sceretary should possess,

4) Discuss the legal position of & company secretary and state his main functions.

5) ‘Enumerate the duties of a company secrctary.

6) Discuss the statutory and contractual liabilities of a.company secretary. _;

7) Discuss the role of a company secretary as (a) statutory ol'flf'c., (b) co-ordinator i
and (c) administrative officer. i

8) ‘“The scerctary is a link between the dircctors: and sharcholders of a company.”
Exgplain.

—

Note: These questions will help you to understand the unit better. Try to write
- answers for them. But do not submit your answers to the Umversuy These

- are for your practicé only.
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'13.0 OBJECTIVES

After studying this Unit, you should be able to:’
® cxplain the meaning of a company meéting .

® discuss the importance of company meeting

explain the various types of meeting -

list the requisites of a valid meeting

® cxplain the rules regarding the notice and quorum .

® cxplain the different types of resolutions and the purposes for which they can be
passed. -

13.1 INTRODUCTION

' ‘A company, being an artificial person, cannot act by itself like a human being. The -

business of the company is carricd on by the elected representatives, called as
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“directors’. The decisions age taken by the directors at the meetings of the Board. But
they cannot take.decision on all matters relating to the working of the company.
There are certain matters which are tobe decided by the general body of shareholders.
Who arcthe owners of the campany. For this purpose, thc meetings of the shareholders
are held whereih decisions are taken by shareholders by means of passing resolutions.
In this Unit, you will study the different types of meetings and the business transacted

therein. The provisions of the Companies Act lays down the rules regarding the holding

and conduct of such meetings. You will also study the various lypes of resolutions and
the purposes for Wthh thcy are required. |

13.2 MEANING OF MEET_ING AND ITS IMP_ORTANCE

Meeting may-generally defined asthe galhenng, asscmbly or coming logclhcr of two
or more persons for transactmg any lawful business. For proper working of the

" company, it is necessary that the sharcholders meet as often as possible and discuss

matters of mutual interest and take important decisions, Meetings: srovide a place for
fruitful participation where frée and frank discussion takes place. The decisions taken
at the mcetmgs generally become acccplablc and are met with least resistance.

To constitute a valid meeting’ there must be af least two pcrsons, because a meeting
cannot be constituted by one person. But there are certain circumstances where one
person can constitute a valid meeting, they are: ' -

&) Whereone pcrson holds all the shares of a particular class, he alonc can constitute

a meeling of that class; .

b) Where the meetingis called by an order of the Company Law Board, the Board -
may direct that one member of the company present in person or by proxy shali
constitute a valid meeting. '

Company meetings play a significant role in decision making process. They provide an

opportunity to sharcholders to review the working of the company 2nd take policy. .
- decisions, thereby controlling the Boatd of directors. The directors are duty-bound

1o follow the decisions taken at the general meelifg of shareholders. Meelings
constituie a very importar: zspect in the managemenl and administration in the
company form of orgamsauon

s
i

'13.3 KINDS OF MEETINGS AND THEIR IMPORTANCE

- Company ‘meetings can broadly be classified as foilows:

1) Meetings of Shareholders: Such meetings are alse known as general meeting of

the members which are hzld to excrcise their collective rights. The meetings of
the shareholders may again be of the following four types:

a) Statutory Meeting;

'b) Annual General Meeting; .

¢) Extraordinary General Mceting; and
d) Class Meeting. .

2) Meetings of Directors: The directors are to act collectively in the form of aboard,
and the decisions are taken at the meetings of the Board of directors. Thesc
mcclmga may again be of (wo types:

a) Maeetings of the Board of directors; and
b) Macetings of the committee of directors.

3) Other Meelings: These meetings may be cither of the following:

a) Meetings of debenturc-holders;
b) Meetings of creditors;
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¢) Mectingsof creditorsand contributories on the winding up of the Company.

Figure 13.1 will hely. you in undersmr;ding the types of meetings:

MEETINGS
. . 1 - )
{ I [
Sharcholders ’ " Directors " Others
! [} ! i)
Statutory Annual Extra-Ordinary Class
General General Meetings *
Meetings Meetings '
T ; l
Board of " Commitice
Directors : Jof Directors
T 1
Dcbenture Creditors Creditors and
holders ; - contributor

13.4 STATUTORY MEETING

- This is the first meeting of the-sharcholders of a public company and is held once in
the lifetime of any public company. According to Section 165 of the Companies Act,
every company limited by shares or limited by guarantee and having a share capital
must hold a general meeting of members of the company within a period of not less
"than one month and not more than six mo:.ths from the date on which the company
becomes entitled to commence business. This meeting is called as the ‘statutory -

‘meeling’ and it must be specially stated so in the notice calltng it. A private company
is not required to hold a statutory meeting.

13.4.1 Purposc of Statutory Meeting

The primary objective of holding the statutory meeting is to inform the shareholders
about the facts relating to the formation of the company, shares.taken up, money
received, contracts entered into, preliminary expenses etc. It gives an opportunity to the
members 1o discuss matters relating to the formation of the company. This enables
them to know the position and fulure prospects of the company. This meeting enables
the members to meet the directors and they can satisfy themselves that the money
subscribed by them is being propetly used.

13.4.2  Notice of Statutory Meeting -

Statutory meeting is treated as a general meeting and as such 21 days-clear nolice in
writing must be given to all members of the compary. Incalculating 21 days, the date -

: onwhichitis served and the date of the meeting are excluded. A shorter notice will

be valid if consent is given by members holding at least 95 per cent of the paid-up
capital carrying voting rights . or representing at least 95 pcrccnt ofthe yoting power
(Section 171). The consent for ashorter notice may be given either at the meeting or

" before the snectmg

Meetings and Hr;nlulinm"
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" company. A capy of the statutory report must also be senl alorgwith the notice,

" not filed with the reglstrar.

Thie nolice must qxprdssly state that the meeting is the statutory mecting of the

' 13.4.3 Statutory Report

The Board of Directors is required to prepare « report called the ‘statutory report’.

You have learnt that alongwith the notice convening the meeting, this statutory reporl,
should also be sent to each Member, If the statutory report is sent later, it will still
be treated as vatid if all fhe members entitled 1o attend and vote at the nceting agree
{oit. . )

TTRITTTTYT VT T

Contents of the Statutory Report: According to Scction 165(3) of the Companies Act, '
the statutary report must give the following information: ‘

i) The total number of shares allotted, distinguishing those alloned as fully or partly
paid up otherwisc than in cash, the extent to which they are partly paid up, the
<onsideration for which they have been allotted and the 1otal amount réceived
in cash; ) : . ..

ii}  Anabstract of reccipts and payments of the company upto a date within seven

' days of the date of the report and the balance of cash in hand; I

iif)  An account or the estimate of the preliminary expenses of the company (such,
as legal charges, charges in connection with the preparation of memorandum o
and artictes of association, printing expenses. registration charges) showing &
separalely any commission or discount paid or 1o be paid on the issue or sale

o of shares or debentures;

iv)  Names, addresses and occupation of the directors, auditors, manager and
sccretary. Changes. if any, in these respects, since the incorporation. are also
required to be given;

v)  Particulars of any cor:ract which are to be submitted 10 the statutory meeting
for approval. If any modification or proposed modification of a contract is to |
be submitted for such approval, brief particulars of contracts and particulars of |
modifications or proposed modification should also be given; |

vi)  The extent to which underwriting contracts have not Seca carred out, and r
reasons therefor; . - I

vi})  The arrcurs, if any, due on calls from directors and froin the managz-; ond '

vi.) - The particulars of any commission or brokerage paid, or..o be paid.inconnectior + © |
with the issue or sale of shares 1o any-direstor or to *he manager. -

" The .eport must be certified as correct by not less than two direclors, includirg the

managing director, where there is one. With regard 1o the shares allotied by the
company and the cash received in respect of such shares and the receipts and payments
is ulso required 10 be certified as correct by the auditors. :

A certified copy-of the statutory report must be sent to the Registrar after sending

the report to the members. At the commencement of the statutory mecting, the Board

of dicectors shail proZ ze a list of members showing their names, addresses and

occupations alongwith the number of shares held by them. This list shall remain open

ana accessible to any membe- of the company during the continuance of “re meeting.
o :

_ The members present at the meeting are free to discuss any matler rclating 10 the

formation of the company or arising out of the statulory report, whether previous
notice of the matter has been given &1 not. But only such resolutions can be passed
of which natice has been given in accordance with the provisions of the Act, If default
ismade in filing the statutory report, or in holding the statutory mecting, every director
and other officers in default shal! be punishable: with finc which may cxtend upto
Rs. 500. Further, the members have the right to file a petition to the court for
compulsory winding up of the company, if the meeting is not held or the report is

Check Your Progress A

1) Definc a meeting.




2)

3

4

5)

What are the statutory requirements as to the length of the notice for statutory

mecting? |

State whether the following statements are true or faise. |
i} . A statutory meeting must be heid by all companies. . -

i), Thestatutory meeting of a public company niust be held within six months
of the date of incorporation.

. i'ii) “The notice of statutory meeting must be accompanied by astatutory rcpoi't.

iv)  The.statutory report must be certifled as correct by not less than o

. directors of the company including the managing director if there is one.

vy  Themembers present at a statutory-meeting are free to discuss any matter
relating to the company.

¥} Acopy of the statutory report must befiled with the Registrar before cépics

thereof are sent to the members.
vii)  The auditors must certify the reportin ;espect of the shares allotted, cush
: received on such shares and the receiptsand payments of the compan; .; ' .
) a date within seven days of the report. -
vili} Ifdelaultis made in holding the statutory mecting, members have the right
to fite petition to the Court.for.compulsory winding up of the company.,

13.5 ANNUAL GENERAL MEETING

The annual general meeting of the company is an important means through which the

* shareholders get the opportunity to ex=teise their power of control. It is at this meeting
that the direc*orsretirc and seek re-election. The shareholders getan opportunily of
reviewing and eveluating the overall performance of the company during a year, The

. sharcholders can place their vicws before the management and can seek clarifications
on matters 2bout which they are notsatisfied. Thus, you note that an annual gencral

. meeling it v2ry important. Unlike the statutory meeting which is held only once in
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-{ii) At least 2] clear days™ notice of the meeting in wriling must be given 10 cvery

. v) The Board of directors can cancel or poslponc ithe holding of the meeting on ¢

iii) - the appointment of dircctors in the places of those retiring; and i
_iv) the appoinument.of the auditors and fixing their remuncration’ '

the life-time of the company, the anhual general mecting is held every year. -

~ Every company public or private, must in cach calendar year, hold in addition to any

other meeling a gencral meeting as its annual general meeting and the notice must

- specify that it is the annual general meeting.

