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1.0 OBJECTIVES

After studying this unit, y& should be able to:

e defineacompany,

e describethe characteristis of acompany,

8 explain the concept of coporate veil,

e (distinguish between a compyany and a partnership
e describethe varioustypes)f companies, and

e describean illegd assocmt}m

1.1 INTRODUCTI(N

The Compani esAct, 1956 came ‘nto forceon April 1, 1956, Despite its|thoroughness,
it has been revised from timeto tihe in order to meet the growing needsof protecting
the investorsand ensuring efficieri and honest management of theaffairs o the
companies. The latest in the SerlGS«; the Companies (Amendment) Act 1988. This
Act provides detailed ruI%ngardn‘ ‘the formation and administrationof companies
in India. In thisintroductorybnit yougill study the definition of acompany, the main

featurea company form of bisiness dganisation, its distinctionfrom partnership and
the varioustypes of companiesthat cay be formed in India,

1.2 DEFINITION OF A CQIPANY

The term ‘company’ impliesan associatiorhf a number o personsfor some common
object or objects. In fact, the purposes for wich people may wish to associate are
multifariousbut the term ‘company’ is normy ly reserved for those associated for
€conomic purpose i-e., to carry on a businessipr gain. Partnershipsoften describe.
themsalvesas'A, B. Cand Company'. Howekr, thisdoes not makethefirm a
company in the legal sense o the word, they aj only indicatingthat there are other
personsin the association, i

In legal terminology, a company means a compal incorporated or reglstered under '
the Cothpaniés Act, 1956 or under any of the earllé\c()mpames Ac:s Section 3(1)()
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of the Companies Act, 1956 states that a Company meansacompan) formed and
registered under the Act or an existing Company. An existing Compa 1y means a
Company formed and registered under any of the previous Compan- es Acts. This
definition, however, is not exhaustive because it doesnot revea the ¢ haracteristics of
a Company.

A company iscaled a'body corporate’ because, as a consequence > { incorporation,
the large number of members who constitute the company are legally merged into nne
body which has adistinct identity of itsown. Initslegal form, acom :pany isan
artificial person created by law. It has aseparate identity independi:n 't of itS members.
Thisartificial legal person isentitled to many rights and incurs m:an . liabilities like
any other ordinary human being.

A company has been defined by Lord Justice Lindley asfollows. “'E iy a company is
meant an association of rmany persons who contribute money or m¢ ney's worth toa
common stock and employ it in some trade or business, and who <} ;are the profit and
loss (as the case may be) arising therefrom. The common stock s ¢ zontributed is
denoted in money and is the capital of the company. The person s - who contribute it,
or to whom it belongs, are called members. The proportion of ¢ ap ital to which each
member isentitled is hisshare. Shares are always transferable a It} ough the right to
transfer them is often more or less restricted."

Anotlier good definition has been given by Chief Justice Marsh al. According to him,
""a company isa person, artificial, invisible, intangible and existi ng only in the eyesof

law. Being amerecreature of law, it possessesonly those prope rtiess which the charter
of its creation confers upon it, either expressly or asincidental toi tsvery existence."

According to Lord Haney, " A company isan incorporated as sociaition which is an
artificial person created by law, having a separate entity, witk , a pe1-petual succession
and acommon seal."

From the above definitions, it is clear that acompany hasa: :orpora:te and legal
personality. ft is an artificial person and existsonly in the ey s of law. It hasan
independent legal entity, a common seal and perpetual suct ;ession,

1.3 MAIN FEATURESOF A COMPAN Y

On analysing the various legal and juristic definitionsof { ke term ‘company’ you will
observe that a company formed and registered under the ¢ ompanies Act hascertain
special features which distinguish it from the other form's of organisations. The main
characteristics of a company are asfollows.

1 Creation of }aw: A company is an association of pers ons who have agreed to form
the company and become its members or sharehold ers w +ith the object of carrying
on alawlul business for profit. It comesinto existe' nce w hen it is registered under
the Companies Act.

2 Separate legal entity: In the eyesof law, a compa ny forn 1ed and registered under
the Companies Act has a distinct legal entity. A fter regi stration, the company is
treated asan artificial person because in reality ro such,natural person exists. It is
invisible, intangible and without any physical ¢,r natural existence. Although a
company isalegal person having a nationalit', and domi cile, it is not a citizen.

Thelegal statusof acompany has been aptly described by the Supreme Court
of Indiain TataEngineering & Locomotive Co, Ltd v. § tate of Bihar as
follows:

" The corporation in law is equal to a nat ural person an¢ hasalegal entity of
itsown. The entity of the corporation is entirely separat. from that of its
shareholders; it bears its own name anc’j has aseal of its osvn; its assetsare’
separate and distinct from those of its members; it can gue and be sued
exclusively for itsown purpose’”.

Even though the company lacksa p! aysical existence, farr jyurposes of law it is
regarded as an independent legal p erson which has a pe:rsionality of itsown
and is different from the members constituting the comipany. Therefore, a
company can enter into a contrac ¢ with any member of thie company. A
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person can own its shares and also be itscreditor. A shareholder cannot be Companies

held liable for the acts and debts of the company even though he virtually
holds the entire share capital. No member can either individually or jointly
claim any ownership rightsin the assets of the company during itsexistence or
on its winding up. Similarly, creditors of the company are creditors of the
company alone and they cannot take action ugainst the members of the
company.

Even Where a single shareholder owns virtually the whole of its shares, the

company iSto be treated as 4 separate legal entity and isto be differentiated

from such a shareholders. This can be understood better by referring to the

case Of Salomon vs Salomon and Company Ltd. Mr. Salomon was running a

shoe businessin England. We formed a company known as'Soioman and Co.

Ltd.’ It consisted of Saloman himself, his wife, hisfour sons and a daughter.

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

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

£20,000 fully paid shares of £1 each and £10,000in debentures which carried a
floatingcharge over the assets of the company. One share of f 1 each was

subscribed for in cash by each member of Saloman’s family. Saloman was the
managing director of the company. During the course of business, the

company became liable for some unsecured loan. The company ran into

financial difficulties after some time and went into liquidation within a year.

On winding up, the assets realised £6,000. The company owed £10,000 to

Mr. Saloman and £7,000 to unsecured creditors. Thus, after paying off the
debentureholder. (Mr. Saloman), nothing was left for unsecured creditors. The
creditors claimed priority over the debentures contending that Mr. Saloman and
Saloman and Co. Ltd. wereone and the same person, the company wasonly afacade
to defraud the innocent creditors. Mr. Saloman should not therefore, be treated as a
secured creditor. The Mouse of Lords held that the company had been validly
constituted and it had an independent existence distinct from its members. Therefore,
Mr. Saloman was entitled to be paid his duesfirst asa secured creditor. It was
observed that the business belonged to the company and not to Mr. Saloman. The
company and Mr. Saloman enjoyed separate legal entities. Thefact that the members
were from one single family had no bearing upon the validity of the company.

InT.R. Pratt (Bombay) Ltd. VsSE.D. Sasoon and Co. Ltd., it wasobserved that uhder
thelaw, an incorporated company isadistinct entity, and although dl the shares may
be practically controlled by one person, in law a company isadistinct entity. Similarly
in Abdul Haq v DasMal, an employee sued adirector of the company for the recovery
of the amount of salary dueto him. It wds held that he could not succeed because the
remedy lied against the company and not against the directorsor members of the
company.

Asaconsequence of separate legal entity, thecompany 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 enjoyed by a company isthat the liability of
its membersis limited. Y ou will later on study that on the basis of liability,
companiesmay beclassified as (i) Companies limited by shares; and (ii) Companies
limited by guarantee. In the case of former the liability of every member of the
company islimited to the amount of shares subscribed by him. If the member has
paid full amount of the face value of the shares subscribed by him, hisliability shall
be nil and he cannot be asked to-contribute anything more. Similarly, in the case of
acompany limited by guarantee, the liability of the membersislimited upto the
amount guaranteed by a member.

Perpetual Succession: The term perpetual succession means the continued

existence. The existence of the company is not affected by reasons such asthe

insolvency, death, unsoundness of mind of its members. The company hasa

perpetual succession. Members may come and members may go but the company

goeson. Even if al the members of a company die, the legal existence of the

company will not cometo an end. Gower putsit very interestingly when he says that

even a hydrogen bomb cannot destroy a company. Rut this does not mean that a 7
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company can never come to an end. You learnt that acompany isthe creation of
law. It can aso be brought to an end by the processof law.

5 Transferability of shares: The sharesdf a publiclimited company are freely

transferable. A shareholder can transfer hissharesto any person without the

consent of other members. Under the articlesof association, even a public limited
company can put certain restrictionson the transfer of shares but it cannot .
atogether stopit. A shareholder of a publiclimited company possessing fully paid
up sharesisat liberty to transfer hisshares to anyone he likes ir accordance with
the manner provided for in the articlesof association of the company. However, a
private limited company is required to put certain restrictionson transferability of
its shares.

6 Common seal: In view of the fact that a company isan artificial person and cannot
dgn its name on a contract, every company is required to haveitsown seal. The
commonseal of the contpany isdf great importance. It actsas the official signature
of thecompany. A metallicseal should be used. Every company must have a
common seal with its name engraved on the same. The seal acts as a substitute for
thesignature o the company. Any document which doesnot bear the common sed
of the company is not binding on the company.

7 May sue Or be sued: AS juristic person, company can sue and besued in itsown
name. This iSSo becauseacompany hasa separate legal existence. A company may
enter into contractsand can enforce the contractual rights against othersand it can
be sued by othersif it comimits a breach of contract.

L

14 ONE-MAN COMPANY

A company in which asingleindividua holdsthewhole, or virtually thewhole, of the
sharecapital istermed as'one-man company'. Though there may be other members
aso, but these membersare usualy hisrelatives, friends or nominees. This

.dominating person is usudly the managing director of the company and hasfull

control over the company. Thisisameansto enjoy the benefitsof the corporate status
and limited liability of the company. Although only one-person runs the entire show
in such acompany, yet such type o companiesare legal. Theformation of one-man
companies has certainly been to the disadvantageof creditors because they cannot
proceed againg the actua proprietor, Saloman's case propounded the concept of
‘one-man company' as you have learnt in Section 1.3 of this unit.

Check Your ProgressA
1 Defineacompany.
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4 State whether the following statements are true or false. Com{f;mes

i) A company is the creation of law.

ii) A company isan artificial person.

iii) Since the company isan artificial person it can commit no wrong nor can it
be sued in its own name.

iv) Likeapartnershipacompany comestoan end whe:i any shareholder of the
company dies.

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

vi) A one-man company isonein which asingleindividua holds virtually the
whole of the shares of the company.

vii) Theliability of a member islimited to the facevalue 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 acompany hasaseparatelegal entity independent and different from
its members. The principle of separate legal entity waswell established in the famous
case Of Saloman v. Saloman and Co. Ltd. Onincorporation aline of demarcationor a
veil is drawn between the company and its members. In fact, a company is an
association of persons and such persons are the real beneficial ownersof all the
corporate property. Real persons behind the company are disregarded once they have
formed acompany and given to their association the status of a legal entity.

As a-consequence of thisseparate legal entity, thecompany enjoys several advantages
which you have studied 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 corporate veil and |ooks at-the persons behind and treat the company
and its members as same persons. The corporate veil issaid to be lifted when the
court ignores the company and concerns itsaf 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 thelegal facade, itis
known as lifting the veil of corporate personality."

Y ou should, however, note that the powers of the court to lift the corporate veil is
purely discretionary. The court will lift the corporate veil when it isin the public
interest to do so. Thecircumstancesand cases in which thecorporate veil will belifted
may broadly beclassified 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 Provisons

The Companies Act, 1956 itself providesfor certain casesin which the directors or
members of the company may be held personally liable. In such cases, whilethe
separate entity of the company is maintained, the directors or members are held
personally liable along with the company. These cases are asfollows:

i)  When the number of membersfalls below statutory minimum: According to
Section 45 of the Act if at any time the number of members of a company is
reduced below the statutory requirement and the company carries on businessfor
more than six months while the number isso reduced, every person who was
member of the company during the time whenit carried on business after those
six months and who was aware of thisfact, shall be severally liablefor al debts of
the company contracted during that time. It should be noted that the personal
ligbility of the members commences only after six months of carrying on business
with reduced members and this liability isonly for the debts contracted after those
six months. Y
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From this you will see that although the company continues to enjoy itsdistinct
personality but loses theimportant feature of limited liability of the membersof a
company. Such asituation entitled the creditors to disregard the separate entity of
the company, and the creditors can take action against the members directly..

ii) Non disciosure of representative capacity: Asa rule when an officer of acompany
or any person on its behalf signsor authorises to be signed, on behalf of the

company, any hill of exchange, hundi, promissory note, endorsement, cheque or
order for money or goods, it is,incumbent on such person that heshould clearly
disclose the name of the company on whose behalf he isacting. If the officer or
the authorised person failsto disclose his representative capacity, such officeror
person shall be personally liable for the amount due if the company refusesto pay
it. For example, a bill of exchange drawn upon acompany is accepted by a
director in his personal capacity i.e., without disclosing that he is accepting the
bill on behalf of thecompany, such adirector shall be personally ligble for the hill.

iii) Holding and subsidiary company: .When one company controlsthe composition of
the board of directors of another company or holds majority of its shares, the
former iscalled the holding company and the latter as subsidiary company. In
general, asubsidiary company is altogether treated asa parate entity and the
holding company isnot liabie for itsacts. But, under Section 212 of the Act, every
holding company is required to disclose to its shareholders he accounts of its
subsidiaries. It require'sthat the copies of balance sheet, profit and loss account,
directors report and auditor’s report & each subsidiary company be attached to
the balance sheet of the holding company. Thus, companies under the same
group aretreated asone entity disregarding the rule that each subsidiary company
has a separate legal entitv.

iv) For investigation into affairsof related companies. Section 239 of the Act provides
that if an inspector is appointed by the Central Government of investigate the
affairsof acompany, heshal aso havethe power toinvestigateinto the affairs of
related (subsidiary) companiesin the same management. T he power to do so may
thus lift the veil of incorporation.

v) Forinvestigation of ownership of a company: When the Central Government feels
it necessary to know about the membership of any company and also some other
mattersrelating to the company with the object of determining true persons who
are (or have been) financially interested in the succe s or failure of the company
or who are (or have been) ableto control the policy of the company, may appoint
one or more inspectors to investigate and report on these matters (Section 247).
Thiswill 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 acompany, it appears that any business of the company has
been carried on with theintention 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. In such a
situation, the court may disregard thelegal entity of a company and make the
fraudulent persons personally liable for the debts of the company.

Vi

~—

1.5.2 Under Judicial Interpretations

Besides the above mentioned circumstances, the courts have allowed the lifting of
corporate vell for proper administration of taxation laws, estate duty laws, 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 determination of the character of the company: Sometimes, particularly
during war between countriesit becomes necessary to ascertain the character of

certain companies. At such times the courts are justified in lifting the corporate
veil of a company which is controlled by alien enemy. In this way a company
registered in India may be declared alien enemy if it isfound that the persons
controlling such acompany are citizens of an enemy country. For examplein
Daimler Ce, Ltd. v. Continental Tyreand Rubber Co. Ltd’s case, acompany with
the name Continental Tyre and Rubber Co. Ltd. wasregistered in England. The



ii)

i)

iv)

object of thiscompany 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
asuit torecover a tradedebt. The court cameto the conclusion that the company
was an enemy company because the effective control of the company wasin the
hands of Germans who were alien enemy. Hence, the claim of the company was
disallowed on the ground that it was against public policy to allow alien enemies
totrade, by using the corporate veil.

For prevention of fraud or improper conduct: The courts will allow lifting of the
corporate veil if the purpose of the company isto avoid lega obligationsor to
defraud the creditors. In the case of Gilford Motor Co. Ltd. v Horne, Horne was
appointed as a managing director of Gilford Motor Co. with the condition that he
would not solicit or entice away the customers of the company, so long as he was
in the employment of the company and afterwards. After leaving the company,
Horne formed another company which was to carry on the same business. This
new company of Horne solicited the customers of Gilford Motor Co. Ltd. Ina
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 benefit and to solicit the customers of hisemployer's
company. Thecourt issued an injunction against Horne and his new company and
held that the new company was a mere cloak for the purpose of enabling the
defendant to commit a breach of hiscontract that he would not solicit the business
of hisemployer's company. Similarly, where a dummy company was formed to
avoid alegal obligation, the court lift the corporate veil. (Jones v Lipman) Thus,
where a company isformed to defraud, the court will lift the corporate veil and
look into the true ownership of the company.

For protectingtherevenue: The court will allow piercing of corporate veil if it isof
the opinion that the company has been formed for evading the tax or'to
circumvent tax obligations. If such is the case, the court will disregard the
«orporate entity and would instead hold individual members liable to fulfil the
revenue obligations. In Re Sir Dinshaw Manekjee Fetit’s case the assessee, Sir
Dinshaw who was a very rich man, was earning hugefdividend and interest
income. He formed four private companies and entered into an agreement with
each company to hold a block of investment asthisagent. Under the arrangement
theincome received was credited in company’s account and the company handed
theamount back to him asaloan (which wasnever repaid). In thisway hedivided
hisincomein four partsin order to reduce histax liability. The court ignored the
corporate facade of these 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.

Where company isformed to act asan agent of itsmembers. Asa genera rule, a
company is not an agent of its shareholdersor of another company. But, under
certain circumstances, a company may be regarded as an agent or trustee of its
members or of another company. In such asituation, for the acts done by the
company, it will be the memberswho would be responsible and not the company.
In ReF.G. FilmsLtd.’s ease, an American company financed and produced afilm
'‘Monsoon' in India. But, technically, the filmwas madein the name of acompany
incorporated in England, This British company had only a capital of £100 divided
into £100 shares of £1 each, of this, 90 shares were held by the President of the
American company. The Board of Trade declined to register the film as a British
film. Theview of the Board of Tradewas upheld by the court. The court held that
the British company acted only as an agent of the American Company which was
the true maker of the film.

Avoidanceof Welfare Laws: The courts have disregarded of the separate legal
personality of the company when the company's independent status was being
used 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 Industries Ltd. Bhavnagar v. The
Associated Rubber IndustriesLtd., Bhavnagar and Another, a new company was
formed with no assets of its own except those transferred to it by the principal

Natureand Typesof
Companies

11
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company. The new company had no business of itsown, it received dividend on
sharestransferred to it by the principal company. Thus, the principal company
was able to reduceitsgross profits and consequently theamount of bonus payable
to workman was also reduced. The Supreme Court rejected the independent
statusof the new company and directed that theamounts paid to the new
company as dividend shall also be taken into account while determining the gross
profitsof the principal company. The court held that "'in every case where
ingenuity isexpected to avoid taking.and welfare legislations, the court will go
behind the smoke-screen and discover the true state of affairs.

16 DI STI NCTI| ONBETWEEN A COMPANY AND A
PARTNERSHI P

Y ou learnt that a'company isan artificial person created by law, with limited liability
and perpetual succession asits main features. Let us now study the distinction
between acompany and partnership, the main pointsof difference between the two
are asfollows:

1 Formation: A company comes into existence when the Registrar of Companies
issues the certificate of incorporation. This certificateisissued when the Registrar
issatisfied that all theformalitieswith respect to registration of company have been
complied with in accordance with the provisions of the Companies Act, 1956. A
partnership, asyou have already read can be formed by an agreement between the
partners. Registration of a partnership firm, is not compulsory under the Indian
Partnership Act, 1932.

2 Membership: Minimum number of members required in case of private and public
company istwo and Seven, respectively. Maximum number of membersin case of
private company isfifty (excluding its past and present employees) and in case of a
public company thereisnostatutory limit. Butin thecaseof partnership, minimum
number of person required istwoand maximum number of partnersis restricted to
ten in thecase of partnership engaged in banking business and twenty in the case of
a non-banking business. ‘

3 Legal status: After incorporation, in the eyesof law, a company isrecognised asa
distinct legal personality differentfromthe memberswho constituteit, whereasthe
partnership does not acquire any juristic status and contioues to be only an
association of personseven after registration. Insimple words, the partnersand the .
firm are one and the same.

4 Liability: Asyou have already read in this unit that in the case of acompany, the
liability of itsmembersislimited to the value of shares held by them or upto the
amount of guarantee given by them. A creditor of a company cannot proceed
against the private properties of a member. However, in case of a partnership, the
liability of partner isunlimited aswell asjoint and several. The creditorsof afirm
may proceed against theindividual property of any partner for the recovery of their
debts which had been incurred in the ordinary course of business.

5 Transfer of Shares: In thecase of a public company, thesharesarefreely
transferable. But, in the case of partnership, a partner cannot transfer hissharein
thre firm without the consent of other partners.

fy Perpetual succession: A company enjoys perpetual succession. Thelife of a
comoany does not cometo an end if oneor more of its membersdie or become of
unsound mind or are declared 'insolvent’. But in the case of a partnership, unless
otherwise agreed, on the happening of any o these contingencies, the partnership
firm comesto an end.

7 Management: The affairs of the company are managed by a Board of Directors.
Members of the company have no rolein managing the affairs of the company.
Whilein partnership, every partner hasaright to participatein the management of
the partnership business.

8 Agency of members. Shareholders are not agents of the company whereasevery
partner is an agent of thefirm and hasthe implied authority to bind other partners
by their acts done in the ordinary course of business.

9 Property; In the case of a company, the property of the company isin the name of
the company and isowned by it.It doesnot belong to theindividual shareholdersof
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the company. During the life time of the company, no,shareholder has any legal or Companies

equitable interest in any property of the company. But in the case of partnership,
the partners 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 meeting and delivery of statutory
report to the Registrar of Companies, whereas a partnership is not required to
perform any such statutory obligations.

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

12 Governing legidation: 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?
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4 Fill in the blanks.

a) Theeffect of incorporation isthat the company is regarded asa
.................................. person.

b) The corporate veil can be lifted when the number of company's membersfails
below.......cooviviinn recceeeean iNthecase of aprivatelimited
company and below ..........c.ooouvies, G in case of a public limited company.

c) If an officer of acompany, while entering into contract on behalf of the
company, failsto disclose his....................... P capacity, he becomes

personally liable on such contract.
d) When two nations are at war, the corporate veil of the company can belifted to

ascertain the........... ST e of the company

e) The corporate veil can be lifted due to Court's intervention and
under.......... e

f) Theliability of each partneris................ovviviininn,

5 State whether the following statements are True or False.
i) A company comes into existence when the company is registered.

ii) Registration of acompany, though desirable, but is not compulsory.
iii) After registration, a partnership ceases to be an association of personsand
acquires a juristic status.

iv) For the recovery of hisdebts, acreditor d the company can proceed against
private properties of a member, 13
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v) Incaseof acompany, except a private company, any member may freely
transfer hisshares to any person.

vi) A shareholder is not an agent of the company.

vii) A person can be-a member and a creditor of acompany at the same time.

1.7 KINDSOF COMPANIES

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

1 On the basisd incorporation

2 0n the basisd liability

3 On the basisof control

Look at Figure 1.1 carefully to have an overall view of the different types of
companies.

1.7.1 OntheBasisd Incorporation

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

Chartered company: A company incorporated under a special charter granted by
the King or Queen o England iscalled ‘chartered company'. A chartered
company isregulated by itscharter and the Companies Act does not apply toit.
The charter also prescribes the nature o businessand the powersd the company.
Thefamiliar examplesof chartered company are the East India Company and the*
Bank of England. Thi s type of company cannot now be formed in India.

Figure 1.1: Kinds of Companies

Company
-
On thebasisof On thebasisof On thebasisof
Incorporation Liability Control
|
Chartered Registered Government
Company Comrany or Non-Government or Subsidiary
Company
Statutory Foreign
Company or Domestic
Company
[ 1
Private Public
Company Company
CompanyILimited Company Limited Unlimited Company
by Shares by Guarantee |
Private - Private Private
. Public . Public Public

ii} Statutory company: A statutory company isonewhich iscreated by a special Act
of Parliament or a State L egislature. Such companiesare usually formed for
achievinga purpose related with public utilities. The nature and powers of such.
companies are laid down in the specia Act under which they are created.
However, the provisionsof the Companies Act are also applicable to them in so
.far asthey are consistent with the provisionsof the special Act. Such companies;



need not have a memorandum of association. A statutory company has aso a
separatelegal entity and it is not required to use the word 'limited’ after its name.
The audit of such companies is conducted under.the control and supervision of
the Auditor General of India and the annual report of working is required to be
placed before the Parliament or State |legislature, as the case may be. Familiar
example of such companiesare Reserve Bank of India, Unit Trust of India, The
Lifelnsurance Corporation of India, State Trading Corporation, The Food
Corporation of India, State Bank of Indiaetc.

iii) Registered or incorporated company: A registered company is one which is
registered in accordance with the provisions of the Companies Act of 1956 and
also includes the existing companies. By existing company we mean a company
formed and registered under any of the previous Acts. A registered company
comes into existence only when it receives the certificate of incorporation.
Registered companies are governed by the provisions of the Companies Act.

A registered company may either bea private limited company or a public limited
company. A private limited company isone which by its articles of association

(a) restricts the right of transfer of shares (b) limits the number of its membersto fifty
(not including the present or past employees) (c) prohibitsany invitation to the public
tosubscribefor any sharesor debenturesof the company. On the other hand, a public
limited company isone which is not a private company. The minimum number of .
members to form a private company is two, while for the public company the
minimum number is seven. You will study moreabout them in Unit 2.

1.7.2 On theBasisof Liability

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

i) Company limited by shares: A compsany in which the liability of its membersis
determined on the basisof the amount, if any, remaining unpaid on the shar ‘s held
by them istermed asa company limited by shares. Such companies are popularly
known as limited liability companies. The liability of the members islimited to the
extent of nominal value of shares held by them. If a member has paid the full
amount of shares, then hisliability shall be nil. Let us maket iis clear by taking an
example. Suppose you buy 100 shares of a company of the face value of Rs. 10/-
each. In thiscompany your liability isfixed to the tuneof Rs. 1000 only. If you pay
(when called by the company) Rs. 600 to the company, you are now liable to pay
the company only Rs. 400, this being the amount unpaid on your shares. When you
have paid the entireamount of Rs. 1,000 (which means when your share 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.

ii) Company limited by. guarantee: Section 12(12) (b) of the Act provides that a
company having the liability of its memberslimited by its memorandum to such
amount as the members may respectively underfake to contribute to the assets of
thecompany in theevent of its being wound up istermed asa ‘company limited by
guarantee’. Such companies are generally formed for the promotion of art,
science, culture, sports, etc. It isinteresting to note that in a company limited by
guarantee, a member is required to pay the amount guaranteed by Lim only if the
company iswound up while hé is a member or within one year after he ceasesto
be a member. Thus, the members cannot be asked to pay the guaranteed amount
during the life time of the company. The memorandum of association of a
company limited by guarantee, should state that each member of the company
undertakes to contribute to the assets of the company in the event of its being
wound up. Y ou should, however, remember that a member cannot be asked to
pay an amount in excess of the amount for which he has given the guarantee.

Such acompany may or may not have share capital. If acompany limited by a
guaranteeisformed without any share capital, then the members~ uld be liable
to pay only the guaranteed amount and that too when the compan y goesinto
liquidation. But if the company limited by guarantee isformed wit i share capital,
then the members are alsoliableto pay the unpaid amount on their j1ares. Bul the

guaranteed amount can becalled up only at the time of winding u; @t the company.

Nature end Typesof
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iii) Unlimited company: A company where the liability of membersis unlimited i.e.,
there isno limit on theliability of membersistermed as an unlimited company.
The members o such companies may be required to pay company's lossesfrom
their personal property. Because such companies have separate legal entity, its
creditorscannot file asuit against the membersdirectly. The creditorswill have to
apply to the court for the winding up of the company and then the liquidator will
direct the membersto contributeto the assetsof the company to pay df its
lighilities.

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

173 On theBassof Control

Let us now study the classification d companieson the basisdf control i.e., who
effectively control the affairs of the company. On this basis thie companies may be
grouped asfollowing:

i) Goyernment Company and Non-Government Company
ii) Foreign Company and Domestic Company
iii) Holding Company and Subsidiary Company

i) Government company: According to Section 617 of the Act agovernment compahy
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 State Government or
Governments or partly by the Central Government and partly by one or more

" State Governments and includes a company which isasubsidiary of a government
company asthusdefined™. Indian Telephone Industry, Hindustan Aeronautics
Ltd. are examplesof government companies. Even a subsidiary company of a
government company is regarded as a Government Company. A government
company registered under thisAct is a non-statutory company and is not an agent
of the government. Further, like any other company, it isgoverned by the
provisions of the Companies Act. Section 620 of the Act, however, provides that
the Central Government may by notification in the official Gazette direct that any
of the provisions o 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 belaid before the Parliament.

Sections 618,619 and 619(A) of the Act cannot be exempted as these Sections
specially'deal with Government companies.

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

ii) Foreign company: A foreign company means a company which isincorporated in
acountry outside India under thelaw of that country but has established a place
of businessin India. A company incorporated outside India may carry on business
in India even without establishing a businesse.g., through agents.

After theestablishment of businessinIndia, the following document must befiled
with the Registrar of companieswithin thirty daysfromthedate of establishment:

if) A certiffed copy o 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 o the registered office of the company,
ifi) A list of directorsand secretary d the company,

iv) The namesand address of any person resident in Indiawho is authorised to
accept, on behalf of the company, serviced legal process and any noticeserved
on the company; and

v) Thefull address of the company's principal place of businessin India



A foreign company is obliged to state the name of the country in which the
company isincorporated in every prospectus inviting subscriptionin Indiaforits
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 isincorporated in !egible English and
secondly in alanguage in general use in the locality in which the officeor placeis
situated. The name of the company and of the country where the company has
been incorporated should also be stated in legible Englist. ~a dl business|etters,
bill heads, ietter paper, all notices and other official publications of the company.