The holding of an annual gcucral-meeling is a statutory requirement. -

Following are the rules regarding annual general meetings:

i) The first annual general meeting of the company must be held withinaperiod of
- 18 months from the date of its incorporation, and if such a gencral mceting is
.held within that period, it shall not be necessary for the company 10 held any
annual general meeting in the year ofits incorporation orin the following year..
For example, a company is incorporated.on 5th October, 1989 and holds its [irst
annual general meeting 10th March, 1991 (i.c. within 18 months of incorporation),
then it need not hold any other annual general meeting in 1990 and 1991, But i
from the year 1992 onwards, it must hold such a mecting in every calendar year. '
ii) The gap between lwo annual general meetings must not exceed 15 months. The :
" Registrar may, however, forany special reason extend the above tine by a peried
not exceeding-three months. - .

I P PR 1 =1 -

_ sharcholder, directors and auditors of the company. A shorter noticc may also
be siven if it is agreed to by al} the members entitled tc.vote at the meeting.
iv) The annual general meeting of the company must be called on a working day
during business hours either at the registered office ¢f the company or al some
other piace williini the city in which the registered office of the company is situated.
Thus, no meeting can be called on a public holiday, for examaple on 15th August,
2nd Octobezsnd 26th January. Ifany day is declared by the Central Government
to be a public holiday after the issuc of notice convening the annual genceral
mcetmg, it shall not be deemed to be a public ho]lday and the meeting could be
held on that day as schedyled. ’

the scheduled date, but this powet should ke exerzised by the Board bonsfide
and for proper reasons. :'he beiter course for the Boaxd wii. .¢ i hold the
mecting and then, have the matter decided by lhe muclmg

< | e e

'Con.sequences of not holdmg Annual General Meetmg

You learnt that holding of the annuai general meeting is a stalulo;y n:qmrcmcnt tf
acompany makes a defaultin holding the annual gerteral mecting in accordance witly

‘the provisions of Section 166 of the Companies Act, the following two consequences

will follow:

i) Any member of the company can appiy to the Company Law Board for calling
" - the meeting. On such application, the Company Law Board may order the calling

of the meeting, or it may issue dircctions for calling the meeting, which may even
include a directior: that one person present in person or proxy shalf constituic the
annual general mecting. A meeting called by the order of the Company-Law
Board shall be deemsad to be annual general meeting of the company. - .

ii) The company and every officer of the company in de’zul: shall be punishable with '
finc upto Rs. 5,000 and % the default continues, ‘with a further fine upto.Rs. 250 v
for every day alter the first day of default during which the default contiues.

The Business to be Transacted: According to Section 173 of the Clomp:lnics Ack, al
the annual general meeting ordinary business is to be transacted. Any other busi, ess
can also be transacted at the annual general meeting, but that will be termed az, 'special -
business’. Thus, the annual general meeting can transact both ordinary a: ¢ special
business. The following ordinary business is generally transacted at eve.y annual
general meeting:

i) the consideration of the-accounts, balance sheet and the reports of the Board of
directors and audiltors;
ii) the declaration of dividend;



Mcclingt and Resolutinns

If any other. business (other-than those mentioned qb’oﬁ}:) is to be lransacif:d at the
annual general meeting, it shall be treated as special business. Special business can

" betransacted at an annual general méeting provided the articles of association do not

prohibit it and the notice of the meeting mentions it as special busimess.

Youshould note that the ordinary business requires an ordinary resotuion, while the
special business may be passed by an ordinary resolution or special resolution as
required by the Act.

You will study the details of ordinary and spécial rcsolulior}s laterin 13.12 of this Unit.

' 13.6 EXTRAORDINARY GENERAL MEETING

-~

All general mectings of a company other than the statutory and annual general meeling
arc called ‘extraordinary meetings'. Extraordinary gencral meeting is a meeting which
is held between two annual general meetings. These mectings are called in emergencies
oron special occasions, This meeting is calléd to discuss some urgent special business
which cannot be postponed till the next annuai gencral meeting, for example, alteration
in the memorandum or articles of association, reduction of capital, issue of dekenicres
etc. All business transacted at-such meeting is deemed to be special business,

'
:

An extraordinary general meeting may ke called by

a) Board of dircctors on its own motion;

b) Lhe Board of dircclors on the requisition of members; or
¢) the requisitionists themselves; or '

d) " the Company Law Board.

a), ' By the Board of Directors: Clausc 48 of Table A states that “the Board may,
wheneverit thinks fiz, call dn extraordinary general meeting."However, the Board |
has to pass the resolulion for convening such meeting.

b) By the Board on requisition: According to Section 169 of the Act, the Board of
directors. must call an extraordinary general meeting of the company on the
_Tequisition of required number of members. The requisition letter for calling this
meeting must be signed by members holding at least one-tenth of the paid-up
capital and having a right to vote on the matter of requisition. In the case of a
company having no share capital, it must be signed by those members who have
at least one-tenth of the total voting power.

The requisition must state the purpose for which the mecting is requisitioned and it
must be deposited at the registered office of the company. You should note that only
such matter can be taken up at the meeting which is specified in the requisition,

. Qnrecciptof avalid requisition, the Bod#d of directors should, within 21 days, move

to call ameeting and the meeting must actually be held within 45 days of the date of
deposit of the requisition. A notice of 21 clear days is necessary {or calling the
extradrdinary general meeting: A duty has been imposed on the management to
disclose, in an explanatory statement all material facts relating to every special business

to enable the members tc form a judgement on the business.

©) . By the Requisitionist: If (he Board of directors fails to call the meeting within 21

days and the meeting is not held within 45 days of the deposit of the requisition,

the requisitionists may themselves proce :d 1o call the meeling. But the

requisitionists must old the me=ting w:tkin three months from the depositof the

requisition. Stich mecting must, as nearly as possible, be held in the manner as : v
called by the Board of directors. When the requisitionists.themselves call a

meeting, they may recover the reascnable expenses iricurred from the company,

ar.d the company may deduct such amount from the ampunt of remuneration .

payable to the dircetors in default. '

Ifthe meeting is called by requisitonists, it can onlytransact the special business
* for which-it has been express’? ~onvened. The resolutions, which are properly
passed-at such requisitioned m~:-: g, shall be bindiag upor the company.

]
L

d} By the Company Law B_oard: Under Scction 186 of the Act, the Company Law o

I—T—==:
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Board is empowered focall, held or conduct such a meeting, if forany reason it

is impracticable to call or conduct an extraordinary general meeting. The term
‘impracticable’ means not possible-to call, hold or conduct the.meeting in
accordance with the provisions of the Act and Articles, for example, if the meeting
cannot be called because of the rivalry of two groups.

The Compan'y Law Board may order for the calling, holding and conducung such

a meeting cither on-its own motion or on the application of any director of the .
company or of any member of the company who would be entitled to vote at the
meeting. The Cornpany Law Board should use this powersparingly and on being
convinced thatitisin the larger interest of the company. While calling a meeting,
:he Company Law Board may give such directions as it thinks fit, including the
direction, that on= member present in person or by proxy would constitute the
quorum.

Like any other general meeting, the notice of the extraordinary general meeting must
also be given at least 21 days before the date of the meeting specifying the date, time
and place of the meeting. The notice must also specify the spectal business to be
transacted at the meeting. You should note thzt unlike an annual general meeting,
extraordinary.general mectmg may be held on any day including a public holiday. The
meeting may be held at a'place other than the registered office of the company or
even outside-the city in which the registered office is situated.

Check Your Progress B- T
1) What is an annual general meeting?
2) What is the purpose of holding annual general meeting?
R benen e R e O ‘.
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general meeling?

State whether the following statements are True or False.

i) TLetimeinterval betwccn‘two annual general meetings shall not exceed fifteen
menths.

i) Thefirst annual gencral meeting must be held wnhm fifteen months from the
date of its incorporation.

ili) A: annual gencral mecting may be called by giving a notice shorter thax 21
Zays if all members cntitled to vote give their consent,

iv' Declaration of dividend is an item of ordinary business.

v} Onehundred members of a company can requisition an extraordinary meeting,

vi} In an extraordinary general meeting of a company all-business transacted is
deemed to be special businese.

vii) The requisitionists may themselves convene an extraordinary gcneral meeting
within six months of depositing the requisition.

viii)An extraordinary génera! meeting can be éalled on a public holiday and ata
place other than the registered office of the company.

1137 REQUISITES OF A VALID MEETING

The decisions taken at the general mceting shall be valid and binding only if the meeting
itself has been properly called and conducted. Any irregularity in calling 6r cenducting
the mesting shall invdlidate the procegdings of the meeting. The company' meetings
must be conder ted in accordance with'the rulcs and regulations laid downin the Act
(Section 171 to 186) and the articles of association. The following are the requisites
of a valid meeting:

1)

Proper Authority:. The meeting shall be valid only when it is called by a proper

.authority. The proper authority to ¢onvene the meeting is the Board of directors.

The Board of Directors should pass a resolution at its meeling to call the general
mezsting, otherwise the notice calling the mcctlng will become invalid and the

proceedings of the company shz..’~ct be effective (Harban V. Phillips). Thus, a

notice issued by the secretary without the authority of a resolution of lhc board
is patently invalid. - .

Though the Board of directors is the prOper authority to convene a general. -

2) .

3

meeling, but under certain circumstances the meeting may be called by
requisitionists-or by thc Ce.apeny Lavy Board.

Proper Notice: m tize' - means an advance mtlmahon of the meetng 50 a3 to
enable the person concerned to prepare himself for it. A proper notice should be
given to every member, auditors, directors of the company and to every such
person who is enlitled 10 attend the meeting. The notice must be clear and should
state the purpose for which the mecting is called. The notice must be in writing
and it must be given at Ieast 21 clear days bcfore the datc of the meeting. ~

Youshould note that deliberate omission to serve notice Lo one or more memb ¢S
willipvalidate the meeting. But an accidental omission will not render the meeling
invalid. Similarly, the non- rccclpl of the notice will not affect the validity of the -
meeting. The notice must state the date, time and place of meeting. -

Quorum: Quorum means the minimum numbers of. mcmbcrs whse presence is -

-necessary at the meeting for trarsacting the business of the company: In the

absence of a quorum, nomeeting can be held. try resolulmn passcd at ameeting

‘without’ quorum shall be invalid.

.‘1. ,
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4) Chairman: Every general meeting of the company should be presided over by a
chairman. The chairman has to be there to conduct the meeting In a proper and
smoolh manner. The arucles usually provide thc mode of appointment of the
chalrman of a meeting.

If¢ hc articles do not prowde otherwisg, the members who are personally present

_ atthe meeting shall clect enc of themselves to act as the chairman of the meeting.
The chairman should act bonafide and in the inlerest of the company, he must
act m #r impartial manner.

5 Properly Cord=cted: It is essential that the business at the meeting must be '
conducted acce:Ting to rules. Company meetings are held for discussing particular
_ iszvesrelating to ke company’s working and taking a decision on the same. The
. 1ite” should be praced in the form of a resolution; it should be discussed
thoroughly, amendmeants to it should be carefully considered and then it should
be decided by voting by show of hands or poil.

6} Proper Record: A properrecord of the procecdings should be kept in the Minutes
"Book. Every company is required te inaintain minutes of the proceedings of every
general meeling and niectings of the Board and its Committees. When the minutes
are conlirmed and signed by the chairman, they are acceptable inacourtollaw
as cwdcncc of the proceedings. .

113.8 NOTICE OF MEETINGS >

—

The normal rule for any meeting of sharehoiders of a public comlpany is that the
meeting should be cailed by giving a notice of not less than 21 clear days.

However, a private company may provide in iis articles for a shorter notice. The
essantials of a valid notice ave:

a). It must clearly slate the date, time and place of the mecting as also the’ purpo*;c
_ of the meeting.
b)Y  The notice must bc issued on the authority of a recolution of t... Tootof
directors . :
¢} The notice should be signed by 2 person authonscd by the Board. Usually, a
"direcior of the Board or the company secretary would sign the notice.

> d) 1t must be sent to all persons who are entitled to receive the notice.

The words *‘clear days notice" indicate that the day of serving the notice and the day

' of meeting afe excluded. Thusin normal practize, 2i clear days would mean 23 days.

~irther, if the notice is to be sent by post, ancther 48 hours are to be added to the
23 "ays. Thus the notice must be sent at teast 25 days before the date of the mecting.
‘A shorizr notice can also be given. In the case of annual general meeting, all the

- members should consent Lo the shorter notice and in the case of any other meeting, .

members holding not less than 95% of the paid-up share capital or voling rights shouid
consent lo it. The consents can be given either beforc or at the meceting, and has to
be gwen in the prescribed form.

_Persons Entllled to Notice

The persons who should bc sent the notice of any general meclmg are:

a) Every member of the company;

"b) Persons entitled to a share in consequence of the death ot insolvaner of lhc

member;
¢) Auditors of the company for the time being;

. 'd) Public trustees in réspect of hold*res to which Section 153B i» appllcablc

Further, if the notice pertains to the meeting of a pacticular class of s]u.n,holdt.rb then
it should be sznt only 1o the sharcho!dcrs of that class.

13.9 QUORUM FOR MEETINGS

A quo: um is the minimum number of persons who must be pn_scnl in order to conslitute

:avalid mccung Ifthereisno quorum the meeting shall not be valid and the business

N -
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2 valid meeting. If the quorum is not _present, the mecling shall not be valid and tn
transacted at such meeting will be invalid. The main purpose of having a quorum is _

to avoid decisions being taken at 4 meeting by a small minority which may not be

acccptable to the vast majority of members. ‘

Generally, the quorum is fixed by the articles of the company. According to Section
174 of the Companies Act, unless the articles provide for a larger number, five persons
parsonaily present (and not by proxy}) in the case of a public company and twd persons
. Personally present in the case of any other company, shall constitute the quorum for
a general meeting of the company.

1 within half an hour from the time appointed for ho]dmg amceting of the company,
a quorum s not preseit, the meeting, if called w.-on the requisition of members, shall
stand dissolved (Section 174(3)

In any other case, if ther¢ is no quorum withir half‘ an isur fram ke time fixed .

for holdmg the meeling, the meeting shall stand adjourned to the same day in the - -

next week, at'the same time and placc or to such other day and at such other time
and place as the Board may dete: nire.

If at the adjourned meeling also, there is no quori.m within half an hour fromi
the time appointed for holding the meeting, then the members present shall form the
quorum. But you must remember that there must be at Jcast two persons to hold the
meeting. These provisions are also applicable to private compames ifthe arlicles do
not provide otherwise.

According to Article 49 of Table A, the quoram must be present.at the time when

. ihe meeting begins and proceeds to take up business. It means that the quorum must

be present at the beginning of the meeting and it need not be-present throughout <1
at the time of taking votes on any resolution. But ag regards the meetings of the Board
of directors,, the quorum must be’ present throughout the meeting. You shou.ld nole
that a quorum is presumed unless it is queslloncd at the meelting.

-

13.10 PROXIES

.The term ‘proxy’ is used both for the person who is authorised to act and vote for -
another at a meeting of the company and the instrumentthrough which such a person
is named and authorised 1o attend the meeting. Section 176 of the Companies Act
states that any member of a company who is entitled to attend and vote at a meeting
oftne company, is entitled to appoint another person as his proxy to attend and vote
instezd of himself. Thus, any person may-be appointed as a proxy whether he i is a
.member of the company or not.

Unless the articles provide otherwise : (a) a proxy cannot be appointed in the case of
4 company having no share capital and (b) a member of a private company cannot
appoint more than one proxy to attend on the same ceeasion.

The instrument appointing a proxy must be in writing and signed by the appomtcr or

his attorney duly authorised in writing and must be stamped. The instrument appointing

" proxy should be deposited with the company forty eight hours before the
commencement of the meeting. Any provision in the articles of the company requiring
the proxy form to be deposited earlier than 48 hours will be. jnvalid.

‘The proxy has no right to speak at the meeting, but he can put questions in writing
and sending the samye to the Chairman for answer. Forcach meeting a scparate proxy
is required. A proxy can demand a pell and vnless the articles othe-wisc provide a
proxy is not allowed to vote except on a poll.

‘Every notice of a mecting must clearly state that a member is enul!ed {0 appoint a
proxy and that the proxy need aot be a member. If defauit is made, every officer in
default shali be punishable with fine upto Rs. 500. But no invitation'to appoin} any
person as proxy be made at the expense of the company and in case any such invitation
is iscued, the officer in default will be fiabie 10 fine upto Rs. 1,000,

Every member entitled 1o vote at a meeting of the company is entitled to inspect the

proxies deposited at wny titne during the business hours. You must remember that a.
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proxy is always revocable, but it can be revoked before the proxy has voted. For 2

revoking the proxy, the company must be.informed. Death or insanity of a member
appointing the proxy revokes the proxy, but proper, intimation to the company is -
necessary. If the member appointing the proxy personally attends and votes at the

_meeting, the proxy shall stand revokcd

13.11 VOTING

You have learnt that the business of the company is transacted at meeting. A motion

. becomes a resolution when it is duly passed at the meeting. The shareholders have
the right to discuss every proposed resolution and proposé amendments thercin. After

the motion is discussed, it is-put 1o votc The voting may be (a) by show of hands or
‘b) by taking.a poll.

"a) By showofhands: Atanygeneral mee'l:ing, areselution put to vote is decided [irst

.y show of hands. On a show of hands, cach member shall have one vote. Unless the
arlicles otherwise provide, proxies are not entitled to votc in case of such voting. The
chairman counts the hands ‘for” and ‘against’ arescl tion and declares the result and
when itis recorded in the minutes it becomes a conclusive proof cfthe fact. However,
the dissatisflied shareholders may chal[cngc tie validity of the passing of 1 the resolution
or they may demand a pel:.

b} By taking a poll: If there is dissalisfaction. about the result of voling by show of
hands a poll can be demanded. The chairntan on his own motion may demand for the -
poll. The poll may alsu be demanded ever before the declaration of the result on a

- show of hands.

In the case of a public company having a share capital, a poll may be demanded by
any member present personally or through proxy and helding shares having not less
than ome tenth of the total voting power or, on which 2ot less than Rs. 50,000 has
been paid-up. In the case of a private company havirg share capital, a poll may be
«demanded by one member personally present-or by proxy if seven such members are
personally present in the meeting or by two memUers if more than sev~r. menibers

. are present. You should note that as soon as a derarid for poll is made, all decisions
" taken by vo:mg by show of hands stands cancelled.

Inapoll, the voling rights of « member are in proportion to his share of the paid-up
=quily capital of the company. If the articles so provide, members holding shares on
whik calls are in arrear orin regard to which the company has right of licn, may not

be allowed to vote in a poll. .

The demand for poil may be withdrawn at any time by the person or persons wio
made the demand. When more than one resolution is put to vote, poll shauld be tak=n
on cach separately. A poll demanded ¢ 1 the question of adjournment of the meeting
must be iaken immediately and in all other cases, the chairman must takc poll within
48 hours of the demand for poll.

The chairman of the mcctlng shall appoint two scrutineers to scrutlmse the voles given
on the poll, and to report thereon 1o him, Out of the two scrutineers, at least one
shail be'the member of the company but he should not be an officer or an employee
ofthe company. The result of the poll shall be deemed to be adecision of the = ecting
on the resolution on which the poll was taken. v

13. 12 CHAIRMAN

Chairman is the person who hasbeen designated or clected to pres;de over and conduct
the proceedings of a meeting. A chairman is necessary for conducting a meeting
properly. Heisthe chiefauthority in lhe meeling, he isthe umpire of dcbates and he
regulates the meeting.