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

A foreign company iStequired to keep at their principal placed businessin India
the books of accounts with respect to money received and expended, sales and
purchases made and assets and liabilities § their businessin India.

Provisionsof Section 159 of the Ace relating to thefiling of the annual return with
the Registrar of companies are also applicable to a foreign company.

iii) Helding and Subsidinry comy auys Generally speaking, if one company controls
another.company, the conirolling company may be termed as the 'Holding
company’ and the company S0 contiolled may be termed as a ‘subsidiary
company'.

Section4(4) o the Act defines aholding company as''acompany shall be deemed
to be the hntling company o another, if that other isitssubsidiary™.

A company Be us call it Company $) is deemed to be a subsidiary of another
company (let us call it Company H) only in the following cases:

i) When the company (Company H) controls the compositionof Board of
Directors of other Company (Company S).

i) 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 thissort would mean thai the Company H controls morethan
haf of the total voting power in Company §.

iii) When Company § is a subsidiary of a Company T, whichin turn isthe
subsidiary of Company .

In any of the above cases and only in these oases, would the Company S be
deemed asubsidiary of Company H.

Asyou have just learnt from the above discussion, a holding company is
usually a very major shareholder of its subsidiary and both cdntinue to enjoy
separate legal entities in the eyes of law. Unless there isa specific contract
between the two companies, one cannot besaid to bethe agent of another. A
subsidiary company also cannot be said to be a part of the holding company.

1.8 ASSOCIATION NOT F¢/2 PROFIT

You learnt that limited companies are required to use the word 'limited’ asthe last
word of their name. There iShowever, one exception which isprovided by Section 25.
Thissection provides that the Central Government may by licence grant that an
association may be registered asa company with limited liability, without using the
words'limited' or 'private limited’ as part of its name. The licencewill be granted only
inthe caseof 'association not for profit'. In other wordsthe Central Government will
grant thelicenceonly if it issatisfied that:

a) the association about to be formed as a limited company aims at the promotion of
commerce, art, science, religion, charity or any other useful object;

b) it intendsto apply its profits, if any, for promotirg its objects; and
C) it prohibits the payment of dividend to its members.

Such companies may ha public Or private companies and may or may not have share
capital,

The Central Government n@y impose any terms and conditionsthat it deemsfit for
the grant of the licence which shall be binding on the association. The Government

Natureand Types of
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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 jtscase against
revocation of the licence.

1.9 ILLEGAL ASSOCIATIONS

1.9.1 Meaning

The law desires to prevent the mischief arising from large trading undertakings being
carried on as unregistered bodies becauseif businessiscarried on by such bodies, the
personsdealing with such trading undertakings would not know with whom they are
contracting. Due to thisignorance they might be put to great hardship. Section 11 of
the CompaniesAct aims at repressing this public mischief. It provides that ne
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 unlessit isregistered as a
company under this Act, or is formed in pursuance of some 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 number of individual forming such association exceeds ten, the
association must be registered under the Companies Act or should be formed in
pursuance of some other Indian laws. Similarly, any association forined for the
purposedf carrying on any other businessfor profit and consisting of more than
twenty personsin order to be alegal association, should beregistered as above. If itis
not registered as above, the association will be regarded as an 'illegal association'
even if none of the objectsfor which the association has been formed isillegal.

Now imagine the situation where an unregistered association is formed for carrying
on the businessaof banking with nine members. Subsequently, two more persons join
the association as members. What will be the effect of their joining the association?
Y our 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 rot bodies of
individuals. Now suppose an association isformed between three partnership firms
A, B and C. Firms A and B havefour partnerseach and firm C hasthree partners.
Will the association fall within the purview of Section 11 and require registration?

Y es, 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
membersis applicable only if the association is to carry on businessfor profit. This
restriction is not applicable if the association isformed for non-commercial purposes
such as associationsformed for promoting religion, science, art or charity etc.

1.9.2 Exceptions

Section 11 does not apply in the following cases:

i) Joint Hindu 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.
I-lowever, for computing the number of members of such an association, the
minor members of such families shall not be included.

i) Stock exchange: A stock exchange isnot covered by Section 11 asit isnot formed
for the purpose of carrying on any business.

iti) Non-profit earning associations: All religious, charitable, 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 consequences of an illegal association are asfollows:y




1 Every member shall be personally liablefor dl liabilitiesincurred in such business.

2 An illegd association cannot sue to recover any of itsdebtsor any other property.
Likewise, nosuit can befiled against an illegal association to recover money lent to
it. However, asuit can befiled against every member of .an illegal association. A
suit cannot befiled even if theassociationissubsequently registered asa company.

3 Every person who is a member of such an association shall be punishablewith fine
which may extend to onethousand rupees.

4 Anillega association cannot be wound up under the Companies Act.

5 Nosuit can befiled by any rnember for partition, dissolution or for taking account
of an illegal association.

6 Sincean illegal association has no legal efistence, it cannot enter into a contract.

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

Check Your ProgressC
1 Whatisastatutory company?

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

5 What do you mean by ‘Illegal Association’?
...............................................
..................................
........................................................
.....................................

6 Fill in the blanks.

a) Anincorporated company can come into existence as a chartered company, as
astatutory company and @S .........c.veuvireniericinne . company.

b) Inacotnpany limited by guarantee, a member id required to pay the
guaranteed sum only if the company is wound up while he is member or
WIthin o, year after he ceases to be amember.

c) A Government company |sone|n which not lessthan........ ..o o
cent of the paid up share capital is held by the Central Govcmment

Nauture and Types of
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d) An auditor for a g'ovemmentcompany is appointed by the Central
Govetnment on theadviceof the ., ........coovvicn

e) A foreign company which establishesa place of businessin India after the
comméncement of the CompaniesAct, 1956, shall deliver to the Registrar o
Commpanies, necessary documentsfor registration Within .....ceesenieessiiiennnn.
days of establishingthe placedf businessin India.

f) Under Section.......covreinirininininnninnn of the Act, any association created not
for profit may be exempted by the Central Government and be registered with
litnited liability without using the word 'limited' asits last word.

g) An association of personsformed for carrying on ‘any other business for gain
should not consist  more than..............ocevinninnnn, persons as
its menmbers.

State Whether the following statements are True or False.

a) Onde acompany has been registeréd as an unlimited company it cannot be
converted into alimited company without dissolving the company.

b) A goveriiment company is not governed by the provisions of the Companies
Act; 1956,

¢) Inagovernment company, company's paid up share capital can be held partly
by the Central Government and partly by one or more State Governments.

d) A Foreign company may carry onbusinessin Indiaeven without establishinga
place of businessin India.

a) A foreign company isa company registered in India and carries on its business
in aforeign country.

f) Incase o aholding company and a subsidiary company both companies
cofitinue to enjoy separate legal status.

g) A privatecompany whichisasubsidiary of apubliccompany is, for all practical
puiposes, treated like a public company.

h) An association of persons formed for carrying on banking businesscan be
formed with a maximum of twenty persons as its members.

1) A partnership firm can be a member of an illegal association.

i) Anillegal association has no independent personality.

110 LET USSUM UP

Theterm'company'means an associationof personsfor some common object, which
may be for carrying on some businessfor profit or for some charitable purposes. The
Companies Act, 1956 definesacompany as'*a company formed and registered under
the Act or an existing company™*. An 'existing company' means a company formed
and registered under earlier Companies Act.

The essential features of a company are as follows:

i)
i)

iii)

It isan artificial person created by law.

It hasan independent legal entity.

Theliability of members of acompany islimited to the unpaid value of shares
held by them or the amount guarantee by them.

A company hasa perpetual successioni.e., the existence of a company is not
affected by the death or insanity of a shareholder.

Itsshares are freely transferable.

The company, being ajuristic person, must have a common seal.

A company can own and dispose off property in itsown-name. Although the
shareholders are the owners of the company, the money and property belongto
the company and not to the sharehol ders.

viii) A eompany can sue and be sued in its own name,

Thus, acompany differsfrom a partnership firm in various ways,



A one-man company or afamily company isone where ailmost the whale share capital Nm-m
is held by a single person who takes afew dummy memberssimply to meet the

provisions of the Act regarding the minimum 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. Sometimes, it may become necessary to

pierce this veil and look at the persons behind the company. This is known as"lifting

or piercing the corporate veil"'. The circumstances 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 expressstatutory provisions
i) When the number of members falls below the statutory minimum.
i) When the person acting for the company fails to disclose his representative
capacity.
iii) When the relationship of a holding and asubsidiary company isto be
established.

iv) For investigation into affairs of related companies.

v) For investigation of the ownership of a company.
vi) For knowing whether thereisany fraudulent conduct of business.

(B) Under judicial inter pretation
i) For determination of the character df the company.
i) For prevention of fraud and improper conduct.
iii) For protection of revenue.
iv) Where company isformed to act as an agent'of its members.
v) For avoidance of welfarelaws.

Kindsof Companies. Companies may be classified into the following categories:
(i) Chartered companies, (ii) Statutory companies, and (iii) Registered
companies. A registered company may be either acompany limited by sharesor
a 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 company isdeemed to be the holding company of another, if that other isits
subsidiary. A company isdeemed to be asubsidiary of another company only if:

i) theother company controls the composition of its board of directors;

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

iii) itisasubsidiary of any other company which, in turn, isthe subsidiary of
holding company.

Illegal Associations: An association which isformed with more than ten persons
in case of banking or mére than twenty personsin case of any other business not
registered under the Companies Act, 1956, must be regarded as an illegal
association. However, a joint Hindu family carrying on a business, a stock
exchange, non-profit carrying associationsare not illegal associations. Every
member of an illegal association shall be personally liable for all liabilities
incurred in such business.

111 KEY WORDS

Company: ‘An associat'ion of persons registered under the companies Act. It isan
artificial person created by law, with adistinctive name, acommon seal and perpetual
succession of its members.

Chartered company: A company which isincorporated under aspecial Roya Charter
granted by the K ng or Queen of England. 21
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Statutory cempany: A company whichiscreated by a special Act of Parliament or
State Legislature:s

Company limited by shares: A company having the liability of its memberslimited to
the valued shares held by them.

Company limnited:by guarantee: A company having the Pigbility of its memberslimited

to such an amount as the members may respectively undertake to contribute to the
assets of the company in the event of its being wound up.

Government company: A company in which not lessthan 51 per ceit of the paid up
capital is held by the Government.

Private limited company: A company which by itsarticles (a) restrictsthe right to
transfer itsshares, (b) limitsthe maximum number of its membersto fifty excluding
itsemployees, and (c) prohibits the invitation to the public to subscribe to itssharesor
debentures.

Public limited company: A company which is not a private limited company.
Unlimited company: A company in which the liability of the membersis unlimited.
Perpetual succession: Continued existence irrespective of the life or sanity of its
members.

Foreign company: A company incorporated outside India but having a place of
businessin India

Corporate veil: A line of demarcation or a vell isdrawn between the company and its
members.

1.12 ANSWERSTO CHECK YOUR PROGRESS

A 41) True, ii) Trueiii) False, iv) False V) Truevi) True vii) True viii) True
B 4 a) Independent, legal
b) two, seven
C) representative
d) enemy character
€) express statutory provisions
f) unlimited
5 i) Trueii) Falseiii) Falseiv) Falsev) Truevi) True vii) True
C 6 a) registered
b) one
c) fifty one
d) Auditor General of India
e) thirty
f)25
g) 20 I
7 a) False b) Falsec) Trued) Truee) False f) True g) True h) Falsei) True.
i) True.

.13 TERMINAL QUESTIONS

1 "Company isan artificial person created by law with a perpetual succession and
isdifferent from the personality of the member constituting it’. Comment.

2 Discussthe concept of corporate veil. Under what circumstances can this veil be
lifted?

Distinguish between a company and a partnership.
Describe the characteristics of acompany.
Discuss the circumstances in which lifting of corporate veil is justified

What are the different types of companies which may be incorporated under the
CompaniesAct.
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7 Write a comprehensive note on government company. Compani

8 Describe special provisions relating to a foreign company.

9 Distinguish between a holding company and a subsidiary company. When can a
company be catled a subsidiary of another company? Ilustrate.

10 Discussthe salient characteristicsdf an illegal association. What are, the
consequencesof 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 arc
for your practice only.

t

. ARt . ; B



UNIT 2 PUBLIC AND PRIVATE
COMPANIES

Structure

20  Objectives

2.1  Introduction

2.2  Meaningaf aPrivate Limited Company

2.3 Meuauingof aPublic Limited Company

2.4  Digtinction Between a Private Company and a Public Company
2.5  Privilegesof aPrivate Limited Company

2.6  ExemptionsAvailable to an Independent Private Company
2.7  Redtrictions on a Private Company

2.8  Conversion of a Private Company inte a Public Company
2.9  Conversion o aPublic Comparny into aPrivate Company
210 Let UsSum Up

211 Key Words

212 Answersto Check Your Progress

2.13 Termina Questions

20 OBJECTIVES

After studying this unit you should be able to:

@ define a private and a public limited company,

distinguish between private and public companies,

@ describe the privileges enjoyed by a private limited company,

@ explain the restrictions imposed on a private, company,

@ describe how a private company is converted into a public company and vice versa,

and
explain the conditions under which a private company is deemed to bea public

| E company.

2.1 INTRODUCTION

@

In Unit | you learnt about the definition of a company, its main features, and the
various types of companies that can beformed. A registered company, whether
limited by shares or by guarantee, can either be a private limited company or a public
limited company. In this unit, you will learn the. meaning of a private limited
company, its distinction from a public limited company, the privileges enjoyed by
private companiesand the restrictions imposed on them. Y ou will also study theways
in which a private company is converted into a public company and the steps to be
followed for converting a public company into a private company.

2.2 MEANING OF A PRIVATE LIMITED COMPANY

Under Section 3(1) (iii) of the Companies Act of 1956, « private limited company has
been defined asa company which, by its Articles of Association (@) restricts the right
to transfer its shareif any, (b) limits the number of its members to fifty, and

G (c) prohibits any invitations to the public to subscribe for any sharesin, or debentures

of, the company.

Let us now discussthe implications of each of these restrictions.

a) Redtrictionon theright of membersto transfer their shares. The articles of
association of a private company must specifically have a provision restricting the
right of the members to transfer their shares, if any. It means that the shares of a
private company are not as freely transferable as those of the public companies.
But it does not mean that the shares of 4 private company cannot be transferred at
al, The articles generally provide that whenever @ member of a private company
desires to transfer hisshares, he must offer them to the existing members at a price
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to be determined by the directors. Thisrestriction is placed so as to preserve the
family nature of 'the company's members. That iswhy a private company is
sometimes called a ‘closed corporation. The Act, however, does not specify the
manner in which this restriction isto be imposed. Y ou should note that a private
company having no share capital need 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 membersin a private company can be between two and fifty, two being
the statutory minimum required 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 employnient of the company, were members
of the company while in that employrnent and have continued to be members
after the employment ceased. It isalso provided that where two or more persons
hold one or more shares of the company jointly, they shall betreated asasingle
member for the purpose of counting the number.

¢) Prohibition on invitation to public: Thisrestriction implies that a private limited
company must not issue a prospectus or any other public invitation, directly or
indirectly to the general public so asto 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 isin the nature of publicinvitation or not. The
public may include any section of the public whether selected as membersor the
debenture holders of the company or as customers of the person issuing the
prospectus, or in any other manner. The invitation cannot be treated as one made
to the public when it can, under al circumstances, be properly regarded asa
domestic or private concern of the persons making the invitation and those
receiving it.

In simple words, it means that a private company cannot issue any invitation to the
public. It hasto make its own private arrangement to raise its capital or loan.

Y ou should note that since the above mentioned three 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 alimited company, then it must
add thewords 'Private Limited’ at the end of itsname. A private conipany may be
(a) acompany limited by shares or (b) a company limited by guarantee, or (c) an
unlimited company. If aprivate company does not comply with any of the restrictions
contained in the articles, it ceases to enjoy someof the privileges granted to a private
company.

2.3 MEANING OF PUBLIC LIMITED COMPANY

According to Section 3(1) (iv) of the Companies Act, a public limited company means
acompany which isnot a private company. In Section 2.2 of this unit you |earnt about
the restrictions imposed on a private company. Thus, it can be said that a public
company isone, the articles of which do not contain these restrictions. In other
words, a public company isone which does not impose any restrictions on the right of
the membersto transfer their shares, does not restrict the maximum number of
members, and which can invite general public to subscribe for itsshares. Thus, any
member of the public can acquire shares or debentures of a public company. The
sharesof a public company can be traded on astock exchange. It should be noted that
the minimum number d members in a public company must be seven.

A public company, like a private company, can also be (a) acompany limited by
shares, or (b) a company limited by guarantee, or (c) an unlimited company.

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
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now be able to distinguish between the two. The following are the main pointsof
differencebetween a private company and a public company:

1 Minimum number: For the formation of a publiccompany you require atleast seven
members, while the minimum number of members required for forming a private
company isonly two.

2 Maximum number: In the case o a public company thereis no restriction on the
maximum number of members, but in the case of a private company the maximum
number must not exceed fifty.

3 Name The name of a publiccompany limited by sharesor guarantee must end with
the word 'Limited’ whereas the name of a private company limited by shares or
guarantee must end with the words 'Private limited'.

4 Transferability of shares: The shares of a public company are freely transferable,
whereasin a private company the right to transfer the sharesis restricted by the
articlesof association.

5 Invitation to thepublic: A publiccompany, after issuinga prospectus or a statement
in lieu of prospectus, invitesthe general public to subscribe for its shares or
debentures. But a private company cannot invite public to subscribe for its shares
or debentures, asitsarticles prohibit any such invitation to the public.

6 Commencement of business. A private company can commence its business soon
after obtaining the certificate of incorporation, but a public company can
commence businessonly after obtaining the certificate of incorporation as wdl as
the certificate to commence business.

7 Documents: The memorandum of association and articles of association of a public
company should be signed by seven members, while in case of a private company,
they are required to besigned by two members. If apublic company chooses not to
prepare itsown articlesof association and instead choosesto adopt ‘Table A' of the
Companies Act asits articles of association, it can do so, but, a private compﬁ-ny
has to compulsorily frameits own articles d 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
minimum subscription has been received by the company. No such restriction is
applicablein caseof a private company. A private company can alot shares
immediately after incorporation.

9 Share Warrant: A public company can issue bearer share warrants. But a private
company cannot issue share warrants.

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

11 Directors. A public company must have at least three directors whereas a private
company must have at least two directors. The director of a public company must
filewith the Registrar awritten consent to act asa director. Heisalso required to
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 total number of directors of a public company must retire by
rotation, while the directorsof a private company are not liable to retire by
rotation, they may be appointed as permanent life directors. In case of a public
company, noloan can be given toits directorswithout the approval of the Central
Government, but directorsdf a private company can borrow from their company
without the approval of the Central Government.

Any director of a publiccompany, if he hasany interest in the subject matter
which is being discussed in a meeting, cannot participate in the Board's
proceedings nor can be vote on that issue. But in case of a private company, the
interested director can participate in the meeting. He isalso entitled to cast his
vote.

12 Special privileges; A private company enjoyssome special privileges, but a public
company enjoys no such privileges.



13 Quorum: In the case of a public company, there must be at least five members Public and Private
personally present for holding the company meeting, but in a private company, Companies
this number is two.

14 Managerial remusteration: | n case of a public company total managerial
remuneration cannot exceed eleven per cent of the net profits. Thisrestriction is
not applicable to a private company.

Check Your ProgressA
1 Define a private limited company.

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

..........................................................................................................
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..........................................................................................................
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4 Fill in the blanks.

a) A private company must have atleast ..............., rrereen members and at
themost .......ccovivii i, members,

b) A private™ompany CanNOt iSSUE @ .........vevvriirrvirerienieiiicrnninas toits
members.

€) A public limited company musthold a.................... e meeting within the
first Sx monthsof itsincorporation.

d Ao company can commence its businessonly after
obtaining a certificate of commencement of business.

€) Atleast ....cooovvviviiiineiiniienns directors of a public company must retire by
rotation.

5 State whether the following statements are true or faﬁ’b;
i)  The minimum number of membersin a public company1s seven.

if) A public company need not issue a prospectus or a statement in lieu of
prospectus before issue of its shares.

iii A public company can be,registered without the Articlesof Association.

iv) A private company must obtain the certificate to commence business before
alotingits shares. A

v) The memorandum of association of a private.company needs to besigned by
only two members.

. vi) A company iscalled a private company because it restricts the transfer of
shares.

vii) A public company must have at least five directors.
viii) A private company need not hold statutory meeting.

2.5 PRIVILEGESOF A PRIVATELIMITED COMPANY

Y ou know that in a public company a large amount of public money isinvested. 27
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Therefore, there is greater need to protect their interests by framing strict rules. But
in a private company, the membership is usually restricted to the promoters, their
friends and relatives. It raisesitscapital privately from alimited number of members.
The members of the public are not substantially interested in such companies.
Therefore, many of the provisions of the Companies Act are not applicable to a
private company. Thus, a private company isgranted a number of exemptions or
privileges. These are asfollows:

1 Number of members. A private company can be formed with only two members.

2 commencement of business: A private company can start its business immediately
after itsincorporation.

3 Minimum subscription: A private company can alot shares without waiting for the
minimum subscription to be received.

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

5 Assistancefor purchase of shares: A private company can help its prospective
member or members financially for the purchase o its own shares.

6 Subseguent issue of shares. A private company is not required to offer further
shares first to the existing shareholdersi.e., it can issue further shares even to the
outsiders.

7 Statutory meetingand report: A private company need not hold a statutory meeting
or file a statutory report with the Registrar of companies.

8 Provisionsregarding directors: A private company may have a minimum of two
directors. They need not file their consent to act assuch with the registrar. They
need not hold qualifying shares.

9 Quorum: Only two members who are personally present at the generéﬁ meeting o
shareholders shall form the quorum, unless otherwise provided in the articles.

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

11 Manageria remuneration: The restriction on the managerial remuneration i.e.
11 per cent of net profit is not applicable to a private company.

26 EXEMPTIONS AVAILABLE TO AN | NDEPENDENT
PRIVATE COMPANY

The various privileges discussed in Section 2.5 above are available to every private

company whether it isasubsidiary of a public company or a private company 'deemed

to bea publiccompany’ (discussed in Section 2.9 of thisunit). But such companies do

not enjoy many of the privilegeswhich are enjoyed by an independent private

company. An independent private company has the following additional privileges.

1 Kind of Shares: An independent private company can issne any class of sharesin
such forms and with such voting rights as it deems appropriate. Even shares with
disproportionate voting rights can be issued.

2 General meetings: A private company, if it so desires, can exclude the provisions of
Companies Act in respect of general meetings. Through itsarticles, it can
formulate itsown provisions to regulate its general meetings. These provisions may
relate to the notice of the meetings, quorum, chairman, proxy, voting and demand
for poll.

3 Exemption regarding managerial remuneration: The restrictions imposed by the
Companies Act regarding the remuneration o directors are not applicable to an

independent private company. It isalso not necessary for such companies to obtain
sanction of the Central Government to increase the remuneration of directors.

4 Appointment of afirm or body corporate to any officeof profit: The restrictions
regarding the appointment of a firm or a body corporate to a place of profit under
the company do not apply to an independent private company.



5 Increasein the number of directors: A public company and a private company Publicand Private
which issubsidiary of a public company is required to obtain the approval of the Companies
Central Government before increasing the number of its directors beyond the
maximum number mentioned in the articles. No such approval isrequired in case of
an independent private company.

6 Filling of casual vacancies: The regulationsin respect of filling the casual vacancies
in the Board of Directorsdo not apply to an independent private company.

7 Disqualification of directors: Theindependent private company may, by itsarticles,
provide special grounds for disqualifications for appointment of directors.

8 Qualificationshares: Directorsof public companies and private companies which
aresubsidiaries of a public company are required to obtain their qualification
shares within sx months of their appointment to the office of the director. #This
provision as well as the one relating to the maximum amount (Rs. 5,000) of
qualification shares do not apply in case of an independent private company.

9 Number of companies: A person can be the director of any number of independent
private companies. The provisions of the Act limiting the number of companiesto
be managed by a director to twenty, do not apply to it.

10 Redtrictionson loans: The provisions of the Act laying down restrictions on loans
or guaranteeing the loans or providing security for loan to any of itsdirector, do
not apply to an independent private company.

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

12 Intercorporatepurchase of shares: The provisions prohibiting the purchases of
shares arid debentures of other companiesin the same group do not apply to such
acompany.

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 prejudicialy effect the interests of
the company. Independent private companies are exempt from such provisions.

Y ou should however, note that the above privileges and exemptions can be enjoyed
by an independent private company so long as it remains as such. The moment a
private company failsto comply with any of the three restrictions contained in its
articles or it becomes a subsidiary to a public company, it shall lose these special
privileges.
Check Your ProgressB
1 State whether the following statementsare True or False.

iy A private company must have at least three directors.

i) The prospectus of aprivate company must be filed with the Registrar of
Companiesfive weeks before the allotment of shares.

iii) A private company can start businessimmediately after incorporation:

iv) An independent private company places no restrictions on the amount d
managerial remuneration payable toitsdirectors.

v) Anindependent private company can issue only equity and preference
shares.
2 Choose the most appropriate shares
a) A private company may allot shares

i) within five weeks of filing of the prospectus.
ii) within three days of filing statement in lieu of prospectus.

iii) without issuing a prospectus or a statement in lieu of prospectus.
b) Provision relating to the powers of Central Government to prevent changesin
the Board of Directorsdo not apply to
i) apubliccompany.
i) aprivate company whichisa subsidiary of a public company.

iii) an independent private company. 29
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2.7 RESTRICTIONSON A PRIVATE COMPANY

Alongwith the privilegesavailable to a private company, some restrictions have also
been placed. You have learnt about the three restriction€ placed on a private
company by itsarticlesviz., (a) restriction on the right to transfer shares,

(b) restriction on the maximum number of the members exc=eding fifty, and

(c) prohibition on invitction to the public for investment in 1ts shares or debentures.
Besidesthese, a private company is also subject to the following restrictions:

i) A private company cannot issue share warrants payable to bearer.

ii)  Under Section 159 private companies are required tosend an annual list of their
members and a summary of certain particularsto the Registrar of companies. A
private company, isaso required to send with thisreturn, a certificate, certifying
that the company has not, since the last return, made any public invitation
inviting the public to subscribefor its shares or debentures. It isalsorequired to
certify that where the annual return shows the number of members of the
company exceedsfifty, the excessconsists of those persons who are not to be
included in counting the number of fifty.

iii) A privatecompany isabo 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-fiveper cent or moredf paid up capital of oneor more public companies,
(c) itsaverage annual turnover during the preceding three yearsdid not exceed
ten crore rupees, and (d) the company did not accept or renew deposits from the
public.

iv) The member of a private company is not alowed to appoint more than one
proxy to attend and vote at a meeting of the company.

2.8 CONVERSIONOF A PRIVATE COMPANY INTO A
PUBLIC COMPANY

A registered company may choose to be a public or a private company depending
upon the restrictionsit wantsto place upon itself or the privilegesit wantstoenjoy. A
private company, after incorporation, may get itself converted into a public company
either by itsown choiceor by a default in meeting the provisionsof Section 3 (i) (iii).
In addition, there are certain circumstances under which aprivate company, inspite of
following dl the restrictions mentioned in Section 3(1) (iii) is deemed to be a public
company by operation of law. Let us now discussthe waysin which a private
company, by choiceor by default, gets converted into a public company.

Conversion by Choice: A private company may itself choose to become a public
company. The procedure for conversion islaid down in Section 44 of the Indian
Companies Act. It isasfollows:

i)  The company must call a meeting of its Board of Directors to consider and
approve the proposal to convert the company into a public company.

ij) Inaccordance with the decision of the Board, the company must convene a
general meeting at which the company must pass a special resolution altering its
articlesof association. The articles must be altered in such a way that they no
longer contain the restrictionsof Section 3(1) (iii); aswell asall the provisions
which may beinconsistent with the requirements of a public company. The name
d the company would aso be altered by deleting the word ‘private’ from the
name o the company.

iil)  Within thirty days of the general meeting at which the special resolution is
passed, the company must filethe following documents with the Registrar of
companies.

a) acopy of the special resolution regarding alteration of the articles,
b) acopy of the altered articles, and

¢) acopy of the prospectus containing the information required in accordance
with Part | and IT of Schedule IT of the Companies Act or astatement in lieu of
prospectus in the prescribed form.




If the number of membersin the private company islessthan seven, the Public and Private

iv)
company must increase the number of membersto seven. Similarly the number Companies
of directors must beincreased to at least three.

v) After filing the copy of resolution and the prospectus or statement in lieu of

prosper**si,; the company must apply to the Registrar for afresh 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 certificateaof incorporation. Y our must note that on such conversion no
new company comes into existence. This conversion does not affect the legal
personality of the company which continuesto remain the same. Such conversion
does not, in any way, extinguishesthe liability of the company i.e., itsliability
remains the same as it was before conversion.

Conversion by. default: You have learnt that a private company isone which places
certain restrictions on itself by itsarticles of association. If it makesadefault in
complying with the provisionsaof Sec. 3(1) (iii), then it ceasesto bea private company
and istreated as a public company. Then thespecia privilegesare not availableto the
company. All the provisionsof a public company shall become applicable to it asif 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
o the provisions of Section 3(1) (iii) was purely accidental and not intentional.

Deemed to be public company

Under the Indian Companies Act 1956, the private companiesenjoy certain privileges
primarily on the ground that they are closely held corporate bodieswhere funds of a
limited number of personsare involved. Since public money is not involved, the law
does not provide for as stringent a scrutiny of the affairs of a private company asit
doesin the case of a public company where public money isdirectly involved.

It may, however, happen that, over aperiod of time, private companies may, through
their enterprise and investments, engage in extensive business and may actually bein
aposition to control many public companies. At times, other private and public
companies may invest their fundsin such a private company. In an indirect way,
therefore, public money getsinvested in the private companies. Thereisno reason
why such companies should still be alowed the privileges given to private companies.
The Companies Act has provided for such contingencies by making specific
provisions. These provisionsare mainly contained in Section 43-A of the Act. Section
#3-A providesthat if a private company operateson alarge scale or in some way takes
ladvantage of or utilises public money, it will be deemed to bea publiccompany. All the
provisions of the Act applicable to a public company shall then become applicable to
such a private company. However, if such acompany wants, it may continue with the
threerestriction of Section 3(1) (iii) initsarticlesand the number of its members may
continue to be less than seven.

The circumstarices described in Section 43-A under which a private company is
deemed to be a public company are: .

i)  When twenty-five per cent or more of its paid up share capital is held by one or
more bodies corporate, a private company shall automaticatly became a public
company on and from the date on which the percentage mentioned above isso
held. While calculating the percentage of paid up share capital, the shares held
by a bank in the capacity of a trustee or executor of a deceased member will not
be counted. According to the explanation given under Sectian 43-A theterm
""bodies corporate™ means public companies, or private companies which have
become public companies by virtue of thissection.

ii) Where the average annual turnover of a private company is rupeesten crore or
more during the period of three consecutivefinancial years, thecompany will be
deemed to be a public company on the expiry of a period of three months from
thelast day of the third financial year during which the company had attained
the average annual turnover of the said amount. The term turnover here has
been defined as ' the aggregate value of realisation made from the supply of
distribution of goods or on account Of services rendered, or both, by the
company during afinancial year”, 31
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iil) Where aprivate company holds twenty-five 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, accepts or renews deposits from the public,
other than from its members, directorsor relatives, it shall become a public
company. By the inclusion of anew sub-section (1-C) from 1988, Section 43-A
providesthat 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
acceptanceor renewal isfirst made. After that date all the provisionsof Section
43-A shall apply to such a deemed public company.

A private company which becomes a public company under any of the above
circumstanceshy virtue of Section 43-A istermed as a'deemed public company’.
Again such acompany may carry on with just two directors and less than seven
members. A deemed public company shall continue to be a public company, till it
has, with the approval of the Central Goveriment and in accordance with the
provisonsaf the Act, again become a private company. Section 43-A further
providesthat every private company which becomes a deemed publiccompany 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 alterationsin the certificate of incorporation and the
memorandum of association of the company. If a company fails to comply with this
provision, thecompany and every officer of the company who isguilty of default shall
be punishable with afine extending upto rupeesfive hundred for every day of default.

Tosum up, we may say that Section 43-A creates aspecia type of public company (a
deemed public company). The specia features of such a public company are that the
number of its members may be below seven and its articles may continueto have the
restrictionsof Section 3(1) (iii) which pertains to a private company. The Central
Government if it so directs, may exempt the profit and loss account of such company
filed with the Registrar from being open to publicinspection. Like any other private
company, the deemed public company may have only two directors. Further, unlessa
deemed company raises subscription from the public, the requirement of tiling a
statement in lieu of prospectus with the Registrar, does not apply. In all other
respects adeemed public company is treated as a public company.

2.9 CONVERSION OF A PUBLIC COMPANY INTO A
PRIVATE COMPANY

Y ou have learnt that under certain circumstances a private company gets converted
into a public company. Similarly, a public company may also be converted intoa
private company. While the law does not lay down a specific procedure for the
conversionaf a public company into a private company, it does not prohibit such a
conversion. A public company by altering itsarticles in such a manner that the three
restrictionsmentioned 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 resoluticin would also be
needed to alter the name of the company. Similarly, some alterations would also be
necessary in the articles of association to make.them relevant to a private company.

Section 31 of the Act specifically provides that any alteration made in the articleswhich
hastheeffect of convertingapublic company into aprivate company, shall be effective
only when it isapproved by the Central Government. When the special resolution in
respect of the alteration has been approved by fhe Cengral Government, a printed
copy of the articles, asaltered should befiled with the Registrar within one month of
the receipt of the order of approval.

After such aconversion 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.
After it isduly converted into a private company, it shall enjoy al the privileges of a
private company.



Check Your ProgressC Public ond Frivate
1 Tick the most appropriate answer to the following questions. Compapien

a) A deemed public company is

i) aprivate company which does not follow restrictionsprescribedin Section
3(1) (iii) of the Company's Act.

iy a private company which choosesto get ,convertedinto a public company.
iii) a private company which become a public company by virtue of Section
43-A.

iv}y Nonedf the above

b) The members of a private company
j) cannot send a proxy to attend and vote at the company's meeting.
ii) can send as many proxiesas he wants to attend and vote at the company's
meeting.
iii) can send only one proxy tg attend and vpte at the company’s meeting.

LR

) In caseof conversiondf aprivatecompany into a publiceompany by choice, the
compahy
jy can continue with two directors and |ess than seven members.

i) must increase the number o members to at least seven byt ¢an continue
with two directors.

iif) must increase the number & directors to three but can continue with less
than seven members.
2 State whether the followingstatements are True or False.
i)  For conversiop of a qul iccompany-intQ a private company no specific
procedure has been laid down in the Act.
i) The special resolution altering the articlesso that a private company is
converted into a public company, can be passed only at a genergl meseting.

iii) A copy of the specid resolution altering the articles must be filed with the
Registrar within three monthsof passing the resolution,

iv)  In case of conversion by choice, a private cwmpany becomes a public
company on the date of issue of new certificate of ip%m}'gtgpn.

y) 1730 per cent df the paid up share capital of aprivate company is held by a
public company, it becomesa deemed pyblic company.

vi) As spon as a private company becomes adegmed public company, it will

haveto raise the nymber o itsmembers to at léast seven.

vii) Within three 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 may continue to follow the restrictionsimposed
by Section 3(1) (iii) of the Act.

ix) A deemed public company need not changeits name after conversion.

X) Conversion o a private company to publicand vice-versa, doesnot effect the
legal identity of the company.

2.10 LET US SUM UP

From the pajnt of view of the general gublic and on the basisof pumber of members,

acompany may either be a public company or apri vatecopgmw. A privatecompany

isonewhich, by itsarticlesof associatign, restricts theright of jts members to transfer

shares, restrictsthe number of membersto fifty and prohibits invitation to the public

to subscribefor its shares or debentures. The Act has granted certain privilegesto

private companiesand they are not subject to Jegal scrutiny qs the public companies

are. Some additional privileges have been given o independent private companies.

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, 3



Company and its Formation

A company which is registered initially as a private company, may be converted into
a public company. Such aconversion may be by choice, or by default or by operation
o law. When a privatecompany getsconverted into a publiccompany by operation of
law under Sec. 43-A, it iscalled as 'deemed public company’. When a private
company becomes a public company, it loses the special privileges.

Just asa private company may become a public company, a public company by
altering itsarticles and obtaining the approval of the Central Government, can also
become a private company. However, conversionof acompany from private to public
and from public to privatedoes not affect the legal identity of'the company.

2.11 KEY WORDS

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

(c) prohibitsinvitation to the public to subscribeto itsshares or debentures.

Public Company: a company which is not a private company.

Proxy: aright by which another person can attend and vote at the meetings $ the
company.

Share: unitsin which the total capital of the company isdivided.

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

Quorum: Minimum number of personswho should be personally present to conduct
the meeting.

2.12 ANSWERSTOCHECK YOUR PROGRESS

A 4 (a) two, fifty (b) share warrant (c) statutory (d) public (e) two thirds
5 (i) True (ii) False (iii) True (iv) False (v) True (vi) True (vii) False (viii) True
B 1 (i) False(ii) False (iii) True (iv) True (v) False
2 (@) iii (b) iii
C 1 (a)iii (b)iii (c)i
2 (i) True (ii) True (iii) False (iv) False (v) True (vi) False (vii) True (viii) True
(ix) fase(x) True

2.13 TERMINAL QUESTIONS

1. Definea privatecompany. Digtinguish between a private company and a public
company.

2, Discussvarious privilegesenjoyed by a private company. Why does law grant
these privilegesto a private company?

3. Enumerate the various restrictionsimposed by law on a private company.

4. Describe the procedure for converting a private company into a public company.

5. Defineapublic company. Describe the procedure for converting a publiccompany
into a private company.

6. Section 43-A of the CompaniesAct creates a hew classof company, a deemed
public company. Describe the circumstancesunder which a private company shall

become a deemed public company.
7. A privatecompany need not issue a prospectus? Why?

Note: These questionswill help you to understand the unit better. Try to write
answersfor them. But do not submit your answers to the University. These are
for your practice only.
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3.0 OBJECTIVES

After studying this unit you should be able to:

& explain the meaning and importance of promoters,
¢ describe the functions of a promoter,

0 enumerate duties and liabilities of a promoter,

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

31 INTRODUCTION

In Unit 1you learnt about the various types of companiesthat can be formed. The
formationof acompany isalengthy process, involving different stages. Thefirst stage
in the process of formation of a company is the ‘promotion’. At this stage the idea of
carrying on a businessis conceived by a person or by a group of personscalled
promoters. For incorporatirig 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. Y ou will also learn about the position of
pre-incorporation contracts.

32 PROMOTER : MEANING AND IMPORTANCE

You learnt that acompany is an artificial person created by law. A company is born
only when it isduly incorporated. For incorporating a company various documents
areto be prepared and other formalitiesare to be complied with. All thiswork isdone
by promoters. Ge'rstenberg has defined promotion as the discovery of business
opportunitiesand the subsequent,organisation of funds, property and managerial
ability into a business concern for the purpose of making profitstherefrom. After the
ideais conceived, the promoters make detailed investigationsto find out the
weaknesses and strong points of the idea, determine the amount of capital required
and estimate the operating expenses and probable income. On being satisfied about
the economic viability of theidea, the promoterstake al the necessary stepsfor
incorporating the company.

The Companies Act does not define the term promoters anywhere, it only refers to
theliabilities of the promoters. A number of judicia decisionshave defined the term
promoter. According to L.J. Bowen, theterm promoter isaterm not of law but of
business, usefully summing up in a single word a number of businessoperations
familiar to the commercial word by which a company is generally brought into
existence.

Another definition given by L ord Blackburn statesthat *'the term promoter is ashort
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and convenient way of designating those who set in motion the machinery by which
the Act enables them to create an incorporated company*'.

Justice C. Cockburn described a prome .er as* one who undertakes to form a
company with reference to agiven project and to set it going, and who takes the
necessary steps to accomplish that purpose.™

A gompany may have more than one promoter. The promoter may.be an individual,
firm, an association of personsor a body corporate. Even if a person hastaken avery
minor part in the promotion activities, he may’still be a promoter. But a person
Cannot be held as promoter merely because he hassigned at the foot of the
memorandum or that he has provided money for the payment of formation expenses.

It-is, however, important for you to remember that everyone who is assaciated with
the processd theformation of acompany cannot becalled apromoter. For example,
asolicitor who draws up the documents of the proposed company in his professional
capacity is not a promoter in the eyes of law. Similarly, an engineer who adviseson
the selgction of site or avaluer who helps with drawing the estimates would not be
regarded a promoter. Section 62 (6) makesit clear that persons assisting the
promaters by acting in a professional capacity e.g., solicitors, accountants and other
experts are not promoters.

From the above it should be clear to you that a promoter isone who performs the
preliminary duties necessary to bring a company into existence. Thus, thetruetest to
describe a person as a promoter liesin finding out@&hether he iskeen to form a
company and takesteps to giveit a concrete shape.

The promoters, in fact, render very useful servicesin the formation o acompany.
They render a very useful service to society and they play an important role in the
industrial development of countries. A promoter has been described as'a creator of
wedth' 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
waste.

3.3 FUNCTIONS OF A PROMOTER

You learnt that a promoter playsavery important rolein the formationof acompany,
You have a0 noted that a promoter may be an individual, an association Or a
company In their capacity of promoters, they perform the following functionsin
order toincorporate a company and to set it going.

i) Tooriginate the schemefor formation of the company » Promotersarg generally
thefirst personswho conceive theidea of business. They carry out the necessary
jnvestigation to find out whether the formation of a company is passible and
profitable. Thereafter, they organise the resourcesto convert theideainto a
reality by forming acompany. In thissense, the promotersare the originators of
the plan for the formation of a company.

if) Tosecure the cooperation of the required number of persons willing to associate

" themselves with the project : The promoters, in accordance with whether they
want toincorporate ap;watc or apublic company, try ta secure the co-operation
af persons needed to form the company. You learnt that the minimum number
of members requited to form a public company is seven and that for a private
company the minimum number is two. Depending upon the farm chosen, the
promoters may decide upon the number of primary members.

iif) Tq seek and obtain thegonsent of the Eersonswnllng to act asfirst directorsof the
company: |n,Unit 1you learnt that the company has a system of representative

management and is managed by ;ngnvxduals appointed as directors, Thefirst
directors of the company are, however, generally appointed by the promoters.
The promoters seqk the consent of some individual whom théy deem
apnyp{ th §0 thq; they agree to be thefirst directors of the proposed company.
ivy To settle about the name of the company : The promoters have to seek the
permission of the Registrar of companiesfor selecting the name of the company.
The promoters usualy give three names in order of preference. The promoters
should ensure that the name of the company should not beidentical with or

should not too closely resemble the name of another existing company.



To get the document s of the proposed company prepared: You will study in the
next unit that certain documents like the Memorandum of Association and the
Articles of Association are required to be filed with the Registrar of Companies
before the company is registered and brought into existence. Asthe company
itself does not exist before incorporation, thiswork d preparation of these
documents has to be undertaken by the promoters. The promoters, on the
advice of legal experts get the Memorandum and Articles of Association
prepared and arrange for their printing. In case the proposed company isa
public limited company, intending to issue shares on incorporation, the
promoters must also arrange to get the prospectus prepared and printed.

vi) To appoint bankers, brokersand legal advisersfor the company: The
incorporation of a company involvesalot of legal formalities. The promoters
may need to consult the legal experts on several of these matters. They,
therefore, appoint solicitors to assist them in the process o formation of the
company.

The company isformed for the purposes of carrying on businessand assuch
dealswith 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 aso
ensure the success of the first capital issue made by the company by appointing
underwriters and brokers.

vii) TO settie preliminusry agreements for acquisition of assets: T he promoters may bie
required to acquire a suitable site for the factory, make arrangements for plant
and machinery, and may even make tentative arrangements for key personnel.
Sometimesin 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 businessis acquired by the proposed company on justifiable
terms.

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

ix) Toarrangefor filing of the necessary documents with the Registrar: The
promoters are required to pay the stamp duty, filing fee and other chargesfor
registration d the company. The promotersare to see that the various legal
formalities for incorporating the company are complied with.

34 LEGAL POSITION OF PROMOTERS

v

You learnt that promoters are responsible for the formation of a company. As such,
they occupy important position, and have very wide powers relating to the formation
of the company. It will, however, be interesting to note that there are no specific
statutory provisionsin this regard.

Thelegal position of a promotes is somewhat peculiar. The promoters legal position
isthat heis neither an agent nor a trustee of the company he promotes, Heisnot an
agent becausethereisnoprincipal in existence. Y ou will recall from your exposureto
thecontract of agency that in order to be avalid contract of agency both.the principal

"and the agent must bein existence. For the same reason, he also cannot bs called the
trustee of the company.

However, it does hot mean that the promoters do not have any legal relationship with
the proposed company. Thelegal position of apromoter can be correctly described by
saying that he stands in a fiduciary position (relationship of trust and confidence)in
relation to the company he promotes,

xrd Cairns hasrightly stated the position of promoter in Erlanger V. New Sambrers
esphate Co. "' The promoters of acompany stand undoubtedly in a fiduciary
position. They have in their hands the creation and moulding of the company. They
have the power of defining bow and when and in what shape, and under whose
supervision, |t 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
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promote, ana also the original allottees whom they induces to buy shares o the
company.

You would recdl from what you have studied in the contract of agency and
partnership that afiduciary relationship meansa relationship of utmost trust and
confidenceand implies disclosure d all material facts. Being in afiduciary position,
the promoter mugt not make, either directly or indirectly, any profitsat the expense
d the company that he promotes, without the knowledge and consent of the

company.

Check Your ProgressA
1 Whoisapromoter?
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Statewhether the following statements are true or false:

i) A promoter can be anindividual,agroup d personsor acompany.
ii) The term 'Promoter’ isdefined in the CompaniesAct.

iii) Promotionisthefirg step for the formation of the company.

iv) All the personsassociated with the formation of the company are promoters
of the company.

v) The promoter isa person who brings the company into existence.
vi) A promoter cannot be alowed to make any secret profits.

vii) A promoter standsin afiduciary relati onshiptowardsthecorhpany he
promotes.

viii) The promotersin fact act asagent of the company which is being promoted.

35 DUTIESOF PROMOTERS

In the abovesectionyou have just learnt that the promoter occupiesa positiond total
confidenceand trust in relation to the company promoted by him. The promoater in
this fiduciary capacity has the following important duties.

1 Nat tomake any secret profit: A promoter cannot make any direct or indirect

profitsout of the promotion of thecompany, Since he occupiesa position of atrust,
it is hisduty to be honest and uphold the'trust o hisposition. You must clearly
understand that the law does not forbid the promoter from making a profit. The
law prohibitsonly the making o secret profitsi.e, the profitswhich the promoter
has not disclosed to the company. The promotersof acompany are perfectly free to



make a profit provided they disclose fact to an independent Board of directors. If Promoters
there isno independent Board of Directors, then he must disclosethe profitsto the
intended shareholders. When a promoter makes a secret profit, the company has
the following i :inedies against him:
a) Recr in~ | thecontract — The Company may on learning of the secret
profit, rescind the centract entered into by the promoter to make the said
profit.

b) Order for refund — The company tnay require the promoter to refund'the
amount of se.ret profit.

¢} Suit for breach d duty -— The company may sue the promoter for
misfeasance, as the promoter, by making the secret profit, has defaulted in
his duty towards the company.

2 Tomake full disclosure to the company o all relevant facts: In keeping with his
fiduciary capacity, a promoter is bound to disclose to the company all relevant facts
including any profit made from the sale of hisown property to the company and his
personal interest in a transaction with the company. Y ou should bear in mind that
while making a disclosure the promoter must make the full and complete
disclosure. If he contracts to sell hisown property to the company without making
afull 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 duties of the promoter with the help of an example.

¢4 was the owner of some arid land. Heand someof hisfriends, decided toform a
company to manufacture microchips. They appointed the first directors of the
company and 'A" sold hisown land to the company at a price higher than the actual
valuation of the land. When the company wasformed, 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 him were not disclosed at the meeting. Subsequently when
the company went into liquidation, the liquidator filed a suit against ‘A" to recover
the profits made by himin the sale of land. Y ou would observethat in thiscase'A'
had defaulted in his duty to make full disclosure of al material factsand had made
asecret profit out of promotion, A stherewas no disclosure by the promotersof the
profits they were making,the company isentitled to rescind the contract. 'A" could
have retained the profitstnade by him if he had made afull disclosureto the
directors of the company or to the shareholders of the company, all the relevant
factsof the transaction including his personal interest and the profits made.

3 Togive the benefit of negotiations to the company: The promoter must pass on to
the company, the benefit of any negotiation or agreement that he has carried onin
his capacity of a promoter. Por example, when he hasnegotiated acertain price for
some |land for the company, he must sell the property to the company at the
negotiated price. If he chargesa price higher than the negotiated price, the
company may rescind the contract on discovering thetruth of the matter. If, due o
some reason, the contract could not be rescinded, the company isentitled 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 future company and the outsiders.

4 Duty of promoters towardsfuture allottees: The promotersstand in afiduciary
position towards the company. It does not mean that they stand in such relation
only to the company but they also stand in this position to the future allottees of
shares. The promoters must ensure that the prospectusissued at his instance
contains dl material facts and particulars and does not contain any mis-statements.

3.6 LIABILITIESOF PROMOTERS

Y ou have just gone through the dutiesof a promoter in hisfidUci ary 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 fileasuit for 39



recission Of tke gontract Of sale made by the promoter if the promoter hasnot madea
disclosuré of fils initerest to the company.

The liability of the piitidter, under tie Companies Act, is discussed below :

Section 86 explains the maltérs that should be stated and the reportsthat should be

i

) S oiit in the prospectus. If this provision isnot compiled with, the promoter may
be held liable.by the shareholders.

ii) Section 62 discussesthe civil liabilities for any mis-statements made in the

prospectus. Under thissectiot the promoter can be held liable for any false

statements in the prospectus, by a pessor who has subscribed for the shares and

debentures of the company acting on the faith of the prospectus. The promoter
may beheld liable to pay Eeripensation to every person who subscribes for
shares or debentures for any loss & damage sustained by him on account of the
untrue statements made in the prospecti3. Un‘dpr Section 62 specifi¢ provisions
have also been miade Sfthe gfounds bn which {ht premoter can avoid his
liability. These remedies are common 4 8# persons who caft e held liable for
mis-statement in the prospectus. Y ou will study m&i# about these rémedies in

Unit 7 of thiscourse.

ili) Section 63 discussesthe criminal liabilities for issuing a prospectus which contains
untrue statements. It is clearly provided that in additiort to the civil liability
mentioned in the above two cases, the promoters can be held ¢timinally liable if
the prbspectus issued by them contained mis-statements. The punishmient
prescribed isimprisonment extending upto two yearsor afine upto 5000 rupees or
both. The promoter may have to bear this criminal liability for mis-statements
unlesshe can prove that the utittiie statémerit was immaterial or that he was
judtified in believing, becausé of reasonable giounds, that the statement was true
at the time of issueof prospectus.

iv) Section 478 states the power of the court to order pubiic examination of all the
promotersheld guilty of fraud in promotion or formation of a cotnpany. If in the
event of winding up of the company the liquidators report alleges afraud in the
promotion or formation of the company, thé promoter can also be held liable for
publicexamination by the Court, like any other ditgétor or officer of the
¢ompany.

v) Section5430f theAct providesfor theliability 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
misapplied or retained any of the property of the company or isfound guilty of
breach of ftust or misfeasance in relation to the company,

vi). Section 203 provides that the court may suspend a promoter fromtaking part in
the management of the¢ ésmipany far aperiod of fiveyearsif heisconvicted of any
offencein connection with the ptomotion, formation or management of a
company.

vii) The promoters are personally liable for pre-incorporation contracts. Even the

death of the promater does not relieve him from thisliability, Y ou shall learn

about pre-incorporation contracts in 3.8 of this Unit.

Check Your Progress B
1 List threeimportant dutiesof promoters.
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2 Fill'in the blanks
a) A promoter playsavery important role in the ..o of a

company.

b) Besidesan indlvidual even an........ et vevasres .rese» May be a promoter.



C) Promoter .......coovcoviciiiii the idea of setting up a business and
then Organise ....ooovviiiiiiii e to convert thisidea.
d) o directors of the company are generally

appointed by the promoters.

€) The promoters enter iNt0 ....ovvvviiviiie i .. for
acquisition of assetsfor the company.

f) A promoter can be made liable to hand over to the company any

g) A promoter standsina......c.vccoveinreriiiiniinininnne, relationship towards the

company.

3.7 REMUNERATION OF PROMOTERS

You have noted through the above paragraphs that the promoter occupiesa unique
positionin relation to the company. Before the company is brought into existence he
has to complete al the formalities, spend considerable skill and effort and organise
necessary resources so that the company can be formed. He has to incur preliminary
expensesaswell. For al these important activitiesand his considerable effort he
should be suitably remunerated. However, heisalso in a peculiar position for doing
al these activitiesfor 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
entitled to recover any remuneration for hisservices unlessthe company after getting
formed enters into a specific contract with the promoter for this purpose. Y ou must
note 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. Thisis so because the directors cannot enter into any contract on
behalf of a company that isnot yet in existence. There are also caseswhere the
articlesdf acompany may specifically provide that a specified sum may be paid to the
promoters as remuneration for their services. While this provision givesthe director
an authority to make such payment, it does not give the promoters a right to claim
remuneration or to sue the company, for the same. In actual practice, therefore, the
company, once it is registered, usually agrees to pay some remuneration for the
valuable services rendered by the promoters. This remuneration may be paid to the
promotersin any of thefollowing ways.

iy Hemay beallowed to sell hisown property to the company for cash at a price
higher than the valuation, after he has made afull disclosure about the valuation
and the profit earned to an indeperident Board of directors.

ii) If the promoter has purchased some business or some other property to be sold
to the company, he may sdll the same to the company at a higher price after
making afull disclosure of the price paid'and the profit earned.

iti) The company may allot to the pr6moters fully paid up shares of thecompany.

iv) Hemay be paid a certain lump-sum by the company as a remuneration for
services rendered.

v) Hemay be given acommission at afixed rate on the shares sold.

vi) The company may give him an option to subscribe for a certain number of the
company's unissued sharesat par. This option isgeneraly limited to a certain
period which meansthat the promoter must subscribe to the shares within a
certain time.

The remuneration to the promoter may be paijd in any of the ways mentioned above.
Whatever isthe manner in which the company choosesto compensatefor the services
of the promoter, the amount of remuneration and the manner of payment must be
disclosedin the prospectus, if the remuneration is paid within two years preceding
yhe date of the prospectus. |

Promoters
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3.8 POSITION OF PRELIMINARY CONTRACTS

In order to fulfil the necessary formalitiesand organise the required resourcesfor the
formation of the company, the promoters of a company enter into contracts for a
company which is yet to be incorporated. These contracts are generally entered into
by the promotersin order to acquire some property or some rights for the company
that they are interested in promoting. All such contractsentered into by the promoters
with the third parties for the proposed company (beforeincorporation) are called
‘preliminary contracts.

You must note that such preliminary or pre-incorporation contracts are not legally
binding on the company even after itsincorporation. Thereason for thisisthat before
incorporation the company cannot enter into contract asit 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
promotersentered into such contracts. A company can neither sue nor be sued on
such contracts since acompany before incorporation isanon- entity. The position of
these contracts can be explained as follows.

iy Onregistration, the company isnot bound by the preliminary contracts — A
company is not bound by the preliminary contracts even if the company has
taken the benefit of the work on its behalf under the contract. For example, a
solicitor was appointed by the promoters of the company and was instructed by
them to preparethe articlesand the memorandum of the company. Thesolicitor
also paid the necessary registration fee of the company. These promoters|ater
became thedirectorsof the company. The solicitor sued for hisexpenses and the
fees paid by him. It was held that since the company was not in existence when
these expenseswere incurred, the company isnot bound to pay.

i) . Thecompany cannot enforce preliminary contracts — Y ou must notethat just as
the company cannot be held liablefor the preliminary contracts, it also cannot
enforce such contracts made before incorporation, by the promoters. This
meansthat on account of a preliminary contract the company does not get a right
to sue the third party for fulfilment of the contract. For example, X' the owner
of apieced land in Assam agreed to lease it to a company to be formed by
promotersA, B and C. The promoterslater onformed a company called M, Pvt.
Ltd. On some prospecting of the land, it wasdiscovered that there was a definite
possibility o striking ail in that land. Subsequently ‘X’ refused togrant thelease
to the company M.Pvt.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, important provisions have been made in our
country in the Specific RelietE 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 contractsfor the purpose of the company and such contracts are
warranted by terms of incorporation, specific performance may be obtained by or
against thecompany, if the company hasaccepted thecontract after theincorporation
and has communicated such acceptance to the other party".

In the above paragraph the term " contracts for the purposes of the company'* means
contracts which are necessary for the incorporation and working of the company. For

example, contracts for the preparation and printing of the memorandum and articles
or contracts for the supply of necessary raw material for the production work in the

company are contractsfor the purposesof the company. It should be clear to you now
that in order to beenforceable, it isnecessary that the company after itsincorporation
acceptsthe contract and communicatesits acceptance to the other contracting party.

iii) The company cannot retify the preliminary contracts — After incorporation the
Company cannot ratify the contractsformed before itsexistence. Y ou will recall
from your study of the Unit on agency that for valid ratification of a contract, it
isessential that the principal must exist of the date when the contract isoriginaly
entered into. And as the company does not exist-on the date of contract, it
cannot retify a preliminary contract on being incorporated. In thecase of Kelner .



v.Baxter, it was held as the company was not in existence when the preliminary Promoters
contracts were made, it could not be bound by any purported ratification. What

the company can'do is to enter into a new contract with the vendors after

incorporation to give effect to the terms df the contract made before

incorporation.

Liability of the promoter for preliminary contracts — The promoters are
persondly liable for contracts made for a company which is not yet in existence.
You haveaready learnt that the company is neither bound nor entitled on
account of a preliminary contract. Therefore, it is the promoters alone who
remain personally liablefor the preliminary contracts. The reason for thisis that
the preliminary contract is made for acompany which, as known to both the
contracting parties, is as yet non-existent. The contract, therefore, is deemed to
be personally entered into by the promoters and they will be held personally
liable for the performance of these contracts.

iv)

The preliminary contracts made by the promoters generally contain a provision
that if the company adopts the agreements on incorporation, the liability of the
promoters shall come to an end and if the company does not adopt the
preliminary contract within a specified period either party may rescind the
contract. in such acase liability of the promoter will cease on the expiry of the
specified period.