Articies usually prowdc the modepf appointment ofthe chairman ofa mcet'ing. But
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~ ifthereis nothing in the articles, the members personally present at the meeting shall
clect one of themselves to be the chairman of the mecting. i a poll is demanded on
the clection of the chairman, it must be taken forthwith and a chairman is elected for
the purpose. Youshould note that these provisions as gm_n in Section 175 of the Act
arc applicable only if there is no provision in the articles.

Regulations 50 to 52 of Table A state the rules regarding the appointment oft.halrman
The articles usually provide at the general meetings of the company. If there is no
suchchairman or if he is not present within fifteen minutes of the time fixed for holding
the meeting, or is unwilling to acl as chairmn of the meeling, the directors present
shall elect one of their member to be chairman of the mecting. If°at any meeting no
dircctor is willing to st as chairman or if no director is present within fifteen minutes

of the time fixed for holding the meeting, the members preseal shall choose one of
themselves as the chairman, .

The chairman has prima facie authority to decide all questions which arisc ata meeting
and which require decision at the time. He has the power to give his ruling on points
of order, 10 expel any unruly member, to adjourn the meeting if it becomes impossible

to conduct the meeting smoothly, to regulate the taking of poll, to sign and date the-

proceedings of the meeting. 1f so authorised by the artiles, the chairman may give
his casting vote to decide the issuc where the members are equally divided for and
against the resolution.

The chairman must sce to it that the pl'C\.dell'lgb of the meeling are con(.uclcd
according to the rules, that proper order is maintained at the meeting, that proper -
opportunity is given 1o members to express their views. He should see that the voting
is fair and the sense of the meeting is properly ascertained on cach and every motion.

He must act bopafide at alt times and in the interest of the company. :

13.13 RESOLUTIONS | B

Decisions of the members at a gencral mecting are expressed by way of resolutions,
Atthe meetings a definite proposal in the form of a ‘motion” is placed, it is discussed
thoroughly and finally is put to vote. When the motion is passcd by a majority, it is
called a resolution. In simple words, resolution means the decision taken at the
meeting. -

The Companies Act provides for three types of resolulions that may be passed at the
general meeting of a company—(i) Ordinary resolution; (i} Special resolution; and
(iil} Resolution requiring special notice.

A

12.13.1 Ordinary Resclution

Ar_oid’nary resolution is one which is passed by a simple majority, that is to say that

ik.e sotes cast ia {avour of the resolution exceed the votes cast agJinsl the resolution.

For example, it ac a meeting where, say, 81 members cast thair voiesinamanner that

4% cast votes in favour and 40 against the motion, the ordinary resolution is said to

be taken as passed. The voting may be cither by show of hands or by poll. Anordinary

resolution is required to pass the annual accounts, to declare dividend, to appoint
- auditors, to elect directors, lo 1ssue shares at a dlscount etc.

13.13.2  Special Resolution

A special resotution is one which is required for transacting special business and is

. Tequired to be passed by a three-fourths majority, The voting may be either by show

of hands or by polls. In determining the three-fourths majority, all the votes cast by
members, whether personally or by proxy, are considered.

. According to Section 189(2) of Lhe Companics Act, a resolution shall be a special
resolution when: A

i)  the intention to propose the resolution as a speciai resolution has been duly
specificd in the notice calling the gencral meetings;
ii} ihe notice hass been duly given of the gencral meetings; and
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Mretlogs =od Windlng Lo iii) the votes cast by niembers in favour of the resolution are not less than three

times the number of voics cast against the resolution.

* Thespecial resolution is necessary to' transact important business. The articles of the
company may specify purposes for which a special | resolution is requrcd The
Companies Act has also cxpressly required the passing of special resolution on certain
‘matlers, The following are some of the instances where special resolutions are
necessary:

i) to alter the memorandum of dssouauon.
“i1)  to aiter the articles of association;
(Hi)  to create reserve capital;

dv)  to reduce capital,

v) Lo pay inierest out of capilal;

vi) to allow a director to hold office of profit in tke company;
vii) for voluntary winding up of the company.

13.13.3 Resolution Requiring Special Notice

A resolution requiring special notice is, in fact, not a type of resolution, but is a kind

of ordinary resolution for which a prior notice of intention to move the resolution has
to be given to the company. With regard to certain matters, a special notice is required
to be given of a resolution to be moved at ‘a meeting of the company. The object is
to give members sufficient time to consider the proposed resolution. Where special
notice of a resolution is required by the Act or the arlicles, the notice of the intention

1o move the resolution must be given to the company at least 14 full days before the
date of the meeting. On receipt of sucha notice the company must give notice of the
resolution 1o the members at least seven days before the mecting either individually
or through an advertisement in a newspaper havmg an ‘.pjroprmtc circulation or in
any other mode allowed by the articies.

According to the Companies Act, a resolution requiring special notice is requued to
- transacl the following business: '
N i}  toremove 2 director before the expiry of his term;
. #i) " toappoint an auditor in place of the retiring auditer;
iit) .to appqint a new director iy, place of the removed director;
iv)  to pass a resolution that reliring auditors shall nct be reappointed.

. 1314 MINUTES

The Companies Acl provides that every company must keep the minutes of the
meetings containing a fair dnd correct summary of all procecdmgs of the meetmgs
The minutes of 2 meeting should be recorded within 30 days of the meeting in the
books called the minute book, kept for the purpose. Each page of the minute book
should be initialled and last page signed and dated by the chairman of the meeting.
The minutes duly signed by the chairman are presumplive evidence thatthe meeting
was duly called and hefd and all proceedings duly carried out. The minutes baok
~should be kept in the safe custody so as to avoid any tempering of the-same. The -
minutes of a general meeting should also be signed within 30 days of the meeting, by
the chairman of the meclmg orany other authorised person. The minutes book relating
o the general meeting is open to inspection of any membzr of the company wilhout
charge during business hours at least for 2 hours. B

Further, a member of the company is entitted to be furnished within seven days of
his request with a copy of ary minutes.of the general meeting on payment of such
sum as may be prescribed for every 100 words or par! thereof.

Check Your Propress C
1) What is meant by ‘notice’ of a meeting?
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3)

4) .

6)

7)

8}

9)

10)

b
L

Meclings wnd Healoytlans

....................................................................................................... 1
To whom the notice of mecetings must be sent?
l
............................................................ ;
. i
Define *Quorum .
What is the quorum [or the gencril meeting of members? !
What do you understand by *proxy™
When should a proxy be deposited with the company?
1} 3
What s poll”’ ) !
What is a resolution ' -
D L L T e
What is a special resolution?
List three instances which require a special resolution
What is a resolution requiring special notice?
i
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13.15 LET US SUM UP

_13)  State whether the following statements are True or False.

i) The quorum at a'general mecting of a public compnny. is the pc‘rsonal
presence of three members and in case of a private company the personal
resence of two members. '

i) Forthe purposes of quorum, anly members presentin person and not by
prcxies, are to be counled. ' :

iti)  One personTannot constitute quorum under iy circumstances.

iv)  The proxy must be a member of the company.

v)  Aproxycanspeak ata gencral mecting and cast his vote on a show of hands.

vi) A resolution puttavote ata general mecting shalt he de<ided on a show.
of hands in the first instance. . )

vii) A poll can be demanded by any 1en members of the company,

viii) * An ordirary resolution. is passed by a simple majority.

ix) A speeial resolution is passed by o Lwo-thirds majority.

X;  A.special resolution is required (o be passed for changing the name-of a

company, ) .

_ xt)  An ordinary resolution is necessary for issuing sharcs at a discount.

xii)  For appointing another director in place of the removed director, »
vesolution requiring special notice is necessary,

.The general ineetings of members are of great importance in the working of the
company. The membersin the general meetings give the guidelines (o the directors for
carrying on the bysiness of the company.

!
The meeting of the members canbe of three lypes: (a) statulory mecltings (b) annual
general meeting {c) extraordinary general meeting.

Statutory meetingis the first meeting of the sharcholders of a public company and is
held only ance in the life-time of the company. This meeting must be held not cartier
than one month and not more than six months after the date on which it became
entitled to commence business. At least Iwenty one days clear notice musl be piven

“and the notice must be accompanied by a statutory report, This report contains all

thé necessary information in regard 10 the formation of the company. The main pu rpose

“of helding this meeting is to inform the sharcholders about the progress of allotting
the shares and the posilion of the company., .

An annual gencral meeting is required (o be held each year 1o (ra.sig 0.'dlin1"'y
business, such as presentation of audited accounts, declaratios. = dividends.
appointment of directors and auditors, The first annual general meeting must Le held
within a periad of not more than 18 months from the date of incorparation. The time
gap between Lwo annual general meetings must not be more than 15 ~onths, Every
person entitled to receive the notice, must get a notice at least 21 clear days belure
the date of the meeting.

Any mecting other than the stawtory and an annual general meeling is culled an
extraordinary gencral meeting. Such meclings may be convenced atany time (o lransact
some urgent business which cannol be postponed tilt the pext annual gencral meeting.

- " Such meeting can be convened by the directars either on their own motion or on
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requisition from members or by the requisitionists themselves con the failurs of the ' " Mestings nd Resalutions -

Board 1o call the meeting or by the Company Law Board.

Unless the articles provide for a larger number, the quorum shail be two members
personally present in the case of a private company and five members ..ersonally
present in"the case of a public company..- .

Members of a company having share capital have a statutory right {o appoint proxies.

A proxy necd not be a member of the company. A proxy cannotspeak at the meeting
but he can vote at a poll. The voting at the gencral meetings may be either by show
of hands or by laking w poll. -~

The decisions in mecting are taken in the form of resolutions. There are three types
of resolutions: (i) ordinary, (ii) special, and (jii) resolution requiring special notice.

Ordinary resolution is one which is passcd by simpie majority of votes of members
present in the meetiag. Anordinary resolution is needed to transact crdinary business,
for example. to pass annuaj accounts, declare dividend etc.

-Special resolution is one where it is specifically mentioned in the notice calling the
meeting. Such a resolution can be passed only by three-fourths majority. Special
resolution is necessary for altering the memorandum, for reducing share capital, for
creating reserve capital,. [or paying interest oul of capital ete, v

L]
A resolution requiring a special notice is one where the mover of the resolution is
required to give notice to the company at least 14 days before the date of the meeting
about his intention to move the resolution. A special notice is required before moving
a resolution for remaving a dircctor before the expiry of his term, for appointing
another person as a director inplace of the removed director, for providing that the
retiring auditors shall not be reappointed cte.

13.16 KEY WORDS

Meeting: An assembly of two or more persons for transacting some lawlul business.

Statutory Report: A report containing vital information about the information of the
company. L, - ‘

. . 1 - '
Notice: An intimation in writing about the date, place and time of the meeting.

Quorum: Minimum number of members who must be present at a mecting to transact
a business.

Agenda:. Matters to be discussed at the reeting.

Chairman: The p<31:50n who presides over the mcct-ings.

Motion: A proposal put before the meeting for 'coriside_ralion.

Resolution: When a motion is duly passed, it becomes a resolution or decision,
‘Proxy: A authority to represent and vote for another pcrsbn at a meéling '

Poll: A method of voling wherca member reccrds the number of votes in proportlon
to equily shares held by him. '

Minutes: Written record of the proceedings of a meeting.

13.17 ANSWERS TO CHECK YOUR PROGRESS

A 6 i) False ii) False iii) True
iv} True ° - v) False . vi} False
vii) True vii) True

B 7 i) True ii) False ’ i) True
wv) Truc v) False .ovi) True

vii) False viiy True . K ' 3
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e:T_.Tl;s and Winding Up . C. 13 1) F.alse ].l) True

! K i iv) False v) False
' vii) False viii)* True
x) True xi) True

iii)
vi)
ix)
xi1)

False
True
False
True

13.18 TERMINAL QUESTIONS

1) Whitarce the different types ofn{celings ofa cbmpany? Explain the purpose of L

hotding such mdelings. :
* 2) What are the requisites of a valid meeting?

" 3) Whatisa statutory meeting? When is it held? What business is transacted at

such meeling? .
4) What is a statutory report? What it must contain?

5) What is ‘notice’ of.a meeting? Explain bricfly the rules regarding the notice of i

general meeting.

"6) What js the significance of annual general meéting? What business is generally

transacied at such meetings?
- 7) How an ‘extraordinary general mecting be convened?

Indicate four, instances where spccial notice is NECCSSEry.
10) What do you mcan by ‘quorum’? What happens if there is no quorum at a

mecling? .
11) Write an explanatory notc on proxies.

8) Whatisa ‘special resolution’? For what purposes are susiresolutions necessary?
9)- Is a special resolution and a resolution requiring special notice something?

are {or your practice only.

Note: These questions will help you to u-ndcrs‘land the unit bq.ltéi‘. Try to writc
answers for them, Bul do not submif your answers to the University. These
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UNIT 14 WINDING UP

Structure

14.0 Objectives

14,1 Introduction

4.2 Meaning of Winding lip

143 Winding Up and Diss. lution

14.4  Modes of Winding U} -
14.5  Compulsory Winding Jp

14.5.1 Grounds for Con.J.ulsory Wiading Up
14.5.2 Who can File a 1 ctition?

14.5.3 Commencement of Winding Up

14.5.4 Consequences cf the Winding: Up Geder
14.5.5 Conduct el Win “ing Up ’

] 14.6 Voluniary Winding Up
14.6.1 Members’ Volen:ory Winding Up

14.6.2 Creditors' Volun ary Windinp Up
14.6.3 Consequences o7 Volumiary ¥/inding Up

14.7 Distinction Betweeis Members' and Creditors’ VYoluntary Winding"Up
14.8 Winding Up Under Supervision of the Court )
4.9 Let'Us Sum Up
14.10 Key Words
14,11 Answers To Check Your Propress
14.12 Terminal Questions :

14.0- OBJECTIVES .

After sludyiﬁg this Unit, you should be able to:
¢ cexplain the meaning of winding up.
@ distinguish between winding up and dissolution

® describe the different types of winding up

™

st the grounds for compulsory winding up

.describe the consequences of winding up

explain the rules regarding voluntary winding up

distinguish between members’ and creditors’ voluntary winding up.-

14.1 INTRODUCTION

You have learnt that a company is an artificial person created | by law and as such its
life can be ended only by a legal procedure. Winding up is a means by which a company
1sdissolved, A company shall cease (o exist only when itis dissolved. Thére are three
ways in which a company may cease to exist in the eyes of law, they are:

a) , Under a scheme of reconstruction and amalgamation, a companif may be dissolved
' by order of the court without being wound up {Section 394);
b) When the company becomesa defunct company, the Registrar may remove the:
name from the Register of Companies (Sec. 560); :
¢) Through winding up process.

-Tn this Unit you will study the different types of winding up, the grounds for \'.vindi_ng
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"up and the conseguences.of winding up.

14.2 - MEANING OF WINDING UP

"The winding up is the process of putiing an end to the life of the company. During
-this process the company.ceases to carry on its normal business, the assets of the

company are sold and the praceeds are utilised in paying off the debts and liabilitics.
If any surplus is left; it is paid back 10 the membersin proportien to their contribution

" tothe capital of the company. An administrator, called a liquidator, is appointed and

he takes control of the company, collects its assets, pays its debts and distributes the
surplus, ifany, amgng the members. Thus, with the winding up, a company ceases (o
be a going concern, allits operations core to a halt. Yoiu should note that the process

- of winding up begins only after the court passes the order for winding up and tijl such

an order is passcd there is no winding up.

Furthér, a company may be unable to pay its debts but it cannot be adjudicated

_insolvent as the taw of insolvency does not apply to companies. Only individuals can be

declared insolvent, not a body corporate Insuch acase, acompany can only be wound

‘up..

14.3 .WINDING UP AND DISSOLUTION

Winding up and dissolution of the company are not the same thing. A companyis not
dissolved immediately, on the commencement of winding up proceedings. Windirg

-up is the prior stage and dissolution is the next. On dissolution, the name of (he

company is struck off by the Registrar from the Reglstcr of Companies i.c. it ceases
to exist. While on winding up, the Companies’ name is not struck off from the register.
The legal entity of a company remains éven after the commencement of winding up

-and it can_be sued in a court of law. Dissolution is the [inal stage of the Company’s

winding up process. But a company can be dissolved without winding up under certain

_circumstances such as when it merges with another company.’

The main points of difference between winding up and dissotution are as follows:

i) Inwindingup theassetsof the company arc sold and the proceeds are utilised
in paying off the debts and other liabilitics of the company. It is the first stage
of terminating the life of a company. While the dissolution is the next stage and
aiter this the company ceases to exist.

i)  Thewinding up proceedings are carricd out by a liquidator of the company while
in case of dissolution no such procccdmgs are carried out,

i) Creditors can prove their debts in the winding up but not in the dissolution of

the company.
iv} -In the cases of wmdlng up it is no* always ncccssary to obtain an order of the
" courl because voluntary winding vg may take place but for dlssolutlon of the
company, the ordcr of the court is essential.

From the above dlscusswn it should be clear i< gt that wmdmg up and dissolution
of a:company is not the same thing.

- 144 MODES OF WINDING UP

Under Section 425 of the Companies Act, acompany may bc wound up in any of the
following ways:- . .

1}. Compulsory winding up by the Court, .
2) ' Voluntary winding up. It may furiher be:
" a) Members® Yoluntary winding up; or
b) Creditors’ Voluntary winding up.-
3) Voluntary winding up under the supervision of the court.
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Let us now discuss these modes one by onc in detail.

4.5 . COMPULSORY WINDING UP

I [ ]
The winding up of a company by an order of the court is known as compulsory winding
up. Seciion 433 of the Act contains the cases where the Coust may order for the
winding up of a company on a petition submitted 1o it.

14.5.1 Grounds for Compulsory Winding Up

'ﬂ;e company may be wound.up by the Court under the followinglcircumetancee: '

)

" i)

iii)

iv)

v)

- Special Resolution by the Company: [f the company has passed a special

resolution to the effect that the company be wound up by the court. The resolution
may be passed for any reason whatsoever. In such cases, the court may order
the winding up of the company on a petition submitted to it. But the Court’s
power is discretionary, that is, it may not pass aa order for winding up even if
the company has so resolved if “such winding up would be detriniental to the
interests of lhe company or public.

This mode ofwmdmg up is not very popular as members’ voluntary wmdmg up
is preferable beecause there the interference of the court is-jeast.

Default in holding statutory meeting: You know that a public company must hold -

the statutory meeting within six months of obtaining the certificate to commence
business and file the statutory report with the registrar, If the company makes
any default in holdiog the statutory meeting or in filing the réport with the
registrar, the court may order the winding up on a petition of the registrar or of
acontributory. If a petition is filed by any other person, ¢.g. a creditor, it must
then be presented before the «expiry of fourleen days after the last day on
which the statutory meeting ought to have been held (Sec. 439(7). However, the
coirrt is not bound to order for winding up on this ground. It may instead order

the company to file the statutory report or hold the statutory meeting.

Failure to commence business: If the comp’my fails to commence business within
one year of its incorporation, or suspendsits business fora whole year, the court
may order the winding vup of the company only when it is satisfted that the
company has ro intention of carrying on business or is unable to carty on its * |
business. Where the delay in commencing the business or suspensic n cf business -
is due to temporary reasons and there are reasonable prospects of the company
starting business within a reasonable time, the court shall not pass the winding
up order.

Sometimes, 2 company may have a number of business units. Insucha case an
interesting question may arise as to whether the suspension ofany one business
unit is a valid ground for winding up of the company? The matter is to be decided
by the Court. Even if the business in all the units has been suspended, the court”’
may not order winding up if it is satisfied that there are chauces of the company
resuming its business.

Reduction in membership: If the number of membersis reduced, in the case of
a public company, below seven and in the case ofa private comipany, below two,
the court may order the winding up of the company. .

Inability 10 pay debts: Inability to pay debts means that the company is not ina
position to honour its monetary commitments i.e. its existing assets are not’
sufficient to discharge its existing liabilities. In such a situation, the court may
order the winding up of the company.