Check Your Progress C
1 Enumerate three ways in which the promoter can be remunerated.
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3 State whether the following statements are true or false.

i) A promoter is entitled to be suitably remunerated for the services rendered
during formation of the company.

iiy Inthe absence of acontract 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 necessary disclosures, he can sdll hisown
property to the company at a higher price.

iv) If aprospectus isissued within fifteen monthsof the remuneration being paid
to the promoters, the fact of the remuneration need not be mentionedin the
prospectus.

v) Intheremuneration to the promoter is paid in cash and the prospectusis
issued within two years of the date of remuneration being paid, it need not be
mentioned in the prospectus.

vi) Theliability of the promoter for the preliminary contracts ceases assoon as
the company isformed.

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

viii) If al the members of the company agree, the company can ratify the
preliminary contracts.

ix) A preliminary contract cannot be enforced by the company against the third
parties.

x) Promotersare personally liable for preliminary contracts. 43
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3.9 LETUSSUMUP

Promotion is thefirst step in the formation of a company. A promoter occupies a
unique position in relation to the company as he is neither an agent nor a trustee of
the company and yet hasfiduciary relationship with the company. A promoter cannot
be allowed to make any secret profits. If it isfound that asecret profit has been made
by promoters, then the promoters are bound to refund the money to the company.
Further, the promoters are not allowed to derive a profit from the sale of hisown
property to the company unless al material factsare disclosed. Thus, a promoter who
wishes to sdl hisown property to the company must make a full disclosure of his
interest.

Contracts entered into before the incorporation of acompany are termed as
pre-incorporation Or preliminary contracts. Such contractsare no legally binding on
the company because a 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 cannot ratify preliminary
contracts.

3.10 KEY WORDS

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

Fiduciary relation: The relationship based on mutual trust and confidence.
Preliminary contracts: Contracts made before the incorporation of the company.
Ratification: To approve of an act already done.

Secret Profits. Profits made without making afull disclosure of al relevant facts.

Prospectus: A document issued by the company inviting public to subscribe for its
shares or debentures.

3.1 ANSWERSTO CHECK YOUR PROGRESS

A 51) Trueii) Falseiii) Trueiv) Falsev) Truevii) Trueviii) Fase.

B 2 a) formation b) association or a company ¢) conceives, resources d) first
e) preliminary contractsf) secret profitsg) fiduciary.

C 3 i) Faseii) Trueiii) Trueiv) False v) Falsevi) False vii) Trueviii) Falseix) True .
x) True

3.12 TERMINAL QUESTIONS/EXERCISE

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

2 Discussthe legal position of a promoter.

3 What are thefiduciary duties of a promoter towards a company promoted by him.
4 Discussthe liabilitiesdf a promoter.

5 Isa promoter entitled to remuneration for the services rendered by him during the
formation of the company? List the waysin which a promoter might be given
remuneration.

6 What do you understand by preliminary contracts? Discuss (a) the position of the
company in relation to the preliminary contracts, and (b) theliability of the
promoter for a preliminary contract.

7 Explain the statement that "' Promoter isnot atrustee or an agent of the company
but he stands in afiduciary position towardsiit."

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

Note: These gnestions will help you to understand the unit better, Try to write
answersfor them. But do not submit your answer to the University. These are
for your practice only.




UNIT 4 FORMATION OF COMPANY

Structure

4.0 Objectives

4.1 Introduction

4.2 Stagesin the Formation of a Company
4.3 Promotion

4.4 Documentsto be Filed with the Registrar
4.5 , Incorporation

4.5.1 Chnclusivenessof Certificated Incorporation
4.5.2 Effectsof Registration

4,6 Commencement of Business

4.6.1 Certificate of Commencement of Business
4.6.2 Procedurefor Obtaining the Certificatedf Commencement of Business

47 LetUsSumUp

4.8 Key Words

4.9 Answersto Check Y our Progress
4.10 Terminal Questions

4.0 OBJECTIVES

After studying this unit, you should be able to:

e describe the stagesin the formation of a company,

e enumerate the documents to be filed with the registrar,

explain the effects of registration,

e explain the meaning of the certificate of incorporation, and

o describe the procedure for obtaining the certificate of commencement of business.

4.1 INTRODUCTION

In Unit 1 you learnt that a company isan artificial person created by law and hasa
distinct separate legal entity of itsown. Y ou have also learnt in Unit 3 that before a
company is actually formed, certain persons known as ‘promoters, make a detailed
investigation and, after satisfying themselves about the viahility of the business, take
certain steps to form the company. In thisunit, 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. Y ou know that a private limited company can
commence business immediately after obtaining the certificate of incorporation, but a
publiclimited company isrequired to wait till another certificate known a; 'certificate
of commencement of businessisobtained. The procedurefor obtaining the certificate
of commencement of business hasalso been discussed.

4.2 STAGESIN THE FORMATION OF A COMPANY

Theformation of a company is alengthy process. It involves the following three
stages:

1 Promotion

2 Registration or incorporation, and

3 Commencement of business

Each of the above stages comprises specific activities to be undertaken. Figure 4.1
givesyou an overview of the activitiesinvolved in the various stagesof formation of a
company.



Figure 4.1
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You have aready learnt in Unit 3 about the activities carried out by promoters to
bring acompany into existence. After discovery of the business idea and judging its
soundness, the promoters organise the necessary resources for giving shape to their
businessidea. They negotiate for, and obtain, the required property, the necessary
plant and machinary and arrangefor the capital necessary for the company. The
promoters will also talk to persons who are willingto take the responsibility of

becomingthefirst directors of the company.

It should be noted that a company can be formed only for a lawful purpose. The
purpose of the company may be unlawful if it is(a} against any provisions of the
company law, or (b) against the provisions of any other law applicablein India

Y ou would recall from Unit 2 that promoters may form the company with limited
lighility or with unlimited ligbility. In case of acompany with limited liability, the
liability of members may be limited either by sharés or by guarantee.

The promoters then obtain the approval of the proposed name from the-Registrar of
Companies. For this purpose, the promoters shall select afew suitable namesin order
of preference and would then apply on prescribed form to the Registrar for

registration.

Section 20 of the Act provides that no company shall be registered by a name, which
in the opinion of the Central Government, is undesirablei.e., the nameshould not be
identical with, or too nearly resemble, a name by which a company isalready in
existence. You will study in detail about this aspect in Unit 5 dealing with

memorandum of association.

Before an application for registration isfiled with the Registrar of Companies, the

promotersshall take the necessary steps for preparing the impqrtant documents such
as 'memorandum o association' and 'articles of association'. For this, the promoters
may seek the half of alegal expert, asolicitor or a company secretary. These
documents should be duly printed. However, a public company limited by shares
need not prepare itsown articles. It can adopt ‘'Table A" asgivenin Schedule | of the
Act, The memorandum and articles have to be stamped and the value of the stamp
differsfrom state to state as per the respective state stamp laws.

Section 15 requires that every memorandum should be signed by each subscriber who
should give his address, description and occupation, if any, in the presence of at |east




one witnesswho shall attest the signature, and the witness is also required to give his Formation of a Company

address and description o hisoccupation, if any. The articles of association should
aso be signed separately by subscribers.-However, it is not necessary that the
promoters themselves should sign the memorandum and articles. These documents
may be signed by'an agent provided he isauthorised by a Power of Attorney in, this
behalf.

The written consent of directorsto act assuch is also to be filed. But, in the case of a
private company, it is not needed. The directors are required to give awritten
undertaking to take up and pay for their qualification shares. You will study about
thisin detail in Unit 5.

Thefee prescribed for registration of acompany is required to be paid to the
Registrar. A statutory declaration isalso to be filed that al the requirements of the
Act and the rules thereunder have been complied with.

Besides these steps depending upon the peculiar nature of the company and its
objects, the promoters may be asked to comply with certain other requirementsof 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 preliminary contracts, (iii} obtain in consent of the Controller of Capital Issues, if
the company wishes to raise capital by issue of sharesor debentures, and

(iv) preparing prospectus or a statement in lieu of prospectus, as the case may be.

Check Your Progress A
1 What is meant by promotion of a Company'?

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

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

2 Fill in the blanks
a) Forformation of acompany, the promoters have to passthrough .......... stages.

b) The three stages for the formation o a Company are promotion, ............ and
the commencement of the business.

¢) Promotion o a company beginswith the...............
d) A private company can commence businessafter it iS...vivrvevaras

€) A company may beformed only fora.............. purpose.

f) A company not having any limit on the liability of its membersisknown asa
company.

g) In accordance with Section 20 of the Act, no company shall be registered by a
namewhichis.............. in the opinion of the............. \

h) Therulesframed for th¢ internal management of the affairsof the company are
termedas................ .

i) Beforedeliveririg the memorandum and articles to the Registrar for registration
o the company, these documentswill be ............. by the............. of the
proposed company.

i) The subscriber to the memarandum of association shall sign in the presence o
atleastone .................

. State whether the following statementsare True or False.
i) A company cannot come into existence if it does not elect directors.

ii) Theminimum number of members required toform a public company isten.

iii) Theliability of membersd a public company islimited to theface value of
shares held by them.

iv) A company may or may not be registered.
v) No company can be registered with an unlimited liability.
vi) A private company has to register itsarticlesof association. 47
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4.4 DOCUMENTSTOBEFILED WITH THEREGISTRAR

After the promoters have got the necessary documents prepared, these are required
to befiled with the Registrar d companies. The documentsthat are necessary for the
purpose d regigtration are asfollows:

.1 Memorandum of Association: The Memorandum of Association, is the charter of
the company. It needsto be originally prepared for every company. It defines the
objectivesfor which the company is being formed. The memorandum by itsclauses,
describesthe whole character of the company. Thisincludes its objectives, its
name, the nature of its liability, the address o its registered office, the gapital
which the company is authorised to have as wdl as the names, addresses and
agreement of people who agree toform the company. The memorandum defines
the powersd acompany and its relationswith third parties. For purposes of
registration, the promotershave to file with the Registrar of companies, aduly
signed and properly stamped printed memorandum of association.

2 Artidesof Association: The articlesdf association contain the rules and regulations
for managing the internal affairsof the company and, therefore, govern the
rel ationship between the company and its members. A private company must
prepare its own articles because the articlesimpose restrictionson the right to
transfershares, prohibit invitation to the public to subscribe to itsshare capital and
restrict the maximum number of members to fifty. You have learnt these
restrictionsin Unit 2.

It is not necessary for a public company limited 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 | of the
Act. Thistable isa modd set of articlesgiven in the Act 7. The articles of
association should also be signed separately by subscribersand they should also be
atested by awitness.

3 Copy o the proposed agreement: According to the CompaniesAmendment Act,
1988 aclause has been inserted in the Act which providesthat if a company
proposes to enter into an agreement with any individual for appointment asits
managing director, or awholetime director or manager, a copy of such an
agreement should also be filed with the Registrar along with the other documents.

4 Statement of nominal Capital: In caseof a company limited by shares or by
guarantee, and having ashare capital, the promoters must also file a statement
declaring the amount o nomina capital with which the company is proposed to be
registered. Normal capital is dso called the 'authorised capital '. It means the
amount of capital which acompany is authorised to issue. The nominal capital is
divided into sharesd auniformfixed value. The authorised capital must be clearly
defined in the memorandum d association in itscapita clause. The amount of
nomina capital for a company depends upon its projected capital requirement. In
accordancewith the provisons of Capita Issues (Control) Act, 1947, if the
company proposesto raise more than one crore d rupees within twelve months of
its incorporation through the issue of sharesor debentures, the promoters should
ds0 obtain and file the consent of the Controller of Capital Issues.

5 Addressaf theregistered office of the company: Though not required for the
purposes o registration, the addressd registered officed the company is usualy
filed with the Registrar, by both private and public companies. In case it is not
given at thetime o filingd other documents, it should be filed within thirty days of
incorporation.

6 A lig of personswho haveagreed to becomethefir st directorsof the company should
also be filed. Thisisnot necessary in case  private companies. The directors o a
public company have dso to give awritten undertakingto take up and'pay for their
qualification shares.

7 Statutory declaration: Lastly, the promotersmust file astatutory declaration in the
prescribed form stating that al requirements of the Companies Act and its rules
relatingto registration have been complied with. Thisdeclaration may besigned by
any o thefollowing,




a) an advocate of the Supreme Court or of a High Court; or .
b) an attorney or a pleader entitled to appear before a High Court; or

c) asecretary, or a 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 adirector, manager or secretary of the *
company.

Check Your Progress B
1 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 following statements'areTrue or False.

i)  Thememorandum of association of acompany defines the objectivesfor
which acompany isformed.

iy Thearticlesof association govern the relationship between the company and
third parties.’ o

iii) Therelations between the company and itsmembersare regulated by its
articlesof associations. v

iv) For the registration of a public company it is necessary that the articlesof
association are filed with the Registrar. .

vy Thefirstdirectorsof § company areappointed by the promoters.
vi) Nominal capital of acompany isalsocalled ‘authorised capital'.

vii) Every company isbound toinform the Registrar of Companies, the address
of the registered office of the company within thirty daysof registration.

v‘iiij The list of directorsof a private company alongwith their written consent to
act assuch must befiled with the Registrar.

4.5 INCORPORATION

When the necessary documents have been delivered to the Registrar and the requisite
feespaid, the Registrar shall scrutinise these documents and if heis satisfied that

(a) al the documents arein order, (b) all the requirements af the Companies Act in
respect of registration have been complied with, and (c) the objects for which the
company is to be formed are lawful; he shall enter the name of the company in the
Register of Companies maintained by his office. He would then issue a certificate,
under hissignature,-certifying that the Company is incorporated. This certificate is
called the 'Certificate of Incorporation’. This certificate contains the name of the
company, the date of itsissue, and the signature of the Registrar with hisseal.
Certificate of Incorporation constitutes the company's birth certificate and the
company becomes a body corporate, with perpetual succession and a common seal.
The company comes into existence on the date given in the Certificate of .
Incorporation.

If the Registrar is of the view that there are some minor defectsin any document, he .

may require that the defects be rectified. 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 issimilar to that for a public
limited company. However, in case of a private company, the necessary documents
viz., the memorandum of association and the articles of association should be signed
by at least two persons in contrast to seven in case of a public company. Thewritten
consent of the directors of a private company need not befiled. However, thearticles

.of a private company must be registered with the Registrar, and it must incorporate
the restrictionsimposed by Section 3(1)(iii) of the CompanlesAct

Formation of a Company
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4.5.1 Conclusvenessar Certificatedf Incorporation

A certificateof incorporation given by the Registrar of Companiesin respect of any
association shal be conclusive evidence that al the requirements of Companies Act
have been complied with in respect of its registration aswell as matters precedent and
incidental thereto. Thisisalso known asrulein Ped's case.

In this case, the memorandum wasfound materially altered after the signatories had
signed but before registration. It was held that the corporate status remained
unaffected and the certificate of incorporation wasvalid. Highlighting the necessity of
thisrule, Lord Cairns observed as follows: \

"When once the memorandum is registered and the company holds out to the world
as acompany undertaking business, willing to receive shareholders and ready to
contract engagements, then, it would be of the most disastrous consequence if after
al that has been done, any person was allowed to go back and enter into an
examination of the circumstancesattending the original registration and the regularity
of the execution of the documents.”

Asisclear from the above statement once the Registrar has issued the certificate of
incorporation, nothing further isto beinquired into and the validity of thiscertificate
cannot be disputed on any gound whatsoever. In Moosa Goolam Arif v Ebrahim
Goolam Arif, thememorandum of association of a publiclimited company wassigned
by two adult persons. Other five members of the company were minors. Their
guardian made separate signatures for each of the minors. The Registrar registered
the company and issued the certificate o incorporation. The incorporation of the
company wes challenged and the plaintiff prayed that the certificate of incorporation
should be declared void. The Privy Council rejected the pleaof the plaintiff and held
that the certificate of incorporation wasvalid.

The certificate of incorporation isalso aconclusive proof of thefact that the company
cameinto existence on the date mentioned in the certificate. In the case of Jubilee
Cotton MillsLtd. v Lewis, the company delivered to the Registrar of Companies
documents required for the registration of the company on 6th January. On 8th
January, the Registrar registered the company and issued the certificate of
incorporation but dated it January 6. The company alotted few shares to Mr. Lewis
on 6th January. The allotment waschallenged and the court was requested to declare
the allotment asvoid. The court held that the certificate of incorporation isconclusive
evidenced dl that it contains. Hence, the company shall be deemed to have been
formed on 6th January and alotment of shares was valid.

It should, however, be noted that the certificateof incorporation is not the conclusive
proof with respect to the legality of the objects of the company, mentioned in the
objectsclause of the memorandum of association. Assuch, if acompany has been
registered whose objects are illegal, the incorporation does not validate the illega
objects. In such a case the only remedy availableisto wind up the company.

4.5.2 Effectsof Regigtration

You havejust learnt that the certificate issued by the Registrar & Companiesiscalled
the 'certificate of incorporation’. Thiscertificateisavery important document for the
company because the company beginsits corporatelife from the date of the
certificate.

On filing of documents like memorandum of association, articles of association, the
proposed agreement etc., the Registrar shall issue a Certificate of Incorporation to
the company. In thiscertificate he shall certify that the company has been
incorporated. If the company isa limited company, the Registrar skall further certify
that the company isalimited company.

From the date of incorporation i.e., the date mentioned in the certificate of
incorporation, the company becomesa legal person distinct from its members.
Section 34 clause 2 describes the effects of registration which are asfollows:

iy  From the date of incorporation, the original subscribersto the memorandum as
wdl astheother persons who may, from time to time, become membersof the
company, shall constitute abody corporate by the name contained in the
memorandum of association. Y ou would recall from Uil 1 that a company
after incorporation becomesa body corporate distinct fromits members. It



becomes alegal person. Thecompany's life startsfrom the date of Formation of a Company
itsincorporation.

i) The company acquiresa perpetual succession. The consequenceof it may be
understood better by an example. If acompany had ten shareholdersand dl of
them die at the same time in a traih 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 goeson till it iswound up.

iii) The company will have acommon seal.
Thecompany can sue and besued in itsown name.

v) A privatecompany isentitled to commence businessimmediately after
obtaining the certificate of incorporation.

vi) Liability and debts of the company are not the ligbility of the shareholdersl
members. They are, however, liable to contributeto the assets of the company,
in theevent of its being wound up, to theextent of their contract or guarantee,
as the case may be.

vii) The company will hold its property in itsown name. The property of the
company is not the property of the shareholders.

viii) Thememorandum and articles of association become binding on the members
and the company. This articles are deemed to be a contract between the
company and its membersand would, after incorporation, govern the rights
(a) of members against the company (b) of company against the members, and
(c) between members inter se.

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 limited company will have to
obtain another certificate known as the 'certificate to commence business before it
can start its business. However, a public company having no share capital can also
commence businessimmediately on receiving the certificate of incorporation. It,
therefore, follows that a public company having share capital, is required to fulfil
some more formalities before it obtains the certificate to commence business.

4.6.1 Certificateof Commencement of Busness

Asstated earliler, a private company can commence business immediately upon
incorporation, but a public company having share capital cannot doso. A public
company having share capital, whether it issues a prospectusinviting the puBlic to
subscribefor 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
tofile with the Registrar either a prospectusor a statement in lieu of prospectus and
the declaration by one of the directors or the secretary (or, where the company has
not appointed a secretary, a practisirig secretary) that the company hascomplied with
the requirements of Section 149 of the Act. On being satisfied that al the formalities
have been complied with, the Registrar shall certify that the company isentitled to
commence business.

4.6.2 Procedurefor Obtaining the Certificateof Commencement of
Business.

If a public company, having share capital, has issued a prospectus, inviting the public

to subscribe for its sharesor debentures, it cannot commence any business until

i)  Thecompany hasreceived in cash, the amount mentioned in the prospectus as

minimum subscription and the shares upto the amount of minimum subscription
have been allotted,

if) ‘every director haspaid to the company, in cash, the application and allotment
money on thesharestaken or contracted to be taken by him:

ili) nomoney isliableto berepaid to the applicantsfor failure to apply for or to
obtain permission for the sharesor debenturesto belisted on any recognised
stock exchange: 51
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iv) wherethesharesdf the company are to be quoted on the stock exchange,
requisite application must have been submitted to the stock exchange and
approval obtained within the stipulated time;

V) the prescribed stamp duty as prescribed by the Indian Stamp Act and as
prevaent in that Statein which the company isregistered is paid;

vi) atreasury challan showing payment o prescribed feeisattached; and

vii) astatutory declaration onduly verifiedin the prescribed form has been filed
with the Registrar. The declaration should specify that clause (i), (i), and (iii),
as above have been complied with. The declaration should be verified by one of
thedirectorsor the Secretary of the Company. Where the Company has not
appointed a Secretary, the declaration may be verified by a practising Secretary.

If the company has a share capital but does not issue a prospectus inviting the public
to subscribefor its shares, the company cagnot commence any business unless

a) thecompany files with the Registrar, astatement in lieu of prospectus, along with
the report specified in Part 11 d Schedule I11. The statement should be filed with
the Registrar at least three days before the first allotment.

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

€) aduly verified declaration in the prescribed form has been filed with the Registrar
at least three days before thefirst allotment is made. The declaration should
specify that the above conditions have been complied with an'd should be verified
by one of the directors or the Secretary of the Company. In case the company has
not appointed a Secretary, the declaration may beverified by a Secretary in whole
time practice (Section 149).

When the above requirements are duly fulfilled, the Registrar shall issue a certificate

known &s ‘certificate of commencement of business. Thisdocument certifies that the

company isentitled to commence business and is also a conclusiveevidence of the fact
that the company issoentitled. If any company commences business in contravention
of these provisions, every person who is responsible for the default shall be
punishablewith fine which may extend to five hundred rupeesfor every day during
which the default continues [Sec. 149(6)]. It should be noted that the company must
commencebusiriess withinone year of itsincorporation or otherwise it isliable to be
wound up by the Court [Sec.433(c)]. :

a

Y ou should, however, note that a public company having share capital cannot
commenceany business unless this certificateis obtained. Any contract made before,
obtaining the certificate to commence business but after incorporation shall be '
provisional and shall not be binding on the company until this certificate is obtained.

Aninteresting question arisesas to the position of contractsentered into by the public
company after incorporation but before the receipt of certificate of commencement of!
business. According to Section 149(4) such contracts are purely provisiona in‘nature
and shall not be binding on the company until the date on which it becomes entitled
to commence business. Therefore, if acompany entersinto contract after its
incorporation but never gets the certificate to commence business, contracts sn
entered shal not be binding upon the company. However,’on the issue o the
commencement certificate, such contracts become automatically binding on the
company and need no ratification. Let usexplain this point by taking an example. AJ
afurniture dealer entered into a contract with the company for supplying some
furniture to the company. The company went into liquidation before it could obtain
the certificate of commencement of business. A will not succeed in recovering the
amount from the company because the company never became entitled to commence.
business.

Check Your ProgressC

1 What is meant by certificate of incorporation? )
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...........................................................................................................

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

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

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

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

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

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

5 State whether the following statements are True or False.

i) A company comesinto existence from the date of incorpoi"ation, mentioned
on the certificate of incorporation.

ii) TheRegistrar issuesthe certificate of incorporation under his signature.

iii) Procedurefor incorporation issamefor incorporating a public company or
aprivate company.

iv) A certificateof incorporation issued by aRegistrar isconclusive evidence of
thefact that all the requirements of Companies Act have been complied
within respect of registration.

4

v)  Acertificatedf incorporationisnot concl usiveevidenced thefact that the

company cameinto existenceon the date mentidned on thecertificate.

vi) Only apubliccompany acquires perpetual succession; after incorporation.

vii) A private conipany isentitled to commence businessimmediately after
obtaining the certificate of incorporation.

viii) The provisionsaf articlesof association after incorporation govern the rights
d company with third parties.

ix) A publiccompany in order tocommence business would have toobtain the
certificatedf commencement of business.

x)  Any contract entered into by a publiccompany after obtaining certificate of
incorporation but beforetheissue of certificated commencement of business
isprovisional.

xi) A necessary condition forobtaining certificateto commencebusiness, in case

of a public company with share capital, isthat the shares payablein cash upto
the amount o minimum subscription, have been allotted.

xii) A publicconipany having ashare capital but which has not issued a prospectus
invitingthe public to subscribefor itsshares, can commence its business,
without filingwith the Registrar, astatement in lieu of prospectus.

4.7 LET USSUM UP

The information of a company consists of three stages, promotion, incorporation and
commencement of business. In the promotion stages, the promoters of the company
conceive the business ideaand ot ganise al the resources needed for forming the 53
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company. They also get the necessary documents prepared, printed and file them in
the office of the Registrar of companies, along with the prescribed feesfor
registration. On scrutiny of these documents, if the Registrar is satisfied that &l the
formalities prescribed by the Companies Act have been complied with, he issuesto
the company, under hissignatures, a certificate of incorporation. Froia this date the
company begins its corporate existence.

A private company and a company without share capital can commence business
immediately on incorporation. A public company with a share capital, on the other
hand, hastofollow the prescribed procedure to obtain acertificate 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 exercise dl 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 certificatesigned by the officer of acompany
acknowledging indebtedness.for money lent and a guaranteeing repayment with
interest.

Incorporated: Constituted as a body corporate legally authorised to act as a person.
Inter-se: [N between or amongst themselves.
Promoter: Those who promote the formation of acompany.

Prospectus: On invitation to the public to subscribe to the shares or debenturesof a
company.

Rectification: The action or processd correcting.

Statement: Something that isstated or a document Setting forth information on any
point.

Statutory declaration: A declaration made in compliance d a written law,

Undertaking: A promise, engagement or stipulation.

4.9 ANSWERSTO CHECK YOUR PROGRESS

A 1For answer to this question please refer to 4.2 of this Unit,
2 (a) Three
(b) incorporation
(c) discovery of the businessidea
(d) incorporated
(e) lawful
(f) Unlimited
(9) Undesirable, Central Government
(h) Articlesof association
(i) signed, subscribers or promoters
(j) Witness.

3 i) False i) Falseiii) Trueiv) Falsev) Fasevi) True.
B 1 Pleaserefer to 4.3. of thisUnit
2 i) Trueii) Falseiii) Trueiv) Falsev) Truevi) True vii) Trueviii) False.

C 51) Trueii)True iii) Falseiv) True vy False vi) False, vii) Trueviii) Falseix) True
X) Truexi) Tr ue xii) False.

4.10 TERMINAL QUESTIONS

1 What arethedifferent stagesin theformation of a company? Discuss.

2 - List the documentsthat are required to befiled with the Registrar d companies
for the purposes of registration.
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What do you mean by incorporation' of a Company? What are the effects of
registration of a company?

"The certifis e of incorporation isaconclusive proof that all the requirements of
the . .t in rezpect of formation of the company, have been complied with"?
Explat

What is meunt by commencement of business? Describe the steps that need to be
taken before a company can commence its business.

What would happen if a public company having share capital enters into
contracts before the issue of certificate of commencement of business?

Y ou know that when the promoters of a proposed company apply for
incorporation of the company they are required to submit to the Registrar,
printed copy of memorandum of association of the proposed company. Instead
of the printed copy of the memorandum, the promoters submitted a comhputer
print out of the memorandum of association for the purposesof registration of
the company. Can the Registrar refuseto accept the same.

(Hint: In view of the advancement of printing technology, computer printing
fulfils the requirem&nts that the memorandum should be printed. Hence the
Registrar cannot refuse.)

The promoters of acompany, 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. A<ivise Z.

{™int: Z has no remedy against'the company. However, he may hold the
promoters personally liable on the contract.)

A private company was incorporated with the object of running lotteriesin the
State of Tamilnadu. The activities of the company were challenged on theground
that it isillegal 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 itsobject clause and that the incorporation does not validate the
illegal objects. Hence the company may be restrained from operating lotteries.

.Explain 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 public to subscribe for the shares of the company.

Note: These questions 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.
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50 OBJECTIVES

After studying this unit, you should be ableta
s explainthe meaning and purpose of Memorandum of Association

e describethedifferent forms of Memorandum of Association

o list the different clauses of the Memorandum of Association

¢ explain thedoctrine of ultravires

e explain the procedurefor dteration of different clauses of Memorandum of Association.

5.1 INTRODUCTION

In todays’ world where business has become very complex and productionis doneon a
large scalerequiringlarge amount of funds, the company form of organisation has become
very popular. The most important feature of acompany isthat it is a separatelegal entity
different from the persons who congtitute it. A company comesinto existenceonly when it
receivesthe certificateof incorporationfrom the Registrar of Companies. For incorporating
acompany, certain documents are to befiled with the Registrar of Companies. The first and
the most important document to befiled is the memorandum of association. In this unit, you
will learn the meaning and purpose of memorandum of association. You will also learn the
contentsof this document and how the different clausesdf the memorandum can be atered,

5.2 MEANING AND PURPOSE OF MEMORANDUM

Under Section 2(28) of the CompaniesAct, Memorandum meansthe memorandum of
association of a company as originally framed or as altered from timeto timein pursuance
of any previouscompany law or of this Act. But thisdefinitionis not an exhaustiveone.
Lord Cairnsin thefamous case of Ashbury Railway Carriage Co. V. Richedefined
memorandum as following—The memorandum of association of a company isits charter
and definesthe limitations of the powers of the company.



Principal Docusnents

The Memorandum of Associationof a company isits charter. It contains the fundamental
conditions upon which alone the company can be brought into existence. It tells us what the
company can do as specified in its objects clause. The objects clause is an important clause
in the Memorandum, asit tells us the scope of activities of the company. The company's
actions cannot go beyond this clause. Thus, it defines as well as confines the sphere of
activitiesdf thecompany. If the company does something beyond the objects asgiven in the
Memorandum, that will be ultravires (beyond powers) of the company and is declared by
law to be void.

The Memoranduin of Associationisa public document open for inspection by any member
of the public, therefore, every person who deals with the company is presumed to have the
knowledgeof its contents. The main purpose of the Memorandum of Association is to
enableits shareholders, creditorsand all those who deal with the company to know what its
powers are and what isthe range of its activities. Thus the intending shareholder can find

out thefield in, or the purposefor which his money is going to be used by the company and
whet risk he is taking in making the investment. Also anyone dealing with the company, say,
asupplier of goodsor alender of money, will know whether the transaction he intends to
make with the company is within the objects of the company or not. In case, hefinds that the
contract, which he intends to enter into with the company doesnot fall within the purview of
objectsas stated in the Memorandum, he would, for his own interest, refrain from entering
into the intended contract.

53 FORM OF MEMORANDUM

Section 14 of the Companies Act, 1956, reguires that the Memorandum of a company must
ke in oneof the Formsgiven in Schedule ! to the Companies Act, 1956 as may be
applicableto thecase of thecompany, or in a Form as near thereto as circumstances admit.
The different forms are applicable to different typesof companies.

Thefollowing model Formsof Memorandum are given in the aforementioned schedule;

TableB : A Company limited by shares.

TableC : A Company limited by guarantee and not having a share capital.
TableD : A Company limited by guarantee 'and having a share capital.
Table E : A Company having unlimited liability.

The Memorandum of Associationmust be printed, divided into paragraphs, numbered
consecutively. Itisto besigned by at least 7 persons in the case of a public company and by
at least 2in thecase of a private company. The personssigning 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 |east one witness. The
witness has also to give hisaddress and occupation. A subscriber cannot witness the
signature of andther subscriber. Each of the subscribers must take at |east one share and
write opposite his name in the Memorandum the number of shares heis subscribing for.

54 CONTENTSOF MEMORANDUM

You havelearnt the meaning and purpose of the Memorandum of Association. Let us now
study the contents of the memorandum.

Section 13 of the Companies Act requires the Memorandum of acompany limited by shares
to contain:

a) the nameof the company, with" Limited" as the last word of the namein the case of a

public limited company, and with"* PrivateLimited" as the last words in the case of a
privatelimited company.

b) . thename of the state, in which the Registered Office o} the company is to be situated.

¢) theobjectsof the company, stating separately as(i) **"Main objects” and (i) ** Other
objects” not included in (i).

d) thedeclarationin the case of acompany limited by sharesor by guarantee that the
liability of the membersis limited.

€) inthecaseof acompany having a share capital,
1) the amount of share capital with which the company is to be registered and the



division thereof into sharesof afixed amount (this provisionis not applicablein the Memorandum of Association
casedf anunlimited company),

i) Every subscriber of the memorandum has to take at | east one share, and he shall
write opposite his name the number of shareshe takes.

From the above provisions of Section 13, we may list the followingmain clauses of the
Memorandum of Association:

1) NameClause

2) Situation Clause (Registered office clause)
3) ObjectsClause

4) Liability Clause

5j Capitd Clause

6) Association Clause (Subscriptionclause)

Check Your ProgressA
1) Wha isaMemorandum of Association?

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

2) Mention the type of company against the Tablein which its moded form of
Memorandum is given:
TAIEB et

3) State whether thefollowing statementsare True or False
i) Memorandum of Associationisa primary documentof acompany.
i) Memorandumof Association delimitsthe areaof operationsof acompany.
iii) Thesignaturesof subscribersto the memorandum need not be witnessed.
iv) Every company is not required to prepareand fileits own Memorandum of
Association & the time of incorporation.
V) Therearesix clausesin the Memorandum of Association of acompany.
vi) Memorandum of Association of ac0mpany must contain acapital clause.
45 Fillintheblanks. . . w0
iy Memorandum of Assomatlon |sto besgned by a least ...c.ovvivrininne personsin the
case of a publiccompany and by ..o berosses personsinthe caseof aprivate
company.
ii) Theobjectsclaused the Memorandumis dividedinto two: (a) "Main objects” and

iii) Every subscriber to the Memorandum has to takeat least .......covvieens share.

1) RPN of acompany defines the objectsfor which it has been formed.

v) Thepurposeof the Memorandum of Association isto protect the interest of
................ aswell asoutsiders.

vi) The Memorandum of Association regulatesthe relationship o company with

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

5.4.1 NameClause

TheMemorandum of every company must state the name of the company with theword -
"Limited" as thelast word of the namein the case of a public Limited company and with
"PrivateLimited" asthe last words of the name in thecase of a privatelimited company, As
you are aready aware that acompany isalegal person, it must haveitsname by which it
will be known.

A company may choose any name but it must not be undesirablein the opinion of the
Centrd Government (Section 20); The Department of Company Affairs (the'Government of
India) has formulated certain guidelinesfor deciding casesof makinganame availablefor
registration under the CompaniesAct, 1956.
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Also the proposed name should not beidentical with or too closely resemble, the,names of
an dready existing company.

Further, the name of the proposed company should not contravene the provisions of the
Emblems and Names (Prevention of Improper use) Act, 1950 which prohibitsthe use of
certain names. This Act prohibitsthe use of the name and emblem of (a) U.N.O. and
W.H.O, (b) Indian Nationa Fag, (c) The Officia Seal and Emblem of Central and State
Govt. and (d) the nameand pictorid representationof Mahatma Gandhi and the Prime
Minister of India. Thus the proposed name, if it suggestsGovernment patronage, whereit is
not there, then it will not be allowed to be registered with such name.

Publication of the company's name: Once the nameisregistered, it must be painted or
affixed on the outside of every officeor place of businessin aconspicuousposition, in
letterseasily legible, in thelanguagein general use in the locality. It must also be engraved
on thesed of the company and mentioned in all notices, advertisements, bills, letter heads
eic. Non-complianceof these provisions rendersthe company and its officers in default
liabletofine (Section 147).

54.2 Regisered Office Clause

This clausestatesthe nameof the Statein which the Registered Office of the company will
be situated. Every company must have a registered office, which establishes its domicile. In
fact, it isaso the address where company'sstatutory books must normally be kept and to
which notices, and all other cornmunications can be sent.

In the Memorandum, only thename of the Statein which Registered Officeis to be situated,
is to be mentioned. Theexact address of the Registered Office may be communicated |ater
to the Registrar of Companies, but not later than 30 daysfrom the date of incorporation of
the company (Section 146).

5.4.3 ObjectsClause

This clause defines the objectsof the company and thusindicatesthe sphereof its activities.
A company cannot do anything beyond or outsideits objects clauseand any act done
beyond them will be ultra viresand void. Such an act cannot beratified even by the assent
o the wholebody of shareholders;

The company may, however, do anything which isincidental to and consequential upon the
objectsspecified, and such act is not to be considered as ultra vires. Thus, a trading
company has an implied power to borrow money, draw and accept Bills of Exchange.

Section 13 requiresevery company to divideits objects Clauseinto the following two parts:.

i) Theman objectsof thecompany. The objectswhich areincidental or ancillary to the
attainment of the main objectsarealso coveredin this part.

ii) Other Objectsdf the company not included in (i) above.

Theobjectsgivenin (i) include those objectsof thecompany, whichit is going to pursue
after it isincorporated. In fact, section 149 requiresthat asand when acompany wantsto
pursue an object given in the" Other ObjectsClause”, the company can do so only after the
company in generd meeting has passed a resol ution authorising the company to dosq
(Section 149). |

Y ou should notethat the objects of the company must not beillegal,immoral oir oppused to
public policy or in contraventionof the CompaniesAct, 1956, For example, Section 77
prohibitsa company from purchasing its own shares, Section 209 prohibitspayment ¢»f
dividend out of capital. Thusif the objects clausepermitsthe cornpany to purchase itss own
sharesor to pay dividend out of capital, it will be ultra vires and void.

The objects clause must ke carefully drafted but it must bein aclear and unambiguou: s
language. This clause enables the sharehol dersand the creditiors to know the purposess for
which thefunds of the company are going to be used.

4



5.4.4 Liability Clause Memorandum of Association

This clauses contains the nature of liability of the membersof the company. Thisclause is
necessary Where the liability of the membersislimited. Therefore, thisclauseshall not be
included in the case of an unlimited company. As you know that acompany may be limited
by shares, or by guarantee. In case the company is limited by shares, theliability clause
must state that the liability of the members shall be limited by shares. It means that the
lighility of amember islimited to the nominal valueof shares held by him. In case the
shares are partly paid, then no member can be called upon to pay more than the amount thet
remains unpaid on his shares. Thus, a member is liable to pay only the unpaid amount on his
sharesand no further. For example: A shareholder holdsaRs. 10 share and has paid

Rs. 7.500n it sofar. He can be called upon to pay Rs. 250 and nothing more.

In the above example, if he holdsafully paid-up share, then hisliability is nil.

In case Oof acompany limited by guarantee, the ligbility of a member islimited to the amount
which he has agreed to contribute to the assetsof the company in the event of its liquidation.

If acompany limited by guarantee has a share capital, then the liability of the member istwo
fold. He isliableto pay the amount remaining unpaid on the sharesas and when heiscalled
upon to pay and he isalso liable upto the amount of guarantee, whatever it may be, but only
if heiscalled upon to contribute to the assets of the company at the time of winding up.

545 Capital Clause

This clause must indicate theamount of capital with which the company is registered, and is
known as Registered or Authorised or Nominal capital.

In thecaseof a public company having a share capital, a share may be either a Preference
shareor an Equity share. Thus a company's capital may be Preferenceshare capital and
Equity share capital. This clause shall state the number and valueof sharesinto which the
capital of the company isdivided.

Thesesharesare of acertain fixed value or amount. Thisfixed value is known as the "' Par"
or "'nomind" value of ashare. Thus the nominal value of an equity share may be Rs. 10, and
that of a Preference share Rs. 100.

Theeffect of thisclause is that the company cannot issue more shares than arc authorised by
the Memorandum.

5.4.6 Association Clauseor Subscription Clause

In this clausethe subscribers to the Memorandum of Association make thefollowing
declaration:

"We the several persons whose names and addresses are subscribed, are desirous of being
formed intoacompany in pursuance of the Memorandum of Association and we
respectively agree to take the number of sharesin the capital of the company set opposite
our respective names'”,

According to Section 12 of the Act, the Memoranduin shall be signed by at least seven
subscribersin case of a public company and at least two subscribersin case of aprivate
company. Each subscriber should sign the memorandum in the presence df at least one
witness who must attest the signature. Each subscriber must take at |east one share and
writeoppositehis name in the memorandum the number of shares heis subscribing for.

55 DOCTRINE OF ULTRA VIRES e

Theterm'Ultra’ means 'beyond' and the term ' ~iresmeans the' powers'. Thus, ultravires

acompany means 'beyond the powers of a company’. You havelearnt that 1l objects clause

of the Memorandum states the objects of the company, therefore, any act which isbeyond

the stated purposesis ultra viresthe company and, therefore, null and void. The company

shall not be bound by such acts which are ultravires the company. The purposeof the 9
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doctrine of ultraviresisto protect the interests of members, outsiders and creditors. They
are:

i) The members of the company know the purposes for which their money can be used by
the company.

ii) Thethird partiesdealing with the company know the purposes for which the company
has been brought into existence and, therefore, restrict their transactions with the
company to those purposes only. Similarly, the creditors are assured that the assets of
the company shall not be risked in unauthorised business.

Thus in order to protect the interestsof the shareholdersand the third parties which enter
into contracts with the company, the company's activities are confined to the objects given
in the Memorandum of Association. It cannot do anything beyond the objects clause and if it
does, it will be considered ultra vires (beyond capacity) and void ab-initio. -

Ultraviresacts can bedivided into the following three categories:

1) Ultra vires the Companies Act, .
2) Ultra vires the Memorandum of Association, and

3) Ultra vires the Articlesof Association.

1) Ultraviresthe companies Act: Any act done contrary to or in excess of the scope of
Companies Act will be ultraviresthe Act. Such an act shall be void and cannot be ratified
even by a unanimous resolution of al the shareholders. A few examples of such acts are as
follows:

a) Payment of dividend out of capital

b) Freedistribution of bonusshares

¢) Purchasing its own shares

d) Reducing the share capital without complying with legal formalities.

2) Ultraviresthe Memorandum: The Memorandum defines and confines the powers of
the company. The object of thecompany is determined by the Memorandum. A
company cannot do anything which is beyond the purview of the objects clause. Any
act done in contravention of the object clause shall be ultra vires the Memorandum and
shall be void and it cannot be ratified even by an unanimous resolution of al the
shareholders. The doctrine of ultra vires wasfirst applied in the famous case of Ashbury
Railway carriage and Iron Co. v. Riche. In this case the company wasincorporated to
make, and bell, or lend on hire, railway carriages and wagons and to carry on the
business of machanical engineers and general contractors. The directors of the company
entered into a contract with Riche, afirm of railway contractors to finance the
construction of a rnilway linein Belgium. The contract was ratified by the company by
passing aspecial resolution at ageneral meeting. Later, the contract was repudiated by
the company on grounds of its being ultra vires and it was sued for breach of contract.
The House of Lords held that the contract was ultra vires the Memorandum and
therefore void. It could not be ratified by the shareholders, as the contract was ulrra
vires the objects clause.

3

Thedoctrine of ultravires has been recognised in India as well. The doctrine has been
affirmed by the Supreme Court in A. L. Mudaliar v. LIC of India.

3) Ultraviresthe Articles: Actswhich are ultra vires the articles of associations but are
within the powers of thecompany are termed as ultra vires the articles. For example,
payment of interest on 'advance calls' at a rate higher than allowed by the articles. Such
act shal also be void. tut the company in General Meeting may alter the articles by a
special resolution and ratify unauthorised acts.

Effects of Ultravires transactions:

1) Allact whichisultra vires the company shall be null and void and it cannot be enforced
against the company.

2) An ultravires the company transaction cannot be ratified even by the whole body of
shareholders.

3) Notonly the outsiders cannot enforce ultra vires transactions against the company, the
company can also not enforce such transactions against third parties.

4) Whenever an ultraviresact has been or is about to be done, any member of the



company can approach the Court and get an injunction restraining the company from Memorandum of Associntion
proceeding with the ultra vires acts.

5) Thedirectorsof the company can be held personally ligble for any loss caused by an
ultravires transaction.

From the above it should be clear to you that if an act isultravires the company. then such
act shall be null and void. Thus, if acompany borrows money beyond itslimit, it is ultra
vires and the lender has no right in respect of theloan against the company.

You should note that if an act is ultra vires the directiors, but it is with in the powers of the
company then such an act is not altogether void. It can be ratified by the shareholders in
their general meeting and when it is so ratified, the company becomes liable for such acts.
Now, if thecompany has power to brorrow, but it restricts the authority of the diiectors to
borrow upto a certain sum. If the directors exceed their authority and borrow more than what
they are authorised to borrow, then the company may, if it wishes, ratify the directors' act, in
which case the loan binds both the lender and the company asiif it had been made with the
company's authority in the first plai:e.

56 ALTERATION OF DIFFERENT CLAUSES IN THE
MEM ORANDUM

You have learnt that the Memorandumn of Association isa document of prime importance,
and therefore, it cannot be altered by the sweet will of the members of the company. The
Companies Act, 1956 has ldid down the procedure for altering the various clauses of the
memorandum and the same has to be followed strictly. Let usnow discuss the procedure for
making aterations in the different clauses of the memorandum.

5.6.1 Changeof 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 (ii) the written approval of the Centra
Government. However, no approval of the Central Government is necessary if the change of
the name involves only the addition or deletion of the word "' Private” (i.e. when public

company isconverted into a private company and vice versa).
b
If acompany is registered with a name which isconsidered by the Central Government as

undesirable, it may change its name by passing an ordinary resolulion and obtaining the
approva of the Central Government.

The change of namemust be communicated to the Registrar of companies within 30 days of
passing of the said resolution. The Registrar shall enter the new namein the Register of
companiesand shall issue a fresh certificate of incorporation with necessary aterations. You
should note that the change of name shall not affect any rights or obligations of the
company.

5.6.2 Change of Registered Office

The registered office of the company may at any e be shifted from one place to anoather
but within the same City the compey i only required o inform the Registar the dow
address within 30 days of thie change. But if the Registered Ciii shifics] from one
city to another, but within the same state, a special resolntion should be passcd by the
company.

The Registered Office of a company may be shifted from one state to another by pussing a
special resolution at itsGeneral Meeting, Further this special resolution isrequired to he
confirmed by the Company Law Board. The Company Law Board. before confirming the
special resolation, will satisfy itsclf that sufficient notice has been given to every crediios
and al other persons whose interests are likely to he affected by the aiteration. This notice i
also required to'be given to the Registrar of Companies and the Government of thie State i
which the Registered Office of the company IS situated.

The Company Law Board will give an oppartunity, to mermbers and creditors of G
vompany, the Registrar of companies aud other persons interested iN the conypsy. o @
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heard. The Company Law Board has authority to confirm the specia resolution of the
company subject to such terms and conditionsasit thinks fit.

The company i. under an obligation to send a printed or a typewritten copy of the special
resolution to the Registrar of Companieswithin 30 daysof passing thereof.

The company isalso under an obligationto filea certified copy of the order of the Company
Law Board, within three months of the passing of the order, with the Registrar of companies
of each sate—the old frorn which the Registered officeis being shifted and the new to
which it isto beshifted.

If the Company failstofile acertified 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. Once the Company has shifted its Registered Office to the new state, then it
must send to the Registrar of that state, the addressof the Kegistered Office, within 30 days
of shifting thereof.

It is to be noted that a company can shift its Registered officefrom one state to another state
for certain purposesonly. These are mentioned below under the heading " change of objects
clause."

5.6.3 Changein ObjectsClause

Y ou know that the objects clauseis the most important clause and any ateration in this
clause has wide implicaticns. Therefore, some restrictions have been placed on theright of a
company to alter this clause. A company may, by passing a special resolution and getting it
confirmed by the Company Law Board, alter its objects clauseif the alteration isrequired to
enable the company:

i) tocarry onits businessmore economically and moreefficiently,
ii) toattainitsmain purpose by new or improved means, "
iii) toenlarge or changethelocal areaof its operation, |
iv) tocarry on some business which under the existing circumstancemay be conveniently
or advantageously combined with the businessof the company,
v) tosel ordisposed thewhole, or any part of the undertaking of the company,
vi) torestrict or abandon any of the objects specified in the memorandum or
vii) to amalgamate with any other company or body of persons.

The company is under an obligationto file a printed or a type written copy of the specia
resolution with the Registrar o Companieswithin 30 days of the passing thereof. Further,
the company has to file apetition with the Company Law Board for confirmation of the
special resolution passed at the general meeting. The Company Law Board has to satisfy
itself that the notice of the specia resolution was given to all persons, whose interests are g
likely to be affected by the ateration. Also the notice must have been served on the

Registrar of companiesand the State Government. The Company Law Board will give an

opportunity, to dl those to whom notice has been given, to be heard, There upon, on being

satisfied the Company Law Board may confinn the dteration either wholly or in part or

subject to such conditionsasit thinksfit.

The company is under an obligation to send acertified copy of theorder of the Company
Law Board together with a printed copy of the altered Memorandum to the Registrar of
companies, within three monthsof the passing of theorder. TheRegistrar of Companies, as
soon as he receivesthe above-mentioned documents, will register them and issue, within
one month, a certificate which will be conclusiveevidence that everything required to be
done under the law has been done. The dlteration is effectivefrom the date of registrationd
the alteration.

If the required documents as mentioned above are not filed with the Registrar of Companies
within the prescribed time, the alteration and the order of the Company Law Board
confirming the alteration shall, at theexpiry of such period, becomevoid and inoperative.

5.6.4 Changein Liability Clause

You know that one of the mainfeatures of acompany isthelimited liability of members.



Ordinarily, the liability clause cannot bealtered so as to make the liahility of the members
unlimited.

A member of acompany is bound to pay the nominal value of shareswhich he has
purchased. The company may ask for some payment ai the time of application, and some at
the time of allotment. The balance may be payableas and when called for. But the company
cannot demand,, anything more'than the nominal value of the shares held by 4 member. A
member may, however, agreein writing, to any alteration made in the memorandum, which
has the effect of increasing hisliability to contribute to the share capital of, or otherwise to
pay money to thecompany (Section 38).

5.6.5 Changein 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 articles, may alter that condition of its Memorandum so as to increaseits share capital by
such amount as it thinks expedient by issuing new shares. This power to increasethe
authorised capital can be exercise:l by acompany from time to time. Generally, this power is
exercised when the company has issued al its authorised capital and requires more funds.
Thus, the share capital may be increased from Rs. 20,000in 2000 equity sharesof Rs. 10
each, by theaddition of Rs. 30,000 in 10 percent 300 preferenceshares of Rs. 100 each. The
additional share capital may consist of equity and/or Preference Shares.

This dteration in the share capital must be made by the company in General Mesting. An
ordinary resolution i s sufficient to make the alteration. The notice convening the meeting
should specify the proposed increase or different type of capital.

Where the capital has been increased, notice thereof must befiled with the Registrar of
Companies. Alsoacopy of the resolution authorising the increase must be submitted to the
Registrar of Companies within 30 days of the passing thereof. Thereupon the Registrar of
Companiesshall record the increase and also make any alterationswhich may be necessary
in thecompany's Memoranudm of Association.

If default ismadein filling the notice as af oresaid, the company and every officer of the
company, who isin default shall be punishable with fine upto Rs. 50 per day during which
the default continues.

Check Your Progress B
1) Why isit necessary for acompany to have a Registered Office?

2) What isthe purposeof Memorandumof Association?

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

3) Namethetwo partsinto which Objects Clause of acompany isrequired to be divided:

4) What do you understand by the doctrinecof ultravires?

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

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

3) State whether thefollowing statementsare True or False.
i) A company cannot choose a name which in the opinion of the Central Government
isan undesirableone.
ii) Theexact addressof the company at which its Registered Officeissituated in a

Memorandum of Assoclation
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particular state must be given in the Memorandum of Association.

iii) Any act done by acompany beyond its objects clause is ultra vires,

iv) In thecase of a company limiterl by shares, a member isliable to pay only the
unpaid amount on his shares.

v) In thecaseof a company limited by guarantee, a member can becalled upon to pay
at any time during the life time of the company

vi) The altered Memorandum must be filed with the Registrar within three months of
the Company Law Roard order.

6) Fill in the blanks

i) A publiccompany limited by shares can issue two types of sharesi.e., Preference

and ...ceeverennn

Memorandum of acompany.
iii) A company can shift its Registered Office to another state by passing a special
resolution and with the permission of the ......c..cvvnenne -
iv) A company cannot pursue ‘other objects' listed in its Memorandum of Association
except with the consent of ..........c.ccovene
V) ‘The capital clause of Memorandum points Out the sseessseeessseessse: capital of a .
company.

57 LETUSSUM UP

A Memoranduwm of Associationof acompany is the foundation of acompany as without it,

it cannot be established. It defines the objects beyond which the activities of a company
cannot go. Further it defines its relationship with third patties which enter into contracts
with it. Alsoit tells the prospective shareholders of the company as to the purposes on which
money subscribed by them would be spent.

A Memorandum of acompany limited by share must contain the following clauses:
(i) Name Clause (ii) Registered Office Clause (iii) Objects Clause (iv) Liability Clause
(v) Capital Clause and (vi) Association clause

A company's activities are to be confined to itsobjects clause. If a company does something
whichis beyond iis objectsclause, then that act isultravires and is null and void ab initio.

Though Memorandum of Association isafundamental charter of the company, it can be
altered to sorne extent, for certain purposes and by following the procedure laid down in the
Companies Act, 1956.

58 KEY WORDS

Limited Liahitity: It denotes that the liability of the membersislimited by the amount
remaining unpaid on their shares. In the case of a guarantee company, this phrase denotes
the maximum amount upto which amember of acompany can becalled upon to pay at the
ime of winding up.

Memorandum of Association: It isafundamental document containing conditions on the
basis of which acompany isincorporated.

Par ¥Vahie: A company limited by shares has ashare capital which is divided into shares of
acertain fixed values or amount. This fixed value amount is known as "' Par vaue".

Registered Office: The Registered Office of acompany determines its domicile. Also thisis
the office to which notices are served and communications are sent to the company.

Ultra vires: Something which is beyond the powers of a company to do.

Unlimited Liability: The Liability of the members of acompany is termed as unlimited
when their personal assets can be called up to pay theliabilities of the company.
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510 ANSWERSTO CHE,CK YOUR PROGRESS

A 2

TableB
TableC
TableD
TableE

A company limited by shares

A company limited by guaranteeand not have a share capital
A company limited by guaranteeand having a sharecapital..
A company having unlimited liability.

i) True i) True iii) False iv) False V) True wi) True

i) 7;2 i) Other objects iii) one iv) Memorandum V) members

vi) Outsiders.

i) True ii)Fase iii) True iv)True v)Fase vi)True

i) Equity. i) Company Law Board, iii) Company Law Board iv) Company in
general meeting v) Authorised/Registered/Nominal.

511 TERMINAL QUESTIONS

1) What do you understand by Memorandum of Association?

2) What isthe purposeof Memorandum of Association?

3) Enumeratethe different clauseswhich areincluded in the Menorandurn of Association.
4) Illustrate the Doctrineof ultra vires with suitableexamples.

5) Describethe procedurefor ateration of the objects clauseof acompany.

Note Thesequestionswill help you to understand the unit better. Try to write
answers for them. But do not submit your answersto the University. These
are for your practiceonly.

15




16

IINIT 6 ARTICLES OFASSOCIATION
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6.2  Meaning and Purpose of Articles

6.3  Registration of Articles

6.4  Contentsdf Articles

6.5 Alterationof Articles

6.6  Reationship between Memorandum and Articles
6.7  Didinction between Memorandumand Articles
6.8  Effect of Memorandumand Articles

6.9  Condructive Notice of Memoranduri and Articles
6.10 Doctrinedf Indoor Management

6.11 LetUsSumUp

6.12  Key Words

6.13  Some Useful Books

6.14  AnswersTo Check Your Progress

6.15 Terminal Questions/Exercises

6.0 OBJECTIVES

After studying this unit, you should be able to:
e explain the meaning and the purpose of articles of association

¢ describethe contentsof articles of association

»  explaintherdationship of and distinction betweenarticlesand memorandum
s explainthelegd effectsof the memorandum and articles

¢ explain thedoctrines of constructive noticeand indoor management

®  explain the procedure for dteration of articlesof association.

6.1 INTRODUCTION

Yau havelearnt in earlier unitsthat acompany isan incorporated body. Therefore, rulesare
to beframed for the management of itsinternal affairs and the conduct of its business. The
rel ationship between the company and the memberscongtituting it, isto be defined. The
rights and dutiesof membersvis-a-vis the company are to be described. All such rules and
regulations aré given in the Articles of Association. The Articlesis the second important
document which has to be filed with the Registrar of companies.

The CompaniesAct, 1956, in Table A of Schedulel hasgiven model regulationsfor the
management of acompany limited by shares. A company limited by sharesmay adopt al or
any o theregulations contained in Table A. Every company must have Articles of
Association. In this unit you will learn about the significanced the Articlesand its contents.
You will dso note thedistinction between the Memorandum and the Articles. The procedure
o dtering the Articles has also been explained briefly. You will also study the legal effects
o these documents. The doctrineof Indoor management has been explained in detail, which
will help you to appreciatethe purpose of these documents.

6.2 MEANING AND PURPOSE OF ARTICLES

Section 2(2) of the Companies Act defines Articlesas the Articles of Association of a
company asoriginally framed or asaltered from time to time in pursuance of any previous
companies law or of thisAct. Thisdefinitionis not sufficient to explain its meaning.

TheArticlesof Associationof acompany are therulesand regulations relating to the
management of itsintemd affairs, They aresimilar to the ‘partnership deed*in a
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partnership. The Memorandum defines the area beyond which the company cannot act while
the articles contain the rules and regulationsfor carrying out the businessof the company.
Thus'Articles’ issubordinate to, and controlled by the 'Memorandum'.

The Articlesembody the powersof directors, officers and of the shareholdersasto voting
etc., the mode and the form in which the business of thecompany is to becarried out and the
mode and thefonn in which the changes in the internal regulationscan be made. The rights,
dutiesand powersof the company vis-a-vis the mernbersareincludedin the Articles of
Associations. The Articleshind not only the existing members, but the future membersof the
company aso. Even the successors, legal representativesor heirsof membersare bound by
whatever iscontained in the Articles. In fact, tlie Articles bind the company and the
membersasif they had been signed by each one of them.

Articlesof Associationisthe basis of contract between the company aid 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
example, amember is under an obligation to pay call money on his sharesas and when the
directors of the company decide to make thecallsin accordance with the procedurelaid
down in the Articlesd Association. If the member fails to make the payment, hisshares may
be forfeited by the company in accordance with the procedure prescribed. On the other hand,
amember has anumber of rights. For example, he has a right to attend the meeting of the
Company and vote.

Further, Articlesof Association of' a company constitute a contiact not only between
membersand the company; but members inter se also. This isexplained in detail under 6.8
(Effect of Memorandum and Articles).

6.3 REGISTRATION OF ARTICLES

Section 26 of the Act requires that every privatecompany, an unlimited company and a
company limited by guarantee must have their own articlesand it should beregistered aong
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 itsown articlesor it may
adopt either wholly or partly Table A of Schedulel of the CompaniesAct. Even if it does
register Articles of itsown, Table A will still apply automatically unlessit has been excluded
or modified. In other words, there are three possibl e alternatives in which a public company
limited by sharesmay adopt Articlesof Association. These are:

i) Itmay adopt Table A infull; or

ii) It may wholly exclude Table A and set out its own Articlesin full; or
iii) 1t may set out itsown Articlesand adopt part of Table A.

If such acompany goesin for thefirst aternative, then 1t is not necessary to get any Articles
of Association registered. It has only to endorse on the face of the Memorandum of
Association, that it has adopted Table A asits Articlesof Association.