“According to Section 434 of the Companies Act, a compan} shall be deemed to be
unable to pay its debts in the follomng CiTCuUmstances:

a)

If a creditor to whom the company is indebted for a sui'm'exccedi'ng Rs. 500 has
served a demand notice on the company requiring the conipany to pay the sum
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b)

due and the company has lor three weeks thereatter negiccted to pay or otherwse
satisfy him. For ealculating the period of three weeks the days on which the
demand nolice is despatched and served should be excluded; or

If a creditor has obtained a deceree from the court for the payment of his debis

by the company, and the company fails to satisfy in full this decree in favour of

A creditor; or . '

lf the cour( is satistied that the compaiy is undb[r. to pay tis debts takmg mlo
account the company’s contingent and prospective liabilities. This means the
commercial insolvency of the company, a situation where the company is unabie
to meel its current diabilitics. The mere fact that the company isincurring losses or
running in continuous losscs docs not mean that it is unable (o pay its debts, Alse
the excess of liabilities over assets alone does notmean that the company is unable
to pay its debts.

The court may order winding up on this ground only when:

i}
ii)

- i)

the debt owned by the company is undisputed, for a definite sum and is payable
immediately; '

the creditors’ right to the débt-is clear and undisputed, 2nd

the company has neglected to pay without sufficient cause or excuse.

+ Where the solc purpos" of the pt.tlllon is to put pressurc on the company for lhc

repayml:nt of a debt, the court shall not pass an order for winding up.

vi)

vi)
vii)

Justand equltable Where the courtis satisfied, on the facts and circumstances
of the case, thatit is just and equitable for the company to b wound up, it may
pass an order for the winding up of the company. Under this clause, the court
has very wide discretionary powers. What is ‘just and equitable’ depends upon

“"the facts and circumstances of each case.

Some of the instances under which the court has ordered winding up on the
ground of being ‘just and cquuab!e are as under:

VWhen the main object of the company has failed or has become substantially
impossible to be carried out.

"When there is a complete deadlock in the management of the company, for

cxample, where twodirectors holding equal voting rights become so hostile that
they would not talk with each other, it amounts to deadlock in the management.

When shareholders holdmg majoriy voting power adopt an oppressive attitude
towards minority shareholders.

Wher. the object for which the cornpany was formed is fraudulent or iliegal or
it becomes illegal subsequently.

When the business cannot be carried on except at a toss, i.e. where there is no
reasonable hope of running business at profit.

When itisconlya ‘bubble’ company and it has fi - |..operty orbusiness to carry on,
When there has been gross mismanagement and misusz of finds by the directors
of a"privatc company or complete lack ol confidence in the management.

Youshould, however, note that reliefﬁnderju;t and equitable olause is in the nature
of last resort wheh other remedies are not effective enough to protect the general
interest by the company.

© 14.5.2 Who can File a Petition? -

According to Section 439 of the Companies Act, a petition for compnisory winding

up may be filed by anyone of the [ollowing:

i)

By the Company: A pelition can be filed by the company itself for winding up
when a special resolution to th’s effect has been passed in the general meecting
of the company. Therefore, the directors or the managing director cannct file”
such a peiition of their ow.t.

a

By the creditors: A cieditor can file a petition to the court, if he cai prove that
the company could not pay his debt of Rs, 500 or more within three weeks of
making the demand. The term creditor includes a secured creditor, a

e i



debenturcholder, a prospective creditor and any Central or State Government

or localauthority to whom any tax eic. is due. A secured creditor holding ample
security will fajl to obtain the winding up order, if the petition is not supported
by other creditors. The creditors’ petition will not be takern wp if the claim of
the creditors has become time barred vnder the Limitation Act

iliy By contributeries: The term comnbulory means a person who is liable 10
contribute 10 the assets of the company in the event of its being wound up. A
contributory is entitled to presenta petition for winding up even though he may
be the holder of [ulty paid-up sharcs or that Lhe company may have no assets at
‘all, or may have nosurplus assets left for dlSll’lbUl’.lOl‘l among the members after
paving off the liabilities,

. Any contributory may present a petition for winding up where the ground for
winding up is that the number of members is reduced helow the statutory limit.
But a petition ¢n any cther ground can be presented oply by the
a} original allottee or who has acquired shares through’ transmission or b) by
the person who has been the registered holder of the shares for atleast six months
during the cightecn months immediately preceding the petition.

iv)- By the Registrar: After obtaining the previous sanction of the Central
Government, the Registrar can file the petition for winding up of the company
on the following grounds:

a) if default is made in holding the s:atutory mecting or f1hng the statutory
rcport;

b) if the company fails 10 commece business within one year of n«;
incorporatlon or suspends the business for a whole year;

¢} if the number of members falls below the statutory limit;

d) if the company is unable to pay its debts;

¢y if the court considers it just and equitable,

“The registrar can present the petition on the ground that the company is unable
to payits debts, only if it appears 1o him [rom the balance sheet of the company
or from a special auditors’ or inspectors’ repost that thc company is unable to
pily its debis. .

¥v) By any person authorised by the Central Govcmment: If the business of the
company is being conducted to defraud its creditors, or members or any other
person, as discloséd by the report of inspectors appointed to invest'gate the
alfairs of the company, the Central Government may authorise any person to
file apetition lor winding up of the company. Usually, (hc registraris authorised
to present the pelition.

14.5.3 Commencement of Windingz Up-

When a winding up order is issued by the court against a company, the winding up
does not commence from the date of the order but it commences from an earlier date.
According to Section 441 of the Companies Act, the winding up of a company by
court shall be deemed to commence at the time when the petition for winding up is
presented. But where before the presentation of a petition for winding up, if a company
has passed a special resolution for winding up, then the winding up shall be deemed
1o have commenced at the time of passing of the resolution,

If & winding up order has been made on more than Jac petition, the winding up shall
commence from the daterof the presentation of the earliest petition.

Sometimes, Icgal proceedings ntight be pending against the company. Before passing
the winding up order. the court may, oh an application made by the company or any
credilor or any cantributory, issue orders staying further proceedings on such terms
asitthinksfit. In case a suit of proceeding is pending in the Supreme Court orinany
High Court, thie application for stay is to be made in the concerned court in which
the suit or proceeding is pending.

Power of Court on hearing petition: According 1o Section 443 of the Companies Act,
on hearinig up a winding up petition, the Court may:

Wiading Up
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_ i} After the court has made the winding up order, it must immediately sent

a) . dismiss it, with or withoul costs; or
b) adjourn the hearing conditionally or'unconditionaliy; or ‘ -
¢) make any interim order that it thinks fit; or -

d) make anorder for winding-up the company with or without costs, or anyother’
fthat it thinks frt

14.5.4 Consequences of the Winding Up Order

information to the official liquidator and the Registrar.

ii)  The petitioner and the company is required to file with the Registrar a certified -
cppy of the order within thirty ddys of thec making of the order. The Registrar
will then potify in the Official Gazettee that such an order hus been made.

iii) The winding up order shail be deemed to be a notice of discharge to the officers
and employees of the company, except when ihe business of the company is
continued.

iv) Nosuitorother lcgal proceedmg against the company could be commenced or - i
procceded with after the making of a winding up order, except with the leave
of the court and subject to such terms and conditions as the court may impose.

TTTTTITT W T

" v)  The winding up order operates in favour of all the creditors and all the

contributors, as if it had been madc on a joint pcuuon of creditors and

‘ contributories.

vi) Thepowers of the Board of Directors will terminate and the same will now vest
in the official liquidator. The official liquidator, shall by virtue of his office,
_become the liquidator of the company.

vii} All debts, including those payable at some fulure date, become payable

. immediately. '

viit) The Court issuing up the winding order shall have the right 1o dispose off any
new or pending suit against the company. Any suit br proceeding lying pending | l
inancther court shall al':o be transferred to the court which has issued the winding

up orders.
ix). All'the propérty of the company shail be under the custody and control of the
liquidator. !
: , E
14.5.5" Conduct of Winding Up - ' '

. - 1 . "
The winding up proccedings are conducted by the official liquidator and his powers:
:are subject o the control of the Court. He may alst apply to the court for directions
i any particular matter in winding up. .

- The company is required to submit within 21 days of the ordér of winding up or within
"such time not.exceeding 3 months.as e¢xtended by the court, a Statement of Affairs

containing particulars regarding the.assets of the company, its debts and labilities,
particulafs of creditors’along with details of security, if any, and particulars of debis
due to the company. This statement is required to be verified by'an affidavit of one

- or more directors of the contpany and also by the Manager, Secretary or Chief Officer

of the company.

‘The ofiicial liquidator shrall submit a‘preliminary report to the court based on the
Statement of Affairs.

-

- Once assets of the cmmpany are realised and contributions from the contributories

havebeen receive. the liabilitics of the company are to be discharged. According to
the provisiuns of the Acl, overriding preferential payments arc to be made first, then
the sreferential payments and then the otlier creditors. Any surplusafter discharging
all debts and liabilities will be distribuied amongst the contributories’ pro rata.

A contnbutory means every person liable to contribute to the assets of the company
in the event of it being wound up and includes holders of fullv paid shares, though ;
the liability of 2 contributory extends only upto the amount remaining unpaid on the ?

~ shares held by him.

The liquidator is required to pfcscnt an account of his receipts and payments to the
court twice a year and also file with the Court a duly audited statement with respect
to thc procecdmgs and posmon of the liquidation every year.




When the affairs of the company- have been completely wound up or when the court ' " Wding Up *
is of the opinion that the liquidator cannot praceed with the winding up for want of '
funds and assets or for any other reason, lhc court shall make an order of dissolution

of the company. -

The dissolution putsan end to the existence of the company, and the Registrar strikes
. off the name of the company from the Registrar of Companies. The company stands
dissolved from the datc on whlch the order is made by the court.

Check Your Progress A

1}  What do you mean by ‘winding up’ of a company?

2} What is meant by-disso[utidn of a comﬁany?
.3} -List the different modes of winding' up a public company.

4) Listthe fourgrounds when acompany could be wound upon the ground of just
and equitable’.

.........................................................................................................

6) What is the effect of the winding up order on the officers and employecs of the
company?