Y ou should notethat tlie Articles of a private limited company must containtlie three
restrictionsas given in Section 3(1) (iii). The Articlesof Association 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 capitat, the amount of share capital with which tliecompany
isto be registered[Section 27 (1)].

In the case of acompany limited by guarantee, the articles should state the number of
members with which the company is to be registered [Section 27 (2)]. The Articlesof
Association must be printed, divided into paragraphs, numbered consecutively and signed by
each subscriber of the Memorandum of Associationin the presenced at least one witness
who shall attest the signature and shall likewise add his address, descriptionand occupation,
if any [Section 30].

6.4 CONTENTSOF ARTICLES

You havelearnt that the Articlesof Associationof acompany containsthe rules and
regulationsfor the internal management of the company.

Artictes of Association
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The Articlesof Associationof acompany should usualy contain rulesand regulations
relating to the following matters:

i) Theexclusion, whally or in part, of TableA, in thecase of a publiccompany limited
by shares. But other companiesmay, if they so desire, include the relevant provisions
fromTable A in their Articlesof Association.

i) Share capitd —shares and their vdlue and itsdivision into equity and preference
shares, if any.

iii) Rightsof each classof shareholdersand the procedurefor variation of their rights.

iv) Procedurerelating to the allotment of shares, making of callsand forfeiture of shares.

v) Increase dteration and reduction of sharecapital.

vi) Transfer and transmission of shares.

vil) Lienof thecompany on sharesallotted to the members for the amount unpaid in
respect of such shares.

viii) Appointment, remuneration, power, dutiesetc. of the directorsand officersof the
company.

ix) Conversondf sharesintostock.

x)  Noticeof the meetings, voting rightsof members, quorum, poll, proxy, etc.

xi) Auditof Accounts, transfer of amount to the Reserves, declaration of dividend, etc.

xii) Borrowing Powers of the company and the mode of borrowing.

xiii) Adoption of preliminary contracts, if any.

Xiv) Issueof share certificates.

Xv) Issuedf share warrants.

xvi) Keeping o different Regigters..

xvii) Regarding winding up o the company.

Tt Articlesof Association must be prepared carefully and it must contain rulesin regard to
al such matters which are required to be contained therein and which are necesssary for the
smooth functioning of the company.

But you must remember that the articles rmust not contain anything which is against the
provisonsdf the Companies Act or the Memorandurn 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 o profits.

6.5 ALTERATIONOF ARTICLES

You know that the Articles contain the rulesand regulations for the internal management of
the company. A company has a statutory right to ater its Articlesof Association. Section 31
of the CompaniesAct, 1956 empowers a company to alter or add to its Articlesof
associdion. Thearticles can bealtered by following the procedurelaid down ifrthe Act.

Section 31 o the CompaniesAct, providesthat subject to the provisionsof this Act and to
the conditionscontained in its Memorandum, a company may, by special resolution alter its
Articles. It may be noted that a company cannot depriveitsdlf of its power to alter Articles
either by an agreement or by aprovision to that effect in the Articles themselves.

However, no dteration made in the Articles which has theeffect of converting a public
company into a private company®$fiall have effect unlesssuch alteration has been approved
by the Centra Government [Provisosto Section 31 (1)]. Any alteration made in the Articles
of Associationshall beas vaid asif originally containedin the Articles [Section 31(2)].

The Companies Ad gives wide powersto the members o the company to ater its Articles.
However, the alteration should be made bona fidefor the benefit of the company as a whole
and nat for the benefit of mgjority of the shareholders.

This power of dterationdf Articlesis subject to whateveris containedin the Companies
Act, 1956 or the company's Memorandum of Association. In other words, the Articles of
Association cannot be altered in such away as to be contrary to whatever isgivenin the
Company'sAct, or the company'; Memorandum of Association. For example, the
Companies Act, 1956 prohibits a company from purchasing itsown shares. Now, the
company cannot ater its Articles in such a way as to empower itself to purchase itsown
shares. Thus, thereare certain limitswithin which the alteration of Articles can becarried
out.




Limitations on Power to Alter Articles Artidesof Assodiation
Though a company can alter its Articles at any time just by passing aspecia resolution, but
afew restrictionsare placed on such a power. These are:

i) Theateration in the Articles proposed to be made must not bein conflict with whatever
iscontainedin Memorandum of Association.

ii) Thealteration in the Articlesmust not be inconsistent with any provisionsadf the
Companies Act, 1956. For example, Sections 106-107 deal with the procedurefor
variation of shareholder's rights. The Articles cannot be altered so asto includerules
which are contrary to the provisionsin Sections 106-107 of the CompaniesAct, 1956.

iii) Thedteration in the Articlescannot be made in such away asto include anything
which isillegal either under the Companies Act, 1956 or any other law.

iv) Thealteration must be bonafide being made for the benefit of the company as awhole.
Thefollowing case of Allen v. Geld Reefs of West Africaillugtratesthis point. In this
case, the original Articlesgave the company alien on al shares* not fully paid-up™ for
calls due to the company. S was the only member holding sorme fully paid-up shares,
but he also owned money to thecompany for calls due on other shares. S died and his
shareswereinherited by hislegal representatives. The company, thereafter, dtered its
Articlesenabling the company to exerciselien on al shares—whether fully paid or not.
Now the question arose whether the company could exerciselien evenon fully paid-up
shares.

It was held that the company could do so asit was done bona fide for the benefit of the

company as a whole.

v) An dteration which hasthe effect of compellingamember to take or subscribefor 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 his consent in
writing (Section 38).

vi) A company may passaspecial resolution and convert the uncalled capital into areserve
lighility to becalled up only at the time of winding up (Section 99). But areserve
liability once created cannot be unreserved but may be cancelled on reduction of capital.

vii) No ateration in the Articles can be made so as to convert a public company into a
private company without the approval of the Central Government (Section 31).

viii) No dteration to the Articlescan be made which would discriminatebetween the
majority shareholdersand the minority shareholdersso as to give theformer an
advantage of which the latter have been deprived.

iX) No alteration can be made so as to enabl e the company to commit a breach of contract
with a third party. The company shall remain liablefor damagesfor its breach.

x) Theadteration must not beinconsistent with an order of the court. Such aterationscan
be made by the company only with the leave of the court,

A copy of the special resolution authorising thealteration must befiled with the Registerar
within 30 days of passing the said resolution. According to Section 40 of the Act, dteration
should be noted in every copy of the Articlesof Association. and the Articlesof association.
issued after the date of alteration should be in accordancewith the ateration.

Check Your Progress A
1) Whatisthe purposecf Articles?
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3) What isincluded in Table A of Schedule [?

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

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

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

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

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

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

5) State whether the following statements are True or False
iy Articlesof Association regulate therelationship of the company with Members.
i) A Private Company may adopt Table A.
iiiy Articlesisthe Charter of a Company.
iv) Every company isrequired to frame itsown Articles of Association,
v) Articles sf Association constitute acontract between members inter se,
vi) Articlesof Associationnust besigned by subscribers to the Memorandum.
vii) Articlesof a Company can contain matters inconsistent with the provisions of the
Companies Act, 1956.
viii) Articlesof Association are not required to beregistered in case of a private
compaay limited by shares.
6) Fill in the Blanks.

i) Articlesof Associationare subsidiary t0 ......cccosrsinesesissicupirnens

ii) Articlesof Associationare the rulesand regulationsfor the management of
........................................ of theCompany.

iif) A public Company limited by sharesmay adopt .......c.ovmvirenrnvinienns asits
Articlesof Association.,

iv) Articlesnf Association can bealtered by passing @.....evusiiviismernin,

6.6 RELATIONSHIPBETWEENMEMORANDUM AND
ARTICLES

The Memorandum of Associationis afundamental document of acompany just like a
constitution of a country. It is the main document as placed alongwith Articleswhich is
subordinate to and is controlled by the Memorandum of Association.

The Articlescannot confer powers on the company other than thosegivenin theMemorandum
of Assuciation of the company. Therefore, at the time of framing the Articles or making
alteration inthe Articles, it must be ensured that the original regulationsor the altered ones
do not exceed powers of the company given by the Memorandum, nor give validity to any
provisionwhich is contrary to the Companies Act, 1956. For example, the Company's
objectsclauseis divided into two parts and isgiven in the Memorandum of Association. The
objectsgiven in the 'Other objects can be started only after following the procedure given
in the Companies Act. In such asituation, thecompany cannot make a provision in the
Articlesempowering the company to start business in the other objects clause along with the
objectsgiven in the 'main objects clause' at thetime when the company is incorporated.

The Memorandum is of interest to outsiders who wish to deal with the comyany, while the
articlesare of interest mainly to the shareholders and directors.

6.7 DISTINCTION BETWEEN MEMORANDUM AND
ARTICLES

The following are the main points cf distinction between the Memorandum and Articles:
1) Memorandum of Associationis thecharter of the comyany. It lays down the scope and



2)

Rl

4)

5)

6)

7

powersaof the company. in fact, Memorandum defines the area beyond which the

actionsof the company cannot go. Insidethat area the sharehol dersmay make such

regulations for the governance of the company as they think fit.

Memorandum of Association isafundamental ducument. Articlesof Associationare

subordinate, to and are controlled by the Memorandum of Association.

The purpose of Memorandum istwo fold:

ij totell theintending purchaser of shares thescopedf the activitiesof the company
and the objects on which his money will be invested.

ii) to tdl those whodeal with the company as to what the objectsof the company are
S0 asto enable them to enter into only those contracts with the company which are
not ultra vires. The purpose of the of the Articles of Associationis to providerules
and regulationsfor the internal management of the company. Thus, acompany is
not bound to an outsider, but it is bound to a member by whatever is contained in
its Articlesof Association.

Articles of Association isthe basis of acontract between the company and its members,

Memorandum of Association generally defines the relation between the company and

outsiders.

A public corapany limited by shares need not frame its own Articlesof Association. |t

may adopt Table A as its Articles. But every company, without.exception, must prepare

itsown Memorandum of Association.

The clauses of the Memorandum cannot be easily atered. The company has tofollow

the strict procedure for the dteration of its clauses. In some casesareration requiresthe

approval of the Company Law Board or the Court. Whereas, Articlescan be altered
easily by passing a special resolution.

Any act which isbeyond the powers given in the Memorandum is ultra viresand void

and it cannot be ratified even by the whole body of shareholders. But any act whichis

adira vires the Articles may be ratified by shareholdersby passingaspecia resolution.

6.8 EFFECT OF MEMORANDUM AND ARTICLES

Section 36 providesthat the Memorandum and Articles shall, when registered, bind the
company and the membersthereof to the same extent asif they respectively had beensigned
by the company and by each member, and contained covenantson itsand his part to observe
all the provisionsof the Memorandum and of the Articles. Thus, the Memorandumand
Articlesconstitute a binding contract belween the company and each of its member. The
legd effectscan be studied under thefollowing headings:

i)

Membersbound to Company : The memorandum and Articlesconstitutea contract
binding the membersto the company. Each member is bound by whatever is contained
in them asif both these documents were signed by him.

In Boreland’s Trusteev. Steel Brothersand Co. Etd. case, the Articlesof the
company provided that the shares of any member who became bankrupt would be sold
to other personsat aprice fixed by thedireclors. B, a sharehol der became bankrupt and
his trustee in bankruptcy claimed that he was not bound by the articlesand could
therefore, sell those shares at their true value. But it was held, that thetrusteein
bankruptcy was bound by the Articlesasit constituted a binding contract between the
members and the company. ,

Similarly in Bradfor d Banking Company v, Brigscase wherethe Articles provided
that the company shall have afirst chiarge on the shares for the debtsdueto it by
members. One of the members owing money to the company borrowed money from the
bank on 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 isclear that company can sueitsmembers for the enforcement of the
Articlesand can restrain its membersthrough court. from violating any provisions
contained therein.

Company bound tothe Members: Since the Articlesand Memorandum constitute a
contract binding the company to itsmembers, the company, initsturn, isalso bound to
the members by whatever is contained in them. For example, it must confine its
activities to the objects clause in the Memorandum. If it proposesto enter into any ultra

Articles of Association
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virescontract, any member of the company can go to a Court and obtain an order of
injunction restraining the company from doing so. Similarly, the company is bound to
individual membersin respect of their ordinary rights as members. For example, he can
exercise hisright to receive a share certificate, the dividend warrant, noticefor the
meeting etc; to vote at the meeting, to elect directorsetc. according to the rulesand
regulationsgiven in theArticles.

iii) Member bound to Member : The Memorandum and Articles do not constitute express
contract between the members of the company. Y et each member is bound by these
documents on the basis of an implied contract to the other members. The Articles
regulate their rightsinter se. Asbetween members inter se, each member is bound by
the Articlesand Memorandum to the other members. However, thisright can be
exercised through the company only except in someexceptional cases. For example, if a
member has committed a breach of the Articles, say, he has not paid hiscalls on his
shares, another member has no right to sue him.

It is only thecompany which can sue a defaulting member. However, if a member holds
amagjority of the shares of the company and does not allow ah action to be taken in the
name of thecompany, the complaining members are entitled to maintain a suit in their
own name against such amember provided the acts complained are afraud on the
minority or are ultra vires the company.

iv) Thecompany isnot bound tooutsiders: The Articles of Association do not constitute
any contract between thecompany and the outsiders therefore, outsider cannot suethe
company. An outsider is not entitled to enforce the articles against the company for any
breach of aright that isconferred on him by the articles. Even if the name of an outsider
ismentionedin the Articlesfor any proposed business, the company is ngt bound by it.
The following case of Eley v. Positive Government Life Assurance Co. Ltd.
illustratesthis point.

The Articlesof the company contained a provision that Eley would be the solicitor of
the company for lifeand would not be removed from office except for misconduct. Eley
acted as solicotor to the company and also became a member of the company. The
company, however, terminated his services. Thereupon, he sued the company for
damagesfor breach of contract, Held, the Articles cannot be the basis of a contract
between thecompany and an outsider. It would be noted here that he was trying to
exercisehisright asan employee and not asa member. A person can be a member of
the company and at the same time may be a creditor or employee of the company. In the
above case, he was trying to exercise hisright as an employee of the company. There
was no independent contract between the company and Eley apart from whatever was
contained in the Articles. Therefore, his suit was dismissed.

69 CONSTRUCTIVENOTICE OF MEMORANDUM
AND ARTICLES

You havelearnt that for incorporating a company, the Memorandum and Articles of
Associationarerequired to beregistered with the Registrar of Companies. On registration,
the Memorandumand Articles of Association become public documents. These documents
areavailablefor publicinspection either in the Office of the company or in the office of the
Registrar on payment of onerupee for each inspection.

Every person who deal s with the company, whether shareholder or an outsider, is presumed
to have read these documents and is deemed to know the contents of these documents. This
type of presumed knowledge of these ducuments is termed the 'Constructive Notice' of
Memorandumand Articles of Association.

Therefore, any person dealing with the company cannot argue that he has not read the
documents, such as Memorandum, of the company. For example, if aperson entersinto a
contract with a company and supplies some material to the company, but the company
refusesto pay on the ground that thiscontract is ultra vires the company, then the supplier
cannot, in hisdefence, take theplea that he did not know the provisions of the Memorandum
of Associationof the company,



Thus if a person deals with acompany which is not covered by these documents, he cannot
take the pleain a Court that he was unaware of the contents of the Memorandum and
Articles. He is presumed to have not only notice of these documents, but to have read them
and understood th+1 accordung to their proper meaning. It isimmaterial if he has not even
seen them

The above doctrine of Constructive Notice is, however, modified by the doctrine of Indoor
Management.

6.10 DOCTRINE OF INDOOR MANAGEMENT

The doctrine of indoor management is an exception to the rule of constructive notice. The
doctrine of indoor management imposes an important limitation on the rule of constructive
notice. According to the ruleof constructive notice, persons dealing with the company are
presumed to have read and understood the contents of these two documents. Once they are
satisfied that the company has got the power to enter into the proposed transaction, they are
required to do no more. They are not bound to enquire into the regularity of any internal
proceedings. They areentitled to assumethat the provisions of the Articlesof Association
have been complied with by the company. This doctrine seeks to protect the outsiders
against the company.

Therefore, if a transaction appears to be within the powers of the company, then the
company cannot escape liability by showing that there was some irregularity in following
the r~=ncedure. A person can be presumed to know the constitution of the company, but 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 therulein Royal British Bank v.
Turquand. Thefactsof thiscase wereasfollows: The directors of acompany were
authorised by thearticles to borrow on bond such sumsof money, as authorised front time to
time, by aresolution of the company, in General Meeting. The directors borrowed money
from Turquand and issued a bond to him. No resolution of the company, as was required to
be passed according to the Articles of Association was passed. Held, Turquand could sue the
company on thebond, as he was entitled to assume that whatever was required to be done as
regards theinternal management of the company was done. In other words, he was entitled
to assume that the resolution of the company in General Meeting authorising the directorsto
borrow money on the basis of bond had been passed. He was not duty-bound to inquire
whehter the resolution had been actually passed or not. However, he must have found out
whether the company had the power to borrow or not, asthat was the burden imposed upon
him by thedoctrine of Constructive Notice.

Exceptions
Thedoctrine of indoor management is subject to the following limitations:

1) Khowledgeof Irregularity: A person who has knowledge of an irregularity regarding
theinternal management of the company cannot claim protection provided by this
doctrine. The knowledge of irregularity may be actual or constructive. In this
connection the case of Howard v. Pokent Ivony Co. isrelevant. Thedirectors were
empowered to borrow money upto £ 1,000 and sanction of the shareholders was
required for an amount in excess of this. The directors themselves lent to the company
an amount in excess of the borrowing powers without the consent of the shareholders. It
was held that the directors had the noticeof the internal irregulatity and therefore the
company wasliable to them only for £ 1,000.

2) Negligence: If a person who deals with the company, does not take the trouble of
reading these documents to find out whether the proposed transaction is within the
scope of powers of the company or not, he cannot claim any benefit under the doctrine
of indoor management.

3) ActsBeyond Apparent Authority : If an officer of the company does something,
which would not ordinarily be within his powers, the person dealing with him must
make proper inquiries and satisfy himself as to the officer's authority. If hefailsto
make proper inquiry in spite of suspicious circumstances, he cannot claim any
protection under thedoctrine of indoor management.

Articlesof Association
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4)

In Anand Bihari Lal v. Binshaw & Ce.’s, case the accountant of the company
transferred some property of the company to the plaintiff. The transfer was held by the
Court to be void, because the power to transfer property could not be considered within
the apparent authority of the aceountant. The plaintiff were put to suspicion as they
should have enquired thoroughly before entering into the transaction.

Forgery : Theruleis not applicable when the document relied upon by the outsiders
turns out to be aforged one. A company is not liable for forgeries committed by its
Officer.

In the case of Ruben v. Great Fingal Consolidated Comnpany, ashare certificate was
issued by the Secretary of the company under the two forged signatures of the directors
asrequired by the articles. The holder of the share certificate wanted to be registered as
amember of the company, but the company refused to accept him as amember of the
company. The share certificate holder's plea was that he had no means to find out the
genuinessof the signatures, therefore, he should he protected. But it was held that the
doctrineof indoor management is not appiicable to cases of forgeries.

Check Your Progress B

1)

What is meant by constructive notice?

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

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

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

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

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

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

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

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

State whether thefollowing statements are True or False.

i)y Articlesmay explain any ambiguity included in the Memorandum.

if) Any one dealing with the company is presumed to have notice of the contents of
the Memorandum and Articles.

iii) Any one dealing with thecompany is not entitled to assume that whatever was
required to be done as regards internal management of the company, has been done.

iv) Articlesof Association regulates the relations of company with its members.

v) A person who could discover irregularity while dealing with a company cannot
claim benefit of the doctrineof indoor management.

Fill in the blanks.

i) Memorandumand Articles, when registered, bind acompany and itS........cccoevennnne

ii) Every persondeding with a company is presumed to have notice of the contents of

iif) Any onedealing with thecompany iS..........coviviinniinnninnn to assurne that
whatever was required to be done in the internal management of the company has

been done. .

611 LETUSSUM UP______

Articlesof Associationisan important document of acompany. It contains rillesand
regulations which govern the management of the internal affairs of the company. They




definethe dutiesand rights of the company, its membersand directors in their respective Articles of Association
capacities.
Avrticles are subordinate to Memorandum of Association, which is considered to be the

prime document of a company. However Articlescan be made use of for explaining any
ambiguity in the Memorandum.

A company has the statutory right to ater its articlesby passing aspecia resolution. This
right cannot be curtailed either by an agreement or aclausein thearticles. However,
dterationsin the articles can be made subject to certain limitations. Alteration must not be
inconsistent with the Memorandumof Association or the provisonsof the Act. Both the
documents—the Memorandum and Articles are considered to be public documents.
Therefore anyone dealing with the company is presumed to have the knowledgeof their
contents. However, he isentitled to assume that whatever was required to be done as regards
theinterna management of the company, has been done. However, there are some
exceptionsto thisrule.

6.12 KEY WORDS

Constructive Notice: A knowledgeof the contentsof documentson the part of those who
aredealing with the company is presumed by law.

Inter S22 Amongst themselves.

Public Document - Any document which is in the possession of an officer of the
government, and is open to inspectionis known as a public ducument.

TableA : Schedulel to the CompaniesAct includesTable A. This Table contains model
rulesand régulations for a company having a share capital.
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Kapoor N.D., 1990. Elementsd Conzpany Law, Sultan Chand and Sons. New Delhi
(Chapter6)
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Sarak, Delhi (Chapter 6)

6.14 ANSWERSTO CHECK YOUR PROGRESS

A 5) DTrue ii)Fase iii)False iv)Fase v)True vi)True vii)Fase viii)Fase
6) i) Memorandumof Association ii) Internal Affairs iii) Table A
iv) Specia resolution.
B 4) i)True ii) True iii)False iv)True V) True
5) i) Members ii) Memorandumand Articlesof Association iii) entitled

6.15 TERMINAL QUESTIONS EXERCISES

1) What are Articlesof Associations? Iow can they be altered?

2) "The power of altering Articlesaf Association iswide, yet itissubject toalarge
number of limitations." Explain.

3) What are the usual contents of the Articles?

4) Explainthelegal effect of the Articles of Association. How far they are binding on
outsiders?

5) Explain briefly the relation between Memorandum and Articlesof Association.

6) What is the distinction between a Memorandum and Articlesof Association.

7) Explainthe ‘doctrine of indoor management'. Are there any exceptionsto this doctrine?
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Principal Documents 8) Answer the following problems giving reasons:

i) The secretary of acompany issued a share certificate in favour of 'A’, which
apparently complied with the company's articles, is purported to be signed by two
directors and the secretary and it had the company's seal affixed toit. In fact, the
secretary had forged the signature of the directors and affixed the seal without
authority. Is the certificate binding on the company?

ii) TheArticles of acompany contained a clause that prohibits any ateration. Is the
clause valid?

iii) Themajority of shareholders of acompany passed a special resulution to alter its
Articlesof Association so as to give powers to thedirectors to require any
sharehol der who competed with company's business to transfer his share to any
nomineeof thedirectors. The plaintiff who carried on competing business
challenged the vaidity of thealteration. Give your decision.

iv) TheArticlesof Association of a company contained a clausein which it was stated
that A shall be the solicitor for the company and that he shall not be removed
except on the ground of misconduct. Can the company remove A even though heis
not guilty of misconduct?

v) Company ‘A" lends money to Company 'B' on amortgage of its assets and the
procedurelaid down in the articles was not complied with and the directors of the
two companies were the same. |'s the mortgage binding upon Company B?

HINTS

i) No. Aforgery isanullity. Therefore, certificateis not binding on the company
(Refer to Ruben v. Great Fingal Consolidated Co.)

i) No. The power to dter articlesis astatutory power and therefore, it cannot be taken
away.

iii) Thealteration is perfectly valid asit is in the overall interest of the company.

iv) Yes, thecompany can remove A because the Articles of Association constitute no
contract between the company and the outsider (Refer to Eley v. Positive Govt.
Life Assurance Co. Ltd.).

v) No. The mortgageis not binding on Company B. The directors had knowledge of
theirregularity.

Note: These questions will help you to understand the unit better. Try to write
answersfor-them. But do not submit your answers to the University. These
arefor your practice only.

[
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78  Key Words
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7.10 AnswersTo Check Y our Progress
- 7.11  Termina Questions/Exercises

7.0 OBJECTIVES

After studying this unit, you should be ableto:
® explain the meaning and importanceof prospectus
e describe the contents of prospectus
e explainthemeaning of the statementin lieu of prospectus
e  distinguish prospectusfrom a statement in lieu of prospectus
describe the concept of minimum subscription
e explain the effects of misstatementsin the prospectusand the remedies available.

7.1 INTRODUCTION,

When acompany isincorporated, the next stepis to raise the necessary resources for
carrying out the businessof the company. It becomesan important duty of the first directors
to raisethe necessary capital. As you have learnt, a private company is prohibited from
inviting public to subscribe to its share capital, the need of inviting publicto subscribeto the
share capital arisesonly in the case of a publiccompany. Even in caseof a public company
if the directors are confident of arranging the required capital privately, they need not issuea
prospectus, but the company has tofile a statement in lieu of prospectuswith the Registrar
of companies. Generaly a public company raises itscapital by issuing a prospectus. The
main objectivedf issuing a prospectusis to inform the investorsabout the company's
business, financial position, capital structure, future prospects, management etc. In this unit,
you will learn the meaning, need and importance of issuing a progpectus. You will also note
the contents of a prospectusand how it isdifferent from a statementin lieu of prospectus. At
theend, the various remedies availablefor making misstatementsin the prospectusare
explained.

7.2. MEANING AND IMPORTANCE

Section2(36) of the CompaniesAct, 1956 defines a prospectusas any document described

or issued asa prospectus and includesany notice, circular, advertisement or other

document inviting deposits from the public or inviting offersromthe public for the

subscription or purchaseof any sharesin, or debentures of a body corporate. 27
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In simple wwords, a prospectus may be defined as an invitation to the public to subscribe to
the shares or debentures of a company. Y ou should note that any document inviting deposits
from the public shall now be treated as a prospectus.

Y ou must remember that a prospectusis: .t an offer by the company but it is only an
invitation to offer. A company, by issuing a prospectus to the public at large, is inviting
applicationsfor the purchase of its sharesor debentures. The persons who want to purchase
sharesin the company would fill up the share application formsand submit the same
alongwith the share application money, This act of applicantsamountsto making offersto
the company to buy asmany sharesin the company as are mentioned in the share
applicationform. The Board of directors of the company will then make the allotment of
sharesin responseto the share application form. This act of the Board of directors amounts
to acceptanceof the offer of theapplicant to purchase shares. Thus, a contratt between the
applicant and the company is made with all the contractual rights and obligations.

Thedefinition of prospectusincludesany notice, circular, advertisement or other document
inviting depositsfrom the public. Thus, theinvitation of public deposits by the companies is
alsoregulated by the prospectus.

Meaning of Prospectus Issued to the Public

From the definition of prospectus, it must be clear to you that the invitation must be made to
the public. In Section 67 of the Act theterm 'public' has been explained asfollows: /¢
includesany section of the public,whether selected as membersor debenture holders of the
company concerned or as-clients of the person issuing the prospectus or in any other
manner. Thus, if adocument inviting persons to buy shares or debentures is issued to any
section of the public, say to al the doctors or engineersor to all the clients of a.particular
share broker, it will amount to a prospectus. For deciding whether theinvitation 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 personsto whom it is
issued, isthedeciding factor but the real test isasto who can apply for shares in response to
theinvitation. A single private communication does not amount to an invitation to the
public. Thisisillustrated by thecase of Nash v. Lynde.

A managingdirector of acompany sent to his co-director severa copies of adocument
marked " strictly private and confidentia and containing particulars of a proposed issue of
shares, accompanied by share application forms. One of the copies was sent by the co-
director to asolicitor, whoin turn, gaveit toaclient who passed it on to arelation. The
allottee (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 document. It was held that the document
did not amount to " prospectusissued to the public”, as it was marked " strictly private and
confidentid".

A document is deemed to be issued to the publig, if the invitation is such as to be open to
any one who brings his money and applies for shares in thecompany, whether the
prospectus was addressed to him or not. But if theinvitation is capable of being accepted
only by thoseto whom it has been made, then it should not be regarded as to have been
madeto the public. In Sherwell v. Combined Incandescent Mantles Syndicate, the
invitation to subscribe to the shares of the company wasissued to afew friends of the
directors, it was held not amounting to an offer to the public.

7.3 CONTENTS OF PROSPECTUS

Section 55 providesthat a prospectusissued by or- on behalf of a company, or in relation to
an intended company shall be dated, and ¢hat date must, unlesscontrary is proved, be taken
as the date of the publication of the prospectus.

Section 56 providesthat ¢ prospectusmust (i) contain the matters specified in Part | of

Schedule /7 and set out the reports specified in Part 17 of Schedule 1T of the Companies Act,
1956. The Third Part of theschedule isexplanatory of Rt | and I,

7.3.1 Mattersto be Specified in the Prospectus
Part | of Schedule I enumerates the following matters to be specified in the Prospectus:



1) Themain objects of the company. . Prospectus’

2) The names, occupationsand addresses of the signatoriesto the Memorandum of
Association arid <z number of sharessubscribedfor by them.

3) The nuiz.. 2r and zlasses of shares, if any.

4) Thenumbe. + redeemablepreferencesharesintended to be issued, with the date of
redemption or, where nodate isfixed, the period of notice requiredfor redeeming the
shares; and the proposed method of redemption.

5) The number of shares, if any, fixed by the articles, as thequalification shares of a
director.

6) Thenames, addressesand occupationsof the directors, the managing director, or
manager together with any provisionin the articlesor a contract regarding their
appointment, remuneration, or compensation for loss of office.

7) i) Theamount of minimum subscription on the receipt of which thedirectorsmay
proceed to alot shares; ii) the timeaf the opening and closing of the subscriptionlist;
iii) theamount payableon applicationand allotment on each shares; iv) 'If any allotment
was previously made within the two preceding years, thedetailsof the sharesallotted
and theamount, if any paid thereon.

8) The substanceof any contract or arrangement giving to any person (such as a promoter)
any option or preferential right to subscribefor any sharein, or debenturesof a
company; together with the amounts payable and the period during which optionisto
be exercised by such persons, whose names, occupationsand addresses must also be
given.

9) Particulars of sharesor debentureswhich, within the two preceding years, had been
issued for consideration other than cash, and the amount of consideration for which they
wereissued.

10) Theamount payableas premium on each share to be issued, stating the proposed date of
issue; and where some shares of the same class areto beissued at different premiumsor
a par, or a adiscount, and othersa a premium, the reasonsfor the differentiation.

11) Wherethe issue of sharesor debenturesis underwritten, the names of the underwriters,
if any, arid the opinion of the directorsthat resourcesof underwritersare sufficient to
dischargetheir underwriting obligations.

12) The names, occupationsand addressesdf vendorsfrom whom thecompany has
acquired any property, and the amount paid or payable in cash, sharesor debenturesto
the vendors.

13) The names, descriptions, addressesand occupations of each person (including promoter
or officer of the company) to whom any amount ascommissionfor (i) subscribingor
agreeing to subscribefor any sharesor debenturesor (ii) underwritingthemispaid within
the preceding two years together with the amount paid and the rate of underwriting
commissionas well as any benefit paid or payable to the promoter or officer.

14) Theamount or estimated amount of preliminary expenses and.the namesaf personsby
whom any of thoseexpenses have been paid or are payable.

15) Any amount or benefit paid or given within the two preceding yearsor intended to be
paid or given to any promoter or officer and the consideration for the payment of the
given benefit.

16) Thedatesof, partiesto, and general nature of every contract appointingor fixing the
remunerationdf a managing director, or manager whenever entered into.

17) The names and addressesof the auditors, if any, of the company.

18) Full particularsof the nature and extent of the interest, if any, of every director or
promoter i) in the promotion of the company, or ii) in any property acquired by the
company within two yearsof theissueof the prospectus.

19) If the share capital of the company isdivided into differentclassesof shares, voting
rightsand rightsto dividend and the right as to capital attached to the several classesof
shares.

20) Wherethe articles have imposed restrictions (a) upon the members of the company in
respect of i) theright to attend, speak or vote in meetingsof the company or ii) the right
to transfer shares or (b) upon thedirectors of the company in respect of powers of
management, the nature and extent of those restrictions.

21) In the case of an existing company, the length of time during which the company has
carried on the business. If the company proposes to acquire a business, which has been
carried on for less than three years, thelength of time during which the business has
been carried on.

22) If any reservesor profitsof the company or any of its subsidiaries have been
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capitalised, particulars of the capitalisation and particulars of any surplusarising from
reva uation of assetsduring the preceding two years and the manner such surplus has
been dedlt with.

23) In casethe company had been in business, thereport of the auditors regarding profits
and losses, and assets and liabilities, together with the rate dof dividendspaid, for
fivefinancid yearsimmediately preceding the issue of the prospectus, giving
particulars of each classdf shareson which such dividends have been paid for any of
thoseyears.

24) A reasonabletime and place a which copiesof all baance sheetsand profit and loss
accounts, if any on which the report of auditorsis based, may be inspected.

25) The name(s) of the stock exchange or stock exchangesto which application has been
madefor permission to dedl in and for officid quotation for the sharesand debentures
offered thereby.

The prospectus mus contain a blank application form whereby it must be printed
prominently that no application should be made in the name of afictitious person. It should
also e gtated that applicationsmust be madein single name only and not in joint names.

7.3.2 Reportsto be Set Out in the Prospectus

In addition to theabove matters, Rtt 11 of the Schedulerequires thefollowing report to be
st out in the prospectus:

1) An auditor's report showingi) profitsor lossesin each of thelast five years, ii) assets
and liabilitiesa the date d thelast accounts, iii) theratesof dividend paid by the
company in respect of each classof shares during the preceding five financial years, and
iv) smilar detailswith regard to subsidiary companies, if any.

2) If thecompany proposes to acquire any business, a report should be made by a
Chartered Accountant, whose name should be disclosed, upon i) the profitsand losses
o the business, ii) and assets and liabilities of the business, for the precedingfive years

3) If theproceeds, or any part of the proceeds, of theissue of the shares or debenturesare
or isto be applied directly or indirectly in the purchase of any business, then a report
similar to theonein (2) aboveisreavired to beset up.

7.3.3 Regidration of Prospectuswith Registrar of Companies

Section 60 requiresthat acopy of the prospectusduly signed by every director or proposed
director must be delivered to the Registrar of Companiesbeforethe date of its publication.
Every copy o the prospectus, on itsface, mug state that a copy of the prospectushas been
delivered to the Registrar of Companies. The prospectus must be issued within ninety days
after the date on which acopy of thesameisdelivered tothe Registrar. If it isissued after
ninety daysafter itsregistration, it shall be deemed to be a prospectusa copy of which has -
not been delivered to the Registrar.

Further, the copy of the prospectus must have endorsed on, or attached to it thefollowing
documents;

i) theconsent of theexpert to the issue of the prospectus, if his report has been included
therein and such expert must not be connected or interested in the formation, promotion
or management of thecompany.

ii) acopy o every contract gppointing or fixing the remuneration of a managingdirector
of managef.

iii) acopy of every material contract unlessit is entered into in the ordinary course of
businesswithin two years before the date of issue of the prospectus.

iv) When the persons making the reports relating to profits and losses, assetsand liabilities
etc. in respect of abusiness proposed to be acquired have made adjustmentsto them, a
signed statement by them stating the adjustmentsand the reasonsfor the same.

v} theconsentin writing of the person if any named in the prospectus as the auditor,
adviser, attorney, solicitor, banker of thecompany to act in that capacity.

vi) consent of director or directors, named in thearticlesor prospectus, to act as such
directorsof thecompany.

vii) acopy of the underwriting agreement, if any.



74 STATEMENT IN LIEU OF PROSPECTUS

A publicc . wpanv rmay not invite the public to subscribetoits share capita. Instead, it may
arrange capit:.. «vately. In such asituation, it is required by Section 70 to submit statement
in lieu of prospectus with the Registrar of Companies, at least threedays before it can make
any allotment of sharesor debentures. Schedulelll of the Companies Act, 1956 containsa
model form of Statement in lieu of prospectusin pursuanceof Section 70.

Similarly, when a private company is converted into a public company in pursuance of
Section 44 it may issue a prospectus inviting public to subscribe to its share capital , in case
it wantsto raiseextramoney. However, if it isnot issuing a prospectus, then it is under'an
obligation to submit a statement in lieu of prospectus. SchedulelV to the CompaniesAct,
1956 containsa model form of a statement in lieu of prospectuswhen a private company is
converted into a public company in pursuance of Section44.

After going through SchedulesIII and IV to the Companies Act, 1956 onefindsthat the
contents thereof are amost similar to the onesin the prospectus.

If allotment of sharesor debenturesis made by a company without filing the statementin

lieu of prospectuswith the Registrarof Companies, the allotee may avoid the allotment
within two months after the statutory meeting is held or where the alotmentis being made
after the holding of the statutory meeting. then within two monthsof the date of allotment.

If astatement in lieu of prospectuscontaining the requisite particularsand statement, isnot  »

filed with the Registrar of Companies, whereit is required to befiled, then the company and
every director shall beliableto afineupto Rs. 1000.

Check Your ProgressA
1) DefineProspectus.

-------------------------------------------------------------------------------------------------------------------------------------------
-------------------------------------------------------------------------------------------------------------------------------------------

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

-------------------------------------------------------------------------------------------------------------------------------------------

----------------------------------------------------------------------------------------------------------

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

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

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

4) State whether the following statementsare True or False.

i) A privatecompany can allot sharesonly after it has submitted a Statement in lieu of
prospectus with the Registrar of Companies.

it) A public company may alot shares without issuing a prospectus.

iii) A company cannot issue a prospectus unless acopy thereof has been filed with the
Registrar of Companies.

iv) A document is not a prospectus unlessit is an invitation to the public to subscribe
for sharesin, or debenturesof, a body corporate.

v) A prospectus must be dated and printed.

vi) A prospectus must beissued within sixty daysof itsregistration.

vii) A public company issuing shares among friends and relatives need not issuea
prospectus, but a statement in lieu of prospectus must befiled with the Registrar.

viii) A prospectus containing statement by experts, must contain the consent of such

expert.
5) Fill'inthe blanks.
i) A noticeinviting depositsfrom the publiCis.......ccveeeriees

ii) Thecontentsof a statementin lieu of prospectusaresimilarto that .........vceveen.e 31
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iii) A company should not issuea prospectus to the public unlessa copy thereof has
ben ddiveredto the..........cccovee

iv) A datement inlieu of progpectus is submitted with the Registrar of Companies, by
- P company which does not invite public to subscribeto its share

7.5 MINIMUM SUBSCRIPTION

Minimum subscription is the minimum amount equivaient to which the share applications
must ke received by the company. Otherwise application money becomes refundable to the
applicants in accordance with Section 69. The amount of minimum subscription is required
to begiven in the prospectusand it must be subscribed or applied for within 120 days of the
issued the prospectusbeforethe fust allotment of shares can be made.

Thedirectorsof the company or the signatories to the Memorandum of Association decide
theamount of the minimum subscription. It is the amount, which in their opinion, must be
raised by theissueof shares to providein respect of each of thefollowing heads and
digtinguishing the amount required under each heed:

i) thepurchasepricedt any property bought or to be bought which is to be defrayed in
wholeor in part out of the proceedsof theissue;

i) any preiminary expenses payable by the company including any commission,
underwritingor otherwisefor subscriptionof sharesin the company;

iii) the repayment of any moneys borrowed by the company in respect of any of the
foregoing matters;

iv) theworking capital; and

v) any other expenditure, stating the natureand purpose thereof and the estimated amount
in each case.

If the company hasnot received minimum subscription, and it has not been able to allot any
shareswithin 120 days &fter thefirstissued the prospectus, it must forthwith refund within
next ten days without any interest all money received from the applicants. If the money is
not repaid within 130 days of theissuedf the prospectus, thedirectorsof the company shall
be jointly and severaly liableto repay that money with interest & therate of 6 per cent per
annum from the expiration of the 130th day. But adirector, who can provethat thedefault in
repayment was not due to any misconduct or negligenceon hispart, may escape liability.

7.6 MISREPRESENTATIONIN THE PROSPECTUSAND
I TSCONSEQUENCES

Yau havelearnt that the investors gpply for sharesor debenturesof acompany an the basis

" of information given in the prospectus. The prospectivebuyer of sharesisentitled to all true

disclosuresin the prospectus. A prospectus mugt, therefore, tell the truth, the whole truth and
nothing but the truth. The prospectus must give atrue picturedf the company. Therefore, if
there are untrue statementsin the prospectus. The dlottees have certain remediesagainst the
company and the personsissuing the prospectus. However, theseremediesare not available
i) toabuyer of sharesin the open market or ii) to asubscriber to the Memorandum of
Associgion.

Y ou should note thet not only there should be no untruestatementsin the prospectus, there
should a so be no concealment or omission of materia factsfrom the prospectus. The
following case of Rex V. Kylsant illustratesthis point.

A company issued aprospectus which did not contain any untrue statements. One of the
satementsdisclosed the rates of dividends paid for a number of years. This was afactua
statement which weas true. But the dividendshad not been paid out of trading profitsbut out
o redlised capital profits. Thisfact was not disclosed in the prospectus, Held, that the non-
disclosured thefact that dividends were not distributed out of trading profitsbut out of
realised capital profitsisa very important statement the omission of which givesaright to
the dlotteesdf sharesto avoid allotment and resort to other remedies available under the
Companies Act.



If thereis any omission in the prospectus cal culated to midead the public, it shall be Prospectus

considered to be untrue. In Peek v. Gurney case the prospectusissued did not mention
about certain liabilities. This created afal seimpression about the company being very
prosperous. The prospectus was held to be untrue.

An allottee Of shares, who had applied for shares, on thefaith of a prospectusi) containing
witrue Statementsor ii) omitting material facts. has remediesagainst the company, its
promotersand directors and experts.

It should be noted carefully that the right to claim compensationfor any lossor damageis
availableonly to a person who has 'subscribed' for sharesor debentureson the faith of the

prospectus contai ning untrue statements. Thus, asubsequent buyer of sharesin the open
market hasno remedy against the company or the directorsor promoters.

7.6.1 Remedies against the Company

Pexrson Who has bought sharesfrom the company relying on the statementsin the
prospectus, map (i) avoid thecontract to purchase shares, and (ii) clam damagesif hecan
show that there is a misstatement in, or omission of material fact from, the prospectus.
Further he has to show that the misstatement or omission wasi) oneof fact and not of law
nor a mereexpression of opinion; ii) material and iii) actually relied upon by him.

a) Rescission of contract : In case he wants to avoid the contract to purchase shares, he
must do so i) within a reasonabl etime after the allotment of shares; ii) before
proceedings to wind up the company have commenced and iii) beforehe does anything
which is inconsis tent with the right to avoid the contract e.g. hetries to sell the sharesor
attends a genera meeting of the company or accepts dividends.

b) Damagesfor fraud : The second right of allottee,in case of misstatementsin or
omission of material facts from the prospectus, isto suethe company for damagesfor
fraud. The company could be held liable only when it is proved that such a prospectus
wasissued by the company or by some one authorised by the company. In order to
succeed, theallottee must, in addition to the three conditionsgiven in (a) above, prove
i) that those acting on behaf of the company acted fraudulently,ii) that those purporting
to act on behalf of the the company were authorised to act on its behalf; and iii) that he
has suffered alossor adamage.

It is worth rememberingthat the allottee of sharescan not both retain the shares and get
damagesfrom the company.

7.6.2 Remediesagainst Promotersand Directorsof the Company

Section 62 providesthat where a prospectusis issued inviting personsto subscribefor shares
in or debenturesof a Company, thefollowing personsshal be liable to compensateall those
whosubscribefor shares on the faith of the prospectusfor any losssustained by them by
Jeasonof any untrue and misleading statement included in the prospectus.

iy Every person whoisadirector of the Company at the time of the issueof the
prospectus,

ii) Every person who has authorised himself to be named and is named in the prospectusas
adirector or as one having agreed to becomea director, either immediately, or after an
interval of time;

iii) Every promoter of the company; and

iv) Every person (including an expert) who has authorised the issue of the prospectus. But
an expert isliableonly in respect of hisown untrue statementsincluded in the report
made by him and included in the prospectus.

An allottee of shares may also bring an actionfor fraudi.e., for fraudulerit mis-
representationsincluded in the prospectuseither against the company or the directors. If he
decides to sue directorshe need not receive the contract.

Defences Available: A promoter, director or anyoneelse responsiblefor issueof the
prospectus(other than an expert) may escape liability, if he can prove any of thefollowing:

i) that he withdrew his consent to act as director before theissuedf the prospectusand
that it was issued without his authority or consent; or 33
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ii) that the prospectus wasissued without hisknowledge or consent, and on becoming
aware of itsissue, he gave reasonable public notice of that fact; or

iii) that he withdrew hisconsent after theissue of the prospectus but before allotment and
gaveareasonable public notice of the withdrawal; or

iv) that he had reasonable ground to believe that the statements made were true and he
honestly believed them to betrue; or

v) the statement was correct and afair summary or a copy of an expert's report; or
vi) the statement was made by an official or is an officia document.

7.6.3 Remedies Againg Experts

Y ou have noted that many a times statements of experts are included in a prospectus. The
term 'expert’ includes an engineer, a valuer, an accountant and any other person whose
profession gives authority to-a statement made by him.

An expertisliablefor in damages in respect of hisown untrue statement, wrong report or
valuation madeby him and included in the prospectus. Also heisliableto pay compensation
under Section 62. However heshall not beliable if he proves that:

i) havinggiven hisconsent, he withdrew it in writing before delivery of acopy of the
prospectusfor registration with the Registrar of Companies; or

i) 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
writing, and gave reasonable public notice of the withdrawal and his reasons therefore;
or

iii) he was competent to make the statement, and believed on reasonabl e grounds that it was
true.

{

7.6.4 Criminal Liability for Misstatementsin the Prospectus

Section 63 of the Act also providesfor criminal ligbility for misstatements. It provides that
where a prospectuscontains a misstatement, every person who authorised the issue of the
prospectusshall be punishable with imprisonment for a t e n which may extend to two
years, or fine which may extend up to five thousand rupees, or with both, unless he proves

a) that thestatement wasimmaterial, or
b) that he had reasonable ground to believe and did up to the time of the issue of the
prospectus believe that the statement was true.

However, Section 63(2) exempts expertsfrom liability under this section. The Act hasalso
laid down penalty for fraudulently inducing persons to invest money. According to Section
68, any person who knowingly or recklessly makes any statement, promise or forecast
whichisfalse, deceptive or misleading, or dishonestly conceals materia factssoasto
induceor attemptsto induce another person to subscribe to theshares of acompany, shall be
punishablewith imprisonment for a term which may extend tofive years, or with fine which
may extend to ten thousand rupees, or with both,

Check Your ProgressB

- 1) Whatismeant by ""Minimum Subscription™ ?

3) What isthecriminal liability of a person who authorisesthe issue of a prospectus
containing untrue statements?
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4) Statewhether thefollowing statementsare True or False.
iy Nocompany can proceed to dlot sharesfor thefirst time unlessthe amount stated

in the prospectus as minimum subscription has been subscribed.

ii) A person can avoid the contract to purchase sharesin the company even if he has
purchased shares in the open market and has not gone through the prospectus
containing untruestatements.

iii) The minimum subscription amount is that minimum amount which a subscriber lo
the Memorandum of Association must pay to the company.

iv) An allottee of shares can retain the shares and can sue the company for damagesin
case hefinds that the prospectus contained untrue statements.

v) Adirector can avoid liahility for misstatementsin the prospectusif provesthat he
has reasonable ground to believethat the statement aleged to be untrueis true.

vi) Anexpert is not criminaly liablein respect of misstatementsin the prospectus.

5) Choosethe correct alternative in thefollowing sentences.
i) Wherea prospecttus contains untrue statements, the personswho authorised its

issue are punishable with fine up to
a Rs. 1000
b Rs 2000
c) Rs.5000
ii) A staternent in lieu of prospectusis to be issued by
public company which arrangescapital privately
b) aprivate company
c) every publiccompany

/7 LETUSSUM UP

A prospectusisissued by a public company inviting membersof the public to subscribe to
itssharescapital or debenture issue. In this way, ahuge amount of money is collected by a
company from people spread in the nook and comersof the country. In order to protect the
interests of the investors, the CompaniesAct, 1956 has made elaborate provisionsregarding
theissueof prospectus.

The Companies Act, 1956 prescribes the contents of a prospectus. Every prospectus issued
to the public mjust include al the mattersand the reports which are required to be included
by law. In thisway, theinvestorsget the complete information about the company. They
can, then make up their mind as to subscribe to the share capital of acompany or not.

The CompaniesAct expectsthose who issue prospectusto disclose each and every fact
accurately as isrequired to be disclosed. Also if somematerial information isomitted from
the prospectus, it will have serious consequences. Therefore, if some statementsincluded in
the prospectusare untrue, or omitted therefrom, then the law providesfor civil and crimini)
lighility of promoters, directors, experts etc.

Theallottee of shares, in case he discovers misstatementsin the prospectuscen avoid the
contract to purchase shares. Also he can claim damagefor theloss sustained by him on
account of misstatements in the prospectus.

7.8 KEY WORDS

Minimum Subscription: It is that amount, which in the opinion of promotersor directors
. must beraised by the issue df sharesto providefor certain mattersas are given in the
Companies Act, 1956.

Prospectus: It isadocument issued by acompany inviting members of the public to
subscribeto itsshare capital.

Statement in lieu of Prospectus: Thisstatement is required to befiled with the Registrar of
Companies by a public company which is arranging capital privately.
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710 ANSWERSTO CHECK YOUR PROGRESS

A

B

i)False ii) True iii)True iv)True v)True vi)False vii) True viii)True.
i) Prospectus i) Prospectus i) Registrar of Companies iv) Public

i)True ii)Fdse iii)Fase iv)Fase v)Fadse vi)True.

i)c ii)a

abhob

711 TERMINAL QUESTIONS/EXERCISES

Definethe term prospectus.

What is the purposeof a prospectus?

Enumeratesome of the particulars which are required to beincluded in a prospectus.

What do you mean by “ issued to the public™? Illustrate your answer.

What is a" satement in lieu of prospectus” ?

Writean explanatory noteon**Minimum Subscription™.

What are the remediescf an allottee of shareswho applied on thefaith of a prospectus

containing untrue statements, against i) the company, ii) directors of the company.

Describethe defences which are available to directors who are sued by an allottee for

compensation for misstatementsin the prospectus.

Answer thefollowing problems, giving reasons.

i) Ramesh appliedfor 100 sharesin a company in pursuanceof a prospectus. Can he
withdraw hisapplication to buy shares?

ii) A company issued a prospectuscontai ning misstatements. Mohan received a copy
of the prospectusbut did not apply for shares. Subsequently, Mohan bought 1,000
sharesin the'open market. When he learnt about misstatements, he wanted to
rescind the cantract. Will he succeed?

ili) A prospectuscontained untrue statementsof material facts. A subscriber suffered
someloss asaresult of the misstatement. He wantsto retain the sharesand claim
damagesfor loss. Can hedo so?

iv) Thedirectorsaf acompany authorised the issueof aprospectus containing ’some
statements which they honestly believed to be true but in fact they werenot ture,
Can the directors be held liable?

V) Naresh appliedfor 500 sharesin acompany in afictitious name. The shares were
alotted in thefictitious name. Will he beliable?

vi) Suresh, an allottee of shares, came to know about the misstatementsin the
prospectus. But he did not takeany action against the company for nine monthsan
attended a general meeting of the company. Now he wants to rescind the contract.
Will he succeed?

vii) Gopal appliedfor sharesin the company on the basis of a prospectus which
contained a misstatement. Shares were alotted to Gopal who transferred them to
Virendra. Can Virendrarescind the contract on the ground of misstatement?

Hints

i)

Rarnesh can withdraw his offer anytime before allotment.

i) No. Mohan cannot rescind the contract because he has bought sharesin the open market

and heis not induced by the prospectus.

iii) Yes, Hecan claimdamages(Sec. 62)
iv) No. They can escapeliability by proving that they honestly believed the statement to tx:

true.

V) Yes Hecanbeimprisonedfor aterm up tofive years



vi) No. He cannot rescind the contract after nine months and by attending the general
meeting, he has lost hisright.

vii) Virendra cannot bring an action for rescission. Only the original allottee of sharescan
rescind the contract.

Note These questions will help you to understand the unit better. Try to write
answers for them. But do not submit your answersto the University. These
arefor your practice only.
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UNIT 8 SHARE AND LOAN CAPITAL
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8.0 OBJECTIVES

After studying this unit, you should be able to:

explain the meaning of sharesand typesd shares

describe the types of capital

distinguish between sharesand stock

explain the meaning of debenture

classify debentures

distinguish between sharesand debentures

explain the meaning of the term 'deposits

list the rules regarding acceptance of deposits by companies.

e o ¢ © @ & o o

8.1 INTRODUCTION

Y ou havelearnt that a public company raisesthe necessary funds by issuing sharesand
debenturesand by accepting deposits from the public. In thisunit you will learn about
the meaning of sharecapital, varioustypesof shares, meaning and typesof debentures
and the rulesregarding the acceptance of depositsfrom the public.

8.2

MEANING AND TYPES OF SHARE CAPITAL

Y ou know that to carry on any business, some money is needed. The term ‘capital’
usually means a particular anount of money with which a businessisstarted. In thecase .
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of acompany where large amount of money is required, it is raised by the issue of
shares. The amount so raised is called the 'share capital' of: the company.

A company limited by shares should state its amount of share capital in the
memorandum of association. Thecapital clause of the memorandum of association also
statesthe amount of capital and thisamount isdivided into specified number of shares
of afixed amount. For example, the share capital d a company may be divided into
sharesof Rs. 10each. Thepersons contributing towards the sharecapital are known as
'shareholders’. Yeu should aote that the money borrowed by thecompany by issuing
debentures, isnot part of the share capital of the company. Itisin the-form of along-term
loan to the company.

In view of the stagesinvolved in collecting the money on shares, the share capital of a
company may be classified asfollows:

1) Nominalor Authorised Capital: It referstotheamount stated in thememorandum of
association aSthe capital of the company with which it isto be registered. Thisisthe
maximum amount of capital which a company isauthorised to raise by issuing the
shares. Thisisalsoknown as'registered capital’, asthisistheamount of capital with
which the company 1+ registered. This amount isdivided into sharesof afixed
amount. The amount of nominal capital is determined on the basis of present and
futurecapital needs of the company. It can’be increased or decreased by adopting
the prescribed legal procedure.

2) Issued Capital: It isthat part of the authorised capital which isissued to the public
forsubscription, Itisnot necessary for acompany to issueall the nominal capital in
the beginning itself. In fact, theterm 'issued capital' meansthat part of the share
capital which has becn actually issued or allotted by the company. Therefore, the
issued capital can never be more than the authorised capital. It can at the most be
equal to the nominal capital. The balance,of nominal capital remaining to beissued
iscalled 'unissued capital'.

3) Subscribed Capital: |t isthat part of theissued capital which has been actually
subscribed by the public. In other words, it isthat 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.
Thisisso, breruse the company cannot accept for subscription an amount greater
than the issued amount. Where the sharesissued for subscription are wholly
subscribed, issued capital will be the same as the subscribed capital. Thisdistinction
between the issued and subscribed capital is only relevant fromtheaccountants paint
of view. Thelaw-does not recognise thisdifferenceand usesthetwoin the same sense.

4) Called-up Capital: It isthat part of nominal value of issued capital which has been
called-up or demanded on the shares by the company. Normally, a company does
not collect the full amount on sharesit has allotted. It collectsit in instalments
known as application money, allotment money, first call, second call and soon, The

.amount of instalrnentswhich 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 thisamount as and when called.

5) Paid-up Capital: Itisthat part of the called-up capital which has actually been
received fromtheshareholders. For example, acompany hascalled-up Rs. 51akhs,
but it has actually received Rs. 4,90,000, then Rs. 4,90,000 is the paid-upcapital of
thecompany. Theamount not paid in respect of allotment and calls made isknown
as'calsin arrears. In the above example, Rs. 10,000 isthe amount of callsin
arrears. In casethereareno callsin arrears, the paid-up capital will be the sameas:
the called-upcapital.

6) ReserveCapital: That part of theuncalled capital of acompany which it hasdecided,
by special resolution, not to call except in the event, and for the purpose of the
winding up of the company, iscalled the 'reserve capital'. The company cannot
demand such uncalled amount during itslife-time. The reserve capital cannot be
turned into equity capital without the permission of the court and cannot be
cancelled at the time of reduction of capital. It isavailable only for the creditorson
winding up of the company.



8.3 MEANING AND TYPESOF SHARES

8.3.1 Meaningof a Share

Y ou learnt that the capital of the company isdivided into different unitsof afixed
amount. Each of such unit iscalled a'share'. Section 2(46) of the Companies Act
definesashare, "as asharein the share capital of the company, and includes stock
except Where adistinction between stock and shares isexpressed or implied.” This
definition issimple but is not exhaustive asit failsto bring out the true natureof ashare.

In Boreland’s Trusteev. Steel Bros., Justice Farewell defined the share as, "ashareis
the interest of shareholder in the company, measured by asum of money for the
purpose of liability and dividendsin thefirst place, and of interest in the second, and
also consisting of a series of contractsentered into by al the shareholders inter se in
accordance with the provisionsof the Companies Act and articles of association.”
Thus, ashare isnot asum of money, but isan interest measured by sum of money and
made up of various rights contained in the contract.

In the Commissioner of IncomeTax v. Standard Vacuume Oil Company, the Supreme
Court of India defined ashare thus "By ashare in the company is meant not any sum
of money but an interest measured by asum of money and made up of diverse rights
conferred on itsholders by the articlesof the company which constitute a contract
between him and the company."

A sharecarries 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.
Theholder of ashareisissued ashar ecertificatewhich showsthat theholder ther eof has
a proportionateshareor interest in thecapital of the company. Theshare certificate
specifies the number of shares held by any shareholder.

A share in acompany isachose-in-action, which meansthat the property is not in the
immediate physical possession of the person, but he has a right to the property which
can beenforced by legal action. A shareisalso regarded asgoods under Section 2(7) of
the Sale of Goods Act. Section 82 of the Companies Act provides that the share isa
movable property transferablein 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 abagof wheat isamovable property. Thussharescannotbe transferred
by meredelivery asin thecase of movable property. Y oushould alsoremember that a
share certificate, though it can be transferred to another person, is not a negotiable
instrument.

8.3.2 Typesof Shares

According to Section 86 of the Companies Act, 1956, the share Capital of a company
limited by sharesformed after the commencement of the Act of 1956, or issued after

. such commencement shall be of two types, namely, (a) preferenceshare capital and (b)
Equity share capital. Thus a public limited company can issue only two types of shares
—(a) Equity shares and (b) preference shares.