7) Who is a contributcry?
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8) State whether the following stalements are True or Falses

1} A company may be wound up il the members pass an nrdm'lry resolution
1o this effect.

ii) If a company rmakes a default in l10|ding the statutory meeting the court

_must order for its winding up.
iif) Thecourt mayorderfor the winding up 0[1 companyif itis unahle to pay
. its debts, '

iv)  1f a company docs not commence business within one year from its

: incorporation, the court must order its winding up.

v} . The court may order for winding up of a company if the number of ils
members [alls below the statulory limit,

viy  The employees of the company can also file 4 petition to the courl tor
winding up of the company.

vil) A companyisdeemed obe unable o pay its debtsif it fails to pay a creditor
10 whom it owes a sumi exceeding Rs. 500 within three weeks of the demand
for payment, '

viil) A secured creditor cannet file a petition for winding up of the company.

ix)  Winding up commences from thexdate of the wiading up order.

x) When a winding up order Ras beeh made, no suit or legal proceeding can
be commenced-against the company “without the leave ol the court.

14.6 VOLUNTARY WINDING UP

You have learnt about the winding up of a company by an order of the court” The
company can also be wound up without the intervention of the court, and thisis termed
as ‘voluntary winding up'. The voluntary winding up means winding up, without the
intervention of the court, by members or creditors themselves. In voluntary winding
up, the members and credilors are left free tosettle their affairs without going to the
court, although lhcy may apply to the court for directions or ¢ dcrs, if and when
necessary. -

Section 484 of lhc Companies Act SpClelES the circumstances in which the company
may.be wound up voluntarily.

These are:

1) By passing an ordinary resolution in the following cases:
a) where the period, il any, {ixed for the duration of the company by the articles
has cxpired, or ’
0) where the articles prov ide that the company is to be dissolved on the occurrence
of any cvenl and if-that event has occurred.
2) Bypassingaspecial resolution that the company be wound up voluntarily. When
a special resolution-is passed by the members to wind up the company, it is not
necessary to give any reasons for domg so. When a company passes a special
resolution for voluntary winding up, it must within 14 days of the passing of the
regolution give notice of the resolution by advertisement in the Official Gazette,
and also in some newspaper circulating in the district where the registered office
of the cornpany'is siluated.

You shouid iote that a voluntary winding up ic deemed (o commence at the time

when the reselution for voluntary winding up is passed (Sectier 489).

Yoluntary winding up of the company is of two types, nnmcly.

a) Members' voluntary winding up, and
b) Creditors' voluntary winding up.

Let us now discuss thern nne by one in detail.

14.6.1 Members’ Yoluntary Winding Up

The members’ voluntary winding up is possible only in case when the company fs
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sofvent and is in a position to pay allits debts in full. Members® voluntary winding up
is possible in cases wherc a declaration of solvency is made by the company-and is .
delivered to the Registrar for registration. . o :

Windiag Up

Declaration of Solvency: Where it is proposed to wind up acompany voluntarily, the
Declaration of solvency is to be made by all the directors (if there are only two directors)
or by the majority of the directors (if there are more than- two directors). The
declaration must be made at the meeting of the Board and must be verified by an
affidavit. '

The declaration must state that the directors have made a full inquiry into the affairs

of th¢ company and that they have formed the opinion that the company has nodebts,
or that it will be able to pay its debts in full within such period not exceeding three
years froni the ceramencement of winding it.

The declaration shall be effcctive only if it is made within five weaks immediately
before the date of the passing of the resolution for winding up the company and is .
delivered o the Registrar for registration before that date. The declaration must be
accompanied by a copy of the report of the auditors of the company on the profit and
foss account and the balance sheet of the company and also a statement of the assets.
and liabilities as at the latest nracticable date immediately before the making of the
declaration. -

Conduct of Winding Up ) . y

The company in a general meeting, shall appoint one or more liquidators and fix his
remuneration and liquidator so appeinted will take charge only after his remuneration
is lixed. The company is required to give notice to the Registrar of the appointment
of the liquidator within 10 days of such appointment,

“The powers of the Board of Dircctors shall ceasc on the appointment of a liquidator
except when the company or the liquidator sanctions their continuance,

Hthe company is unable to pay or in the opinion of the liquidator will not be able to

pay itsdebts in full within the period stated in the declaration ofsolvency, the liquidator
should immediately call a meeting of the creditors and place before them a statement

of the assets and liabilities of the company. Insuch cases, the winding up will proceed

in the manner of creditors’ winding up. .

[f the liquidation continues (or more than one year, the liquidator should calla meeling
of the'sharcholders at the end of cach year and place before them an ‘account of his
acts and dealings and the progress of winding up during the year. Where the company

in liquidation proposes 10 sell its business or property to another compeny, the
liquidalor may receive shares or other interest in the ott.er company (transferec) as
consideration for distributior among the members of the company (transferor
company) but he can do sa only on the authority of a special resolution of thecompany.
Ifany member of the transferor company does not agrec to ihe special resolution, he
may require the liquidator either to abstain from carrying the resolution or to purchase
hiis interest at an agreed price. : '

Final Meeting and Dissolution

When the affairs of the company are [ully wound upyi.c, when all the assets have been
disposed off and realised and all debts and liabilities have been discharged, the
liquidator shall call a general meeting of the company and lay before it the accounts
of winding up to show how the winding up has been conducted and the property of
the company dealt with. This is the final taceting of the company. '

A copy of these accounts is 1o be sent to the oificial liquidator and the Registrar within |
one week after the meating. The official liquidator would then scrutinise the books -
and papers of the company and shall report to the court. If the report of the official
liquidator shows that the affairs of the company were conducted properly, then the

company shall be deemed to be dissolved from the date of submission of report to the
court. . .

([ the report reveals that the winding up affairs were conducted in a manner prejudicial :
o the members interest or public interest, the court shall direct the official liquidator . 43
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. to conirol and supervise the winding up of the’company.

" 1o maké further investigations, after which, the court may either dissolve the company
" or make any other order, as it deems fit. S

14.6.2 Creditors’ Volﬁntary Winding Up

This type of winding up takes place when the company is not in a position to pay its
debts in full and where a declaration of solvency has not been made. In this-type of
winding up; since the interest of the creditors is involved, they are given the powers

. The various statutory provisions governing such a winding ub mﬁy be discussed under
the following heads: .

-y

. Meeting of Creditors

' The company must call a meeting of the creditors to be held either on the same day
on which the meeting of the company is to be held or on the day following the day
when the members meeting is held to pass a resotution for voluntary windingup. The
Board of Directors shall lay before the creditors a full statement of the position of the
affairs of the company together with a list of the creditors of the company and the -
.estimated amount of their claims. -

Appointment of Liquidator

' ‘The creditors and the members, at their respective meetings, may nominate a person
. tobetheliquidator. Where the members have not nominated any person, the nominee
‘of the creditors, shall be the liquidator. Where different persons have been nominated
by the creditors and members, the creditors” nominee shall be the liquidator.

( Commjttee of Inspection (COI)
The creditors at the meeting may appoint a commitlee of inspection consisting of not
-rore t-an five persons to which the company may also appoint five mem bers. Incase

of any diff=rence of opinidn as to the nominees to the Committee of Inspection, the
. court shall settle the matter. ' - :

e ey -

' "The remuneration of the liquidator shall be fixed by the COI or the Creditors, failing
2which, it shall be determined by the court. -

~ ' The Poards’ powers shall cease on the appointment of the liquidator. However, the

COI, orif there is no such committee, the creditorsin general meeting may sanction
ithe continuance of the Board's powers.

The liquidation would proceed in the same manner as in the case of members’ voluntary
winding up. In addition to the final meeting of the members, a meeting of the creditors

" ghall also be called before. the company is. dissolved.

General Pro¥isions with respect to Member’s Voluntary Winding up and Creditors’
Yoluntary Winding up

Statement of Affairs

"The Board of Directors is required to submit a statement as. to the aifairs of the
company, to the liquidator which should state the following.carticulars and is to be
“verified by one or more directors.and manager, or secretary or other Chief Officer of

- the company:

"i)  assetsof the company—cash and bank balances and negotiable securities to be '
stated separately. . '

. ii)  debts and iiabilities of the company.

iti) namesand addresses of credifors indicating the amount of secured and unsecured
" debts. o -
iv) debts due to the company, persons from whom they-are due and the amonnt
likely to be realised. ' '
v)  Such other information as may be required.’




Liguidator’s Power

The liguidator has the same powers as that of the official liquidator in compulsory '
winding up. Whereas the official liquidator requires the sanction of the court in certlain
cases, Lhe liquidator in case of members' voluntary winding up would require the
sanction of the members/company and in case of creditors’ voluntary winding up, of
the court of the committee of inspection or the creditors.

1n addition, the liquidator would also have the power of the court tosettle the list of
contributories, making calls and calling general meetings of the company. You, should,”’
however, note that the excreise of powers by the liquidator shall be subject to the
control of the court. - \

Conduct of Winding Up

The Court r.as the power to rémove a liquidator and appeint the offlc:a.l liquidator or
any other person as the I1qu1dator in place of the removed liquidator. You should
note, that a body corporate isnot quahﬁcd for appoi nlmcnt asa llqmdator of't‘company
in'a veiuntary winding up.

Thé liquidator shall within 30 days after his appointment, publish in the Ofﬁcial Gazcttc
and deliver tothe Registrar for registration a notice of his appointment in.the form
prescribed. )

The liquidator or any contributory or creditor may apply to the court to determine
any question arising in the winding up of the company.

Inavoluntary winding up, the hqutdalor isan dgcnl of the company and not a trustec
for shareholders or creditors. He it the custodian of the' property of the’ company.

- His functions include taking into custody the property of the company, selling the
same, instituting and defending suits in the name and on behalf of the company,
keeping proper books and recording procsedings at meetings and to have them audited,
calling mectings of the committee of inspection, members and creditors. As anagent
of the company, an individual shareholder or creditor cannot sue him for delaying
payments etc. except in cases of deliberate misconduct. In any case, thc suitable
remedy is to seek a court order in reference. to his conduct

'1‘4.3.3 Consequencés of Yoluntary Winding Up

You know that the votuntary winding up commences from the date of the passing of
the resolution 1o that elfect. This datc is important because it helps.iz. determ.ning
the liability of past members. The consequences of ve..ntary, winding up ¢an be

" summarised as following:

i)  From the commencément of voluntary winding up, the company ceases to carry

on its business, except so far as may be required for the beneficial winding up

thereof. It means that the corporate entity of the company shall continue until
the dissolution of the company.

i)  With the appointment of liquidator, all the powers of the Board of Directors,
managing or whole-time director shall come toan end. But with the approval of
the penecral mcclmg, or the liquidator or the creditors or the committee of
inspection, the directors etc. may cnntlnuc to exzreise their powers.

i) Voluntary winding up does not always mezr a iotice of discharge to its
employees, ¢.g., ifitis done to effect Jmalga a7 ion. But winding up on grounds
.of insobvency will mean discharge of its emp'secs.

iv)  After the order has been made, no suit or = -azr legal proceaing can be
commenced or if pcading at the date of the winding up order 22w be proceeded
with against th= company except with the leave of the cour.

v)  Any transfer of shares in the company and any alteration in the siatus of the
members of the company made after the commencement ofthe wandmg up shall
be void unless il is deae with the sancticn of the liquidator.

vi) Every notice, invoice, order, business lettzr issued by or on behalf of the company
orliquidator of the company bearing the name of the company shall contain a
statement that the company is being wournd up.

Windlng
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14.7 DISTINCTION BETWEEN MEMBERS’ AND
CREDITORS’ VOLUNTARY WINDING UP

From the following 1able, you can very well understand the main pDII‘llS of difference
between members’ and creditors’ voluniary winding up:

. MEMBERS ' VOLUNTARY WINDING UT . CREDITORS VOLUNTARY WINDINGUP

1) Thistakes place only when the companyisina 1) Thislakes place anly in cases when the companvis
pasition 1o nay jts debis, nolina position Lo pay its debts.

2) Thedirectors must file a "declaration of solvency’ 2)  The direvtors are not required (e file any such
with the registrar. declaration

3 Onl}'lhcgéncrnlmcciingo[mcmbcrsisca]lcd._ 3} A mectingot creditars most be called immediatels
" alter the meeting of the members.

4) Theliquidatoris appainted by the members, 4) Il'lhc.crcdil'o‘rsnndlhccompanynominnlc
different personsas liguidator, the person
nominated by creditors shall be the liquidator.

5) Thereisnacommitiee of inspection. 5)  Acammptiee of inspectian is usually |ppmn|cll
1o anisst the liguidator.
6) Theliquidalorcan exercisepowers \_vithlhc. 6) Thenguidator can <:zzreise powers with the
sanction of special resolution of the company, . sanction af the caurl, orcommittce of inspection
orof ameeting of creditors.
7)  Winding up proceedings are controlled by .7} Winding up proccedings are contratled by
members. ’ creditors,

8) Mceting of membersiscalled on the commpletion 8y  Meeting of members and ereditorsis ealled on the
of winding up proccedings. ) completion of winding up proceedijngs.

-

_14.8 WINDING UP UNDER SUPERVISION OF THE

COURT

h
You hava learnt that a company can be wound up without the intervention of the

court, but voluntary winding up, may be under the supervision of the court. Ai-any

_time after the company has passed a resolution for voluntary winding up, the court.

may make an order that the voluntary winding up shall continue but subject to the
supervision of the courl, When the voluntary winding up is in’ progress and il any
creditor or contributery or the liquidator is not satisficd, they may apply 1o the court
for winding up under the supervision of “he court. Such an order is passed by the
Court on any of the following grounds: '

a} the liquidator is partial or ncg]lgcnl in collecting the assets; or
b) the majority is playing {raud with tie minority: or .
c} therulesregardingwinding up of a company have not been [ully complied with.

In such cases, the court may make an order that the winding up of the company shall
continue subject to the supervision of the court and on such terms and conditions as
it thinks fit. The most important effect of the supervision order is that is gives-the

. courl the necessary jurisdiction over suits and legal proceedings as in the cuse of

compulsory winding up under order of lhe court,

Generally, the llqmdalor approinted in volunary winding up is .l]lOWLd 10 =Intinue.
but the court may appoint one or more additional liquidators. The court may -emave
any liquidator 5o appoinied and fill any vacancy vceasioned by the reme val or by
death, or resignation. The court may also appoint or remove a liquids “or on an

application made the ch,isimr in this »ehal{. The liquidator so appointed shall have

the same powers and dutn.s as in the case of appointment of ligui-dators in a voluntary
winding ug.

- The court will have all the powers as it has in the case of compulsory winding up such

as, staying of suits and other legal proceedings, making calls ete. ; though the winding
up remains a voluntary winding up.

Section 527 of the Companies Acl empowsars the court to pass an order for compulsory
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winding up. incasc ol need, superseding the order of winding up under its supervision.
In“case of winding up under the supervision of the court, when the affairs of the
tompany have been completely wound up and the liguidator has submitted his report
1o the court recommending dissolution, the court shall pass an order dissolving the
Lomp.my The company is tréated .15 having been dissolved from the date of the order
of the court.

| Check Your Progress B . ‘ -
1) Whatis mearit by voluntary winding up?

2) List the two circumstances when a company may be wound up voluntarily.

3) What is meant by ‘declaration of solvency'?

4) When does the voluntary winding up commences?
5) What is meant by Creditors’ voluntary winding up?
L O F L LR R T R TR

6) Give two important points of distinction between members' and crediters’
..voluntary winding up.

7) What is winding up under the supervisian of the court?
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o
8)  State whethertihe following statements are True or False:
. . ' .

] A company may be wound up voluntarily by pussing a resolution at ihe
meceting of Board of Dircetors, .' L

H) A compdny may. at any time resolve by passing a special resolution 16 be
wound up voluntarily. R .

i) I the articles have lixed.the duration of the company, lhp'compnny shall
stand dissaived automatically on the expiry of the said period. )

iv) A copy of the resolution passed for voluntary winding up at the c‘rcdit.or's
meeting, must be fited with the Registrar within fourteen days of the passing
thereof. ' N

v) Voluntary winding up commences from the date of 1l1‘c passing of the
resolution to-that effect. . ' o

vi)  Théremunceration fixed for the liquidators in veluntary winding up cannat

" beincreased in apy circumshinges, ; R

vii)  The creditors may, if they think fit, appoinl a committee of inspection
consisting of not morc than five mentbers. .

“viii} Winding up of a company under supervision of (he courl presupposes a

* volunlary winding up of the company.

™ - .

14.9 LET US SUM UP

A company being a creation of law, can come to an end by the process of law. This
process is known'as winding up. A company may be wound up inone of the following
ways: . '

i)  Winding up by courr,
it) Voluntary winding up: and .
iii} Voluntary winding up under the supervision of the court,

The voluntary winding up may be-either {a) members’ vo.l,un‘tary winding.up or

- (b) creditors’ voluntary winding up.

‘A‘cumpany may be wound up compulsorily by court (i)if a special resolution to this
effect i passed; (ii) if default is made ir holding the statutory meeting or filing the

- statutory report; (iii) failure to commience business within onc year of its incorporation;

(iv) the number of members falling below the statutory minimum limit; (v} if the
company isunable to pay its debts; (vi). any other ground which is just and equitable.

A pelition for winding up can be presented (a) by the company; or (k) by ereditors;

or {c} by contributories; or (d) by the Registrar; or (¢) by any person authorised by
the Central Government. ’ : '

~ In voluntary winding up, the company and its creditors are left free 1o-settle their
* affairs without guing to the court, although they may apply to the court for directions

or orders if and.when necessary.

A company may be wound up voluntarily (a) by passing an ordinary resolution;
(b). by passing a special resolution. :

In the case of members' voluniary winding up, the majority of the direttors make a
declaration of solvency duly verified by an affidavis, that the company has no dchbs

or that it will bis able te pay its debis in [ull within three years from the comiaencement
of winding vp. '

, \ o . .

In the case of Creditors voluntary winding up, Lhere is no nced of declaration of
solvency and the resolution for winding up is meved by creditors. Tuis generally done
when the company is unable 10 pay its debis.

When voluntary winding up is in progress and if any ereditor or contributory or
liquidator is not satisfted with *he winding up proceedings, he may apply to the court
requesting for winding up under the supervision of the court.

]

PR I

U TT T T s e



14.10 KEY WORDS

Winding up: A process by which the Tife of the compa.ny comes to an end.
Dissolution: The company ceases to exist. “ .

Just and Eqitable: Any ground, which in the opinion of the court, isreasonable and
in the interest of the concerned parties.

Statement of Affairs: A statement containing particulars regarding the assets of the -

company. its creditors, debtors ctc.
Liquidator: A person who helps the court to complete thie liquidation procecdings.
Committee of Inspection: A committee appointed to act with the liqtiidalor.

Declaration of solvency: A declaration made by majority of directors at a meeting of
" the board, declaring that the company has no deots or that it will be able to pay them
in full within three years from the commencement of winding up.

14.11 ANSWERS TO CHECK YOUR PROGRESS

A - 8 i) False i) False iiiy - True
iv) " False v) True vi) False
vii) True . viii) False ix) False
X) True )
B 8 i} False ii) " True Hi) - False
- iv) False v) True vi} True
vit) True viii) True

-14.12  TERMINAL QUESTIONS

1) What de you ‘'understand by winding up of a company?
How is it different from dissolution of a company?

2) What is compulsory winding up? Under what circumstances can a company be
compulsoriiy wound up by the court? : . '

3) Who may present a petition for winding up?
4) Whart are the consequcm.:cs of a winding up order by court?
5) What is meant by ‘declaration of solvency'?

6) When and how can a company be voluntanly wound up? State briefly the
consequences of such winding up.

7) . Explain the circumstances when the court will consider winding up of the corr.pan)}
lo be just and equitable. . -

8) Explain briéfly the provisions of the Companies Act as applicable to Creditors’
Voluntary winding up.

9) What are the consequerices of a winding up order?

10} Distinguish between members’ voluntary winding up and creditors’ voluntary-
winding up. ) o

11) Write a note on committce of inspection.

Note: These questions will heip you to understand the unit better. Try to write
answers for them. But do not submit your answers to the Univessity. These
. are for your practice only. ar-
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