Equity Shares: All shares which are not preference sharesare 'equity shares. These
sharescarry no special privileges arid their rightsand liabilitiesare governed by the
articles of association of the company. In the eyesof law, equity shareholders are not
the owners of the company, because a company hasitsown independent legal entity.
Dividend is paid to the holders of these shares after the preference dividend at afixed
rate hasbeen paid. Therate of dividend payable on thesesharesisnot fixed and keeps
on changing from year to year depending on the amount of profitsavailable for
distribution. On theliquidation of the company, the claims of equity shareholders are
satisfiedonly after satisfying all other claims. Equity shareholdershave aright to vote
on variousresolutionsin proportion to hisshare of the paid-up equity capital, whereas
preferenceshareholders have, generally, no voting rights.

PreferenceShares

Under Section 85(1) of'the Companies Act, a preference share isone which fulfilsthe
followitl two conditons: !

Share and Loan Capita
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a) With respect of dividend, it carriesa preferential right to be paid a fixed amount or
an amount calculated at afixed rate.

b) Withrespect of capital, it carriesa preferential right to berepaid the amount of the
capital paid-upin theevent of winding up o the company. In other wordsthe amount
paid on preference shares must be paid back before anything ispaid to the equity
shareholders.

The above two conditionsclearly show that the preference sharescarry a preferential
right to receivedividend. However, the amount or rate of dividend is fixed. Similarly,
at the time of winding up of thecompany, the preference shareholders are paid their
amount prior to the payment to equity shareholders.

Types of PreferenceShares: The preference shares may be of the following types:'.

iy  CumulativePreferenceShares: Thesesharesareentitled todividend at afixed rate
whether there are profitsor no profits. If inaparticular year due to inadequate
amount of profits, the dividend could not be paid, then the unpaid dividend shall
becarried forward to the subsequent yearsand shall be paid in thesucceeding year
out of the profits dongwith the fixed dividendsfor that year. Since the dividends
can beaccumulated, they arecalled 'cumulativepreference shares'. Inthecaseof
such shares the dividend keeps on accumulating until it isfully paid. Y ou should
note that all preference shares are presumed to be cumulative unlessexpressy
stated in the articlesto be non-cumulative.

ii) Non-CumulativePreference Shares: These are the shares on which the dividend
does not go on accumulating. If in a particular year thereare no profits or profits
are inadequate, the shareholders shall not get anythingor receive a partial
dividend and they cannot claimthearrearsof dividendsin thesubsequent year. In
simple words, on such shares the unpaid dividendsdo not accumulate but lapse,
i.e., theshareholders lose them forever.

iii) ParticipatingPreferenceShares. Theholders of such sharesareentitled toreceive
dividend at afixed rate and, in addition, they havearight to participatein the
surplus profitsalong with equity shareholders after divided at a.certain rats has
been paid to equity shareholders. In theevent of winding up, if after paying back
both the preference and equity shareholders, there are surplus assets, then the
holdersof such shares shall beentitled to sharein the surplus assetsaswell. Such
shares can beissued only if thereis a clear provision in the memorandum or
articles of associationor thetermsof issue.

iv) Non-Participating PreferenceShares. The holders of such sharesare entitled to
only afixed rate d dividend and do not participate further in the surplus profits.
If thearticlesaresilent, al preferencesharesare deemed to be non-participating.

v) ConvertiblePreferenceShares: The holdersadf suchshareshavearight toconvert

these sharesinto equity shareswithin acertain period.

vi) Non-convertible Preference Share: Thepreferenceshares, wherethe holdershave
no right to convert their sharesinto equity shares are known as non-convertible
preference shares.

vii) RedeemablePreference Shares: Ordinarily, the amounts received by the company
on sharesis not returned except on thewinding up of the company. A company
limited by shares, if authorised hy itsarticles, may issue preference shareswhich
are to be redeemed or repaid after a certain fixed period. Thus, the amounts
received on such shares-canbereturned duringthelife-timeof thecompany. Such
shares are termed as redeemabl e preference shares. Under Section 80 of the
Companies Act, a company may issue such shares subject to thefollowing
conditions:

a) Only such sharesshall be redeemed which arefully paid-up.

b) Suchsharesshall beredeemed only out of the profitsof thecompany available
for dividendsor out of the proceedsdf afreshissueof sharesissued for this
specific purpose.

c) If premiumis payableon redemption, it should be providedfor out of the

profitsor out of company's share premium account, before the shares are
redeemed.



viii)

ix)

d) In case the shares are redeemed out o profits, then an amount cqual to the
amount payableon redemption should be transferred to o Capital Redemption
Reserve Account.

The Amendment Act of 1988 introduced a new Section 80-A | (effective from
15.6.1938) which provides for compulsory redemption of alt unredeemed
preference shares within five yearstrom the commencement of the Amendment
Act of 1988. According to Section 8U(5-A) of the Amendment Act of 1988, no
company can issue (after 15.6.1988) irredeemabl e preference shares or which are
redeemable 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
redeemabl e within ten yearsof itsissue. You should. however, remember that the
redemiption of preference shares should not be considered as reduction in the
amount of authorised capital o the company.

Irredeemable Preference Shares: Such shares constitute perinanent capital of the
company. The amount of such shares cannot be refunded before the winding up
of the company. The Amendment Act of 1988 has prohibiied the issve of such
shares, All existing irredeemable preference shares mugi be redeemed within five
yearsfrom 15.6.1988 and if they are ot redeemabie before the cxpiry of ten years
{rom thedate of issue, then such shares must be 1edeened as per the terms of issue
or within a period of ten years from the commencement of the Amendment Act,
1988, whichever iscarlicr.

Cumaualative Convertible Preference (CCF) Shares: These shares were introduced

by the Government of India by a notification issued in 1985, These 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 sharesshall ordinarily be Rs. 100 and therate of dividend shall be 10 per cens.

These shares can be issued to the extent of issued equity shares. These shares are

to be compulsorily converted into equity shares after the end o three years and
before the end of five years.

From theabove discussion, itisclear that there arcdifferent typesot preference shares
based on different factors. Figure &. 1 will help you in recapitulation of their

classification.
Figure 8.1
Types of Preference Shares
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8.4 MEANING OF STOCK

Stoc

k is the aggregate consolidated holdings of the share capital d ;1 person. In simple

words, it meansanumber of shares put together inabundle. The stock isexpressedin
termsof money and not asso many shares. Stock can be split into fractions of any

amo

unt without regard to the original face value o thie share. The main advantage ot

stock isthat the shareholder can transfer any portion of it as he likes.

S
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You have learnt in Section 2(46) of the Act that ashare includesstock except where a
distinction isintended. Thus, acompany, if authorised by its articles, can convert its
fully paid-upsharesintostock by passing an ordinary resolution. From thisit should be
clear toyou that acompany cannot makean original issue of thestock. When the shares
are converted into stock, the company must give a notice to the Registrar of such
conversion within thirty days of doing so. On conversion of shares into stock, the
register of members must show theamount of stock hetd by each member instead of tht
amount of shares. For example,a member may be holdingonethousand equity sharss'
of Rs. 10 each, fully paid-up. When theseshares are converted into stock, he becomes
thestockholder owning Rs. 10,000 worth of stock.

Conversion of sharesinto stock doesnot alter the rel ationship between the holder and
the company, thestockholder till remains amember. The holders of stock shall have
the same rights as regards dividends, voting at meetingsof the company asif they held
the sharesfrom which the stock arose. Thestock isalso transferable like shares. Y ou
should note that stock canalso be reconverted intofully paid-upshares by an ordinary
resolution.

Distinction Between Share and Stock: In Section 8.4 of this Unit you learnt that stock
possesses all thefeatures o a share, but thereare many pointsof difference between
thetwo. These areasfollows:

SHARE STOCK

i) Asharemay bepartly paid i) Stockisaways
uporfully paid up. fully paid up.

i)  Sharescanbeissued i)  Stock cannot beissued
initally tothe originallytothe
public. public.

iii) Asharehasa iii) A stock hasno
nominal value. nominal value.

iv) A sharehasadistinctive iv) A stock hasnosuch
number whichdistinguishes number but hasa
itfrom other shares. consolidated value.

v) Ashareistransferableasawhole . v) A stock canbe
i.e. it cannot betransferred transferred in
infractions. anyfractions.

vi) Allthesharesare vi) Thestock may bedf
of equal denomination. unegual amount.

vii) Sharescan beissued vii) Stock can beissuéd
by any company - only by apublic
publicor private. company limited by shares.

Check Your ProgressA
1) What is meant by sharecapital of acompany?
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3) Define apreferenceshare.

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

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

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

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

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

6) Read the followingcarefully and put atick (/) mark against correct answer.
i) Theauthorised share capital of the company is.

a) specified in the memorandum of association ( )

b) specifiedin thearticlesof association ¢ )

c) notspecified anywhere , ( )
ii) Share capital of a company means;

a) equity share capital « )

b) preference share capital ( )

c) equity and preference share capital (G

. d) equity and preferenceshare capital
and debentures « )
ili) Thesubscribed capital of company is:

a) never morethan theissued capital ()
b) never lessthan theissued capital « )
¢) awaysequal totheissued capital ¢ )

iv) When shares are converted into stock, a notice:
ity isrequired tob¢ given within 15 days

tothe Registrar ( )
b) isrequired tobegiven within 30days
tothe Registrar. ( )

c) isnot required tO be given toanyone
~ except theshareholders « )
V) A company may convert al or any of itsfully paid up sharesinto stock:
g_) by passing aspecial resolution
b) by passingan ordinary resolution
c) withtheapproval of the Company Law Board

d) withthepermissiofi-of theCentral Government.

—_— e~
e e e

7) State whether the fellowing.statements are-True or False.
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1) Share capital meansthe capital raised by thecompany by theissue of sharesand

d.oentures.

ii) Reservecapital of « company is availablefor the creditorson the winding up of
thecompany.

iii) Sharesand stock can bedirectly issued to the public.

iv) Any company canconvert itssharesinto stock whenever it desires.

v} Equity shareholders havearight toreceive dividend at afixed rate.

vi) Preferenceshareholders have, generally, no voting rights.

vii) A company canr 'tissue irredeemable preferenceshares.

viit} Reacemable r: oference sharescannot be redeemed nut of the proceedsof a

freshissue of shares made for the purpose of redemption.

85 MEANING AND TYFi€ C ¢ DEBENTURES

8.5.1 Meaningand Characteristics

The most common form of raising loan from the public isby issuc of debentures. A
certificate issued by the company undr: i .. seal acknowledging a dcht due by it to its
holder, is known asdebenture. The mos. cssential feature of a debenture is the
admission or record of indebtedness. According to Chittv, J. " dcbenturc means a
document which either creates a debt acknowledges it. and any document which
fulfilseither of these conditionsisa debenture." Section 2(12) nf the Companies Act
states that a'debenture includesdebenturestock. bonds und any other securitics of the
company whether constituting a charge on the Company’s assets or not'. In simple
words. it means a document which either creates a dcht or acknowledgesit. A
debenture containsthe terms and conditions of its issue, It may also be stated in the
debenture that the company shall pay buck the money st a specified date and till that
date, interest at a fixed rate shall be paid to the debenture holders. A dcbenturc usually
carriesacharge or mortgage on the assets of the company, hut it may be without a
chargc as well because debentures may be unsecured.

From the above explanation of the term 'debenture’, the main characteristics of a
debenture can be summarised as follows:

1) A debenture isin theform of acertificate issued under the scal of the company.
However, the seal d the company is not necessary for the validity of adebenture,

2) Thiscertificate isan acknowledgement of debt by the company toits holdcr.

3) A debenture usualy provides for the repayment of a specified principal sum on a
specified date. However, there isno restriction on the issuc of irredeemable
debentures.

4) It usually providesfor the payment of interest at regular intervalsat fixed dates until
the principal amount iscompletely paid back.

5) Usually adebenture contains a charge on the assets of the company. Such acharge
may cither be afixed charge or afloating charge. However, a debenture miiy also
be issued without any chargeon company's asscts.

6) Debenture certificates are freely transferable just like shares.

7) Debentures arc generally issucd in series hut even a single debenture issucd to one
person isquite valid.

&) A debenture holder bas no right to vote at any meeting of the company.

8,5.2 Types of Debentures

A compuny can issue varioustypes of debentureswhich can be classified on the basis of
security. permanence.convertibility, and records.



Let usnow explain al of them one by one.

I) Registered arid Bearer Debentures: Registered debentures are madeout in the name
of a particular person, whose name isrecorded in the company's register of
debentures. The name of the debenturcholder appears in the debenture certificate.
Such debentures are transferable in the same manner as shares by transfer decds.
Interest on such debenturesis payable to the person whose name is registered with
the company in the register of de hcmurcholders Bearer debentures are those
which are payable to the bearer (i.e. the holder of the debenture). The company
keeps no register of such debentureholders. Like negotiable instruments, bearer
debentures are transferable by mere delivery. Interest on such debentures ispayable
on the basis of coupons attached with the debenture certificate.

2) Secured and Unsecured Debentures: Secured debenturcs are those debentures
which are sccured either by the mortgage of a particular assct of the company known
as'Fixed Charge' or by the mortgage of general assets of the compiny known as
‘Floatihg Charge’. Secured debentures are also known as*Mortgage debentures'.
Unsecured debentures, on the other hand arc those dcbenturcs which arc not
secured by any charge or mortgage on any property of the company. Unsecured
debenturesarc also known as ‘Naked debenturcs'. The debenturcholdcrsof such
debenturcs arc the unsecured creditors of the company. Only good companics of
strong financial standing can issue such naked debenturcs.

3) Redeemable and Irredeemable Debentures: Redeemable debentures means such
debentures which arc repayable after a specified period. A redeemed debenture
may be re-issued until it iscancelled. Upon the re-issueof redcemcd debcenturcs, the
debenturcholdcrs will continue to have the same rights and privileges asif the
debenturcshad never been redeemed. [rredeemable debentures, on the other
hand, are those dcbentures for which no fixed date isspecified for repayment and
the holders of which cannot compel the company to redeem them as long as the
company is functioning and docs not make default in interest payment.
Irredeemabledchbenturesarc also known as perpetual dchentures. It should be
noted that whether debenturesareredeemableor irredeemable, they become
immediately payable when the company goesinto liquidation. Normally companies
issuc redeemable debentures.

4) Convertible and Non-Convertible Dehentures: Convertible dchentures are those
wherein the debenture holder 15 given an option to convert their debentures into
eqmty sharesin thecompany at astated rate of exchangeon theexpiry of aspecified
perlod On conversion, the debenture holders become the members of the company,
Non-convertible debentures, on the other hand. are those debenturesfor which the
debentureholder does not have any right for conversion into equity shares.

The classification of debentures is shown in Figure 8.2

Figure§.2

Debentures

I ! | | A

Based on Transferability Based on Security Based on Redeemability Based on convertability
- L
Registered Bearer Secured  Unsecured or Redeembale  drredgemabie  Convertible  Non-convertible
Naked

8.6 DIFFERENCE BETWEEN SHARES
AND DEBENTURES

Y ou have learnt that just asshares arc uniform partsd the share capital. dcbenturcs
are uniform part of the loan capital of a company. But it is neccssary to distinguish
between a share and adebenture because the rightsand privileges as also the liabilities
accompanying these instruments are very much diffcrent from one another. The main
points of differcnce are asfollows:

Shure und Loan Capital
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2)

3)

6)

7)

8)

9)

10)

11)

Shareholdersarc owners of the company whereas the debenture holdersare
creditors of the company. Therefore, while the sharehol ders have a multi-faceted
interest in the welfare of the company, the debentureholders havea very limited
interest (limited to receiving interest on time) in the company.

A shareholder enjoys the rights of proprietorship of acompany whereas a
debentureholder can enjoy the rights of alender only.

A shareholder hasaright of control over theworking of the company by attending
and voting in the general meeting. They are able to decisively influencethe
composition of Board of Directors and other senior management positions. The .
debentureholdersdo not have any voting right, and therefore, they are unable to
exercise any such influence.

A shareholder isentitled to receive dividend when there are profits. The rate of
dividend variesfrom year to year depending upon the amount of profit. On the

‘other hand, the debentureholders areentitled to interest at afixed rate which the

company must pay whether or not there are profits.

A debentureholder gets afixed rate of interest per annum payable on fixed dates’
whereasashareholder getsadividend far higher if thecompany earnsgood profits.

In respect of shares, dividend ispayableonly when the proposal to pay dividend is
passed by theshareholdersat theannual general meetingof thecompany. Thereis
no need of such approval in the caseof payment of interest on debentures.

Dividend on shares is not a charge against profit, Interest on debentures, on the
other hand, isachargeagainst profitsand isdeducted from profitsfor the purpose
of calculating tax liability.

A shareholder hasaclaim on the accumulated profits of the cefapany and is
normally rewarded with bonus shares whereasa debentureholder has no such-
claims whatsoever after he has been paid the interest amount.
Shareholderscannot be paid back (except in caseof redeemabl e preferenceshares)
so long as the company isagoing concern. Debentures are normally issued for a
specified period after which they are repaid.

A company cannot purchase its own shares from the market whereasit can
purchase its own debentures and cancel them or re-issue them.

In theevent o winding up, shareholders cannot claim payment unless all qutside

creditors have been paid in full. Debenturcholders being secured creditorsget
priority in payment over the shareholders.

Check Your Progressi
1) What isadebenture'?

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

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

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

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

...........................................................................................................
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4) Fill in the blanks:

i) A debenture 15 the o ooeveeeerrrriii capital of the company.
ii) A shareholderisthe oo, of the company and

debenturehOIAEr is «rererrrerrmrrrimrrineriiee e of the company.
iii) Convertible debenture are CONVETLEU INLO «rrrrrrrrr i
iv) Debentureholders «eeevovvvrniiiinnn vote at the meetings of the company.

v) Asregardsreturn of principal, debentures will havea --«-«-v-oveeremeinn,
claimascompared to shares.

vi) Debentures usually have a *57irrrirrmrs e on the assets
of thecompany.

5) State whether the following statementsare True or False.
i) A registered debentureisregarded asa negotiable instrument.
ii) A debentureholder hasthe right tovote jn the meetingsof the company.
iii) A debentureholder isusualy a.secured creditor of thecompany.
iv) Redeemeddebentures cannot beissued again.
v) A company must maintain aRegister of debentures. .

vi) Inadditiontotheright of receiving interest at a hxed rate, debentureholders
havearight toshareinthe profitsaswell.

vii) Interest on debenturesispayableonly when the company.has earned profits.

8.7 PUBLIC DEPOSITS

Y ou have learnt about the two main sources of raising funds by acompany i.e. shares
and debentures. Public deposit is another important source of meeting short-term
capital requirements. Inorder to attract deposits, companiesoften offered interest at a
high rate and accepted deposits far beyond their capacities. Asa result thereof, many
companiesfailed to repay the depositson due dates and some of them even went into
‘liquidation. In order to protect the interest of depositorsand to ensure that the
companiesdo not indulge in wrecklessborrowings, two new Sections58A and 58B were
introduced by the Amendment Act of 1974. Government has'now the powersto
regulate the limits, manner and conditions of acceptance of public deposits by
companies. For this purpose Companies(Acceptance of Deposits) Rules; 1975have been
framed.

8.7.1 Meaningof Deposit

According to Explanation to Section 58A of the Companies Act, the term 'deposit’
meansany deposit of money with, and includes any amount borrowed by acompany.
Deposit includesal typesof deposits— public or private. It includes inter-company
deposits.

A number of amounts received by the company are not considered asdeposits within
the meaning of thissection. Thefollowing amounts are not treated as deposits:

i) Any amount received from the central or astate government or from a local
authority or aforeign government.

ii) Any amount received asaloan from any banking company or from State Bank of
Indiaoritssubsidiaries or from a co-operative bank.

iii) Any amount received asa loan from financial institutionssuch as Industrial
Finance Corporation of India, State Finance Corporations, Unit Trust of India.
Industrial Development Bank, Life Insurance Corporation of India, etc. 15
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iv) Anyameunt received by a company from any other company

v)  Amounts received by way of security deposits from employees.

Amnents received as security or as an advance from any purchasing or s¢lling
agen! or other ageuts in courseof or lor the purpose df business of the company

or an amount o advance received from customers for supply of gooeds or for
rendering of any service.

vi)

vil) Amounts received by way of subscriptions to any shares stock or debentures
pending their allotment.

viii) Amounts received in trust ar any amount in transit.

8.7.2 Deposits and Lean

Sonic geople say that deposits are nothing hut akind of loan, but thisis not true. —
Whether a particular transaction 1s a deposit or Joan, we should see theintention of the
parties and all the circumstanices ot the case. Deposit and |oan, both arerepayable. The
real point of distinction is when the repayment 1s to be made. A loan is repayable the
minute it 1s incurred. But thisis not sowith adeposit. Depositsare repayable upon the
maturity date fixed therefore or according to the terms of the agreement. In simple
words, unlike aloan, there isnoimmediate obligation to repay in the case of adeposit.

8§.7.3 Deposits and Debentures

Some persons put depositsand debentures in the same category because the ele ment of
indabiedness iscommon. Rut it iSnot true, deposits are repayable after the expiry o
six months but not later than thirty six months from the date of acceptance or renewal
of such deposits. Thus, the period of deposit isrestricted while there isnosuch limit in
case of debentures. Then, unlike debentures, dcposits are not transferable.

8.7.4 Rules regarding Acceptance of Deposits

Theacceptance of depositsby non-banking and non-financial companies arecontrolled
by'the Reserve Bank of India. As per tlic new Section 58 A the control on acceptance of
deposits by non-banking and non-financial companies has been shifted to the central
government. The central government has delegated its powersand functionsin this
regard to the Compuiy Law Board (CLR). The rulesregarding acceptance of deposits
by acompany are asfollows:

1) A company desirousd raising funds through public dcposits has to give a public
advertisement in the newspapers showing therein the financial position,
management structure and other specified particulars of the company. The
advertisement should also give brief particularsof thelatest audited balance sheet
of the company and the proposed utilisation of thcmoney to be received as deposit.

Thecompany isrequired todeliver acopy of thisadvertisement to the Registrar of
Companies. In case a company docs nut want to give a public advertisement then
@ statement in lieu of such advertisement should be filed with the Registrar.

2) The company should provide to a prospective depositor aform for making an
application for deposit. T hisform should contain adeclaration, to besigned by the
depositor, to theeffect that thisdeposit isnot being made out of funds acquired by
him by borrowing or by accepting deposits.

3) Thecompany isrequired tofurnish to cacti of the depositorsareceipt inrespect of
each depositcontaining the information such asdate of deposit, name and address
of depositor, amount of deposit, rate of interest and the date of repayment.

4} A company can accept dcpositsfor a period which will not be lessthan six months
and nrore than thirty ax months. A finance company can accept deposits for a
petiod of sixty months,

A company may accept short-term deposits répayable not earlier than three months
hut not later than SIX months subject to the following two conditions:
4) The funds are necded to meet shart- term rquirement, and

b) The amount of such short-term Jeposits does nut exceed ten per cent o the paid-
up capital and free reserves.



However, in no case, acompany shall accept deposits repayable before three Shareand Loan Capital
months.

5) A company cannot accept or renew deposits payable on demand.

6) A company can accept depositsupto 25% of theaggregate of itspaid-upcapital and
freereserves. In addition, it can alsoraiseupto 10% of the paid-up capitaland free
reserves in the form of any deposit against an unsecured debenture or from its
shareholdersor any deposit guaranteed by the Directors of the company.

A finance company isallowed 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) Nogovernment company shall accept any deposits in excess of thirty-five per cent
of its paid-up capital and free reserves.

8) Nocompany shall invite or accept or renew any depositsin any form, on a rate of
interest exceeding fourteen per cent per annum (w.e.f. 1.4.87).

9) Every deposit accepted by acompany, shall unless renewed, be repaid in
accordance with the terms and conditions of such deposit. Where any deposit is
accepted by acompany in contravention of the provisionsof the Act or Rulesmade
by the Central Government, the deposit must be refunded within thirty daysfrom
thedate of acceptanceof such deposit. This period of 30days may beextended by
the Central Government by another period but not exceeding 30 days.

10) If acompany failsto make repayment of a deposit in accordance with the above
provisions, thecompany shall be punishable withafinewhichshall not belessthan
twice the amount not repaid and the court shall pay the.amount of deposit
remaining unpaid to the'depositor out of the amount of fine realised. In addition,
every officer of the company who isin default shall be punishable with
imprisonment for a term which may extend to five years and shall also be ligbleto
fine.

11) Whereacompany acceptsor invites any deposit in excess of the limits prescribed
or in contravention of the provisions of Section 58A(2) the punishment shall be:

a) wherethecontravention relatesto the acceptanceof deposit, the amount of fine
shall nct be lessthan the amount of the deposit so accepted.

b) where the contravention relates to the invitation of any deposit, the company
shall be punishablewith finewhich may extend to Rs. 1 lakh, but which shall not
belessthan Rs. 5,000.

In both these casesof acceptance or invitation of deposit in contravention, every
officer of thecompany whoisin default shall be punishable with imprisonment for
aterm which may extend to five yearsand shall also be liable tofine.

12) Every company acceptingdepositsisrequired to maintain oneor moreregisteresof
deposits containing al the required information and should be preserved in good
order for a period of not less than eight calendar years from the financial year m
whichthe last entry ismade in the register.

13) Every company accepting depositsshall also file Returnsof Depositsason 31st
Marchevery year before 30th Juneevery year with the Registrar of companiesand
the Reserve Bank of India.

Section 58A hasbeen amended by the Companies (Amendment) Act, 1988to provide
that in the event of the failure of acompany to repay any deposit or part thereof in
accordance with the termsand conditions of such deposit, the Company Law Board
may either on its own motion or on the application of the depositor, direct the company
to make repayment of such deposit forthwith or within such time and subject to such
conditions as may be specifiedin the order. However, before making any order the
CLB shall give a reasonable apportunity of being heard to the cornpany and to other
personsinterested in the matter.

Whoever fails to comply with any order made by CLB shall be punishable with .
imprisonment which may extend to three years and shall also be liable to afineof not
less than Rs. S0 for cvery day during which such non-compliance continues.

17
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Check Your.ProgressC
1) What is meant by deposits?

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

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

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

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

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

4) Fill in the blanks:
i) Rulesrelating to acceptance d deposits have been laid down in Section «......
of the Companies Act.
i) A company can accept upto .. ....eoeeinnnl et of thesum total of its
paid-up capital and free reservesfrom public asdeposits.

iii) A finance company Can raiSe UPtO  «evesrrrsrrrirminmsnnrinrrrannans the sum
of its paid-up capita and free reserves as deposits.

V) A COMPANY  cvrvvniiiiiiiire s e accept or renew deposits
payable on demand.

8.8 LET USSUM UP

Capital usualy meansthe amount of money with which the business of a company is
started. The memorandum of association of the company contains the capital clause
which provides the amount with which the company 1s going |0 he registered, thisis
Known asthe authorised or registered capitl of the compuny . Issued capital isthe
amount which iy actually 1ssued and allotied tothe public.

Thesharecapital of acompany isdivided into sharesof different types. A company can.
issueonly two types of shares- Preference and Equity. Equity shareholdersare thered
ownersof thecompany hut they don’t have any preferential right as to dividends or to
therepayment of capital. They arc cntitled to receivedividend only after the payment
to the preference sharcholders. Equ’ty shareholders have aright to uttend and vote at
the meetingsof the company. On the other hand preference shareholdershave two
preferential rights— (1) right toreceive dividend at afixed rateand (ii) right tothereturn
of capital in the event of winding up of thecompany. Preference shares may again be
of several typessuch ascumulative and non-cumulative, participatingand non-
participating, redeemable and irredeemable, convertible and non-convertible.

A company can also borrow money by issuing debentures. Debentureisan
acknowledgement of debt by the company. Debentureholders are entitled to receive



interest at afixed rate irrespective of the fact whether thete are profits or not.
Debenturesare 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 amount of deposits by acompany. The
depositsare accepted for aminimum period of six monthsand amaximum period of 36
months. The rate of interest payable on deposits is prescribed by the Company Law
Board, at present the rate of interest is14%. The Government %as laid down rules
regarding the acceptance of depositsfrom public and strict compliance is expected
failing which penalties shall be imposed. -

8.9 KEY WORDS

Share: A unit into which the capital &f the company isdivided.
Issued Capital: The amount of capital that isissued by acompany to public.

Preference Shares: Shares which carry preferential rights with reference to dividend
and the repayment of capital in the event of winding up of the company.

Stock: Aggregate of fully paid-up shares of a member.

Reserve Capital: That part of uncalled capital which can be called up only in the event
.of winding up of the company.

Debentures: A document acknowledging a debt by a company.

Bearer Debentures: Debentures which are transferable by delivery only.

Naked Debentures: Debentures which are 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 fully or partly convertible into equity
shares of the company.

Redeemable Debentures. Debentures which are repayable after the stipulated period.
Deposit: Any deposit of money with, and includes any amount borrowed by acompany.

8.10 ANSWERSTO CHECK YOUR PROGRESS

A 6) i) a i) c i) a iv) b v) b
7) i) Fase ii) True iii) False iv) Fase
v) False vi) True vii) True viii) False
‘B 4) # loan ii) owner, creditor iii) shares
ty) cannot v) prior vi) charge

5 i) Ease it) False iit) True - iv) Fase
V) True vi) Fase vii) False

C 4) i) 58A i) 25p.c. iii) ten times
iv). thirty six v) cannot.

8.11 TERMINAL QUESTIONS

1) What is meant by 'Registered Cai:)ital‘? What are the two kinds of share capital?
2) What isa reserved capital? Can acharge by created on reserve capital?

3) What do you mean by the term 'Share'? Distinguish betwen ‘Share’ and 'Stock'.
4) Enumeratethe provisions for redemption of preference shares.

Share and Loan Capital
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5) Distinguish betwees sharesand debentures.

6) State the manner, limitsand conditionssubject to which a company may accept
public deposits.

7) What are the consequences if a company contravenesany of the provisions of the
Companies (Acceptance of Deposit) Rules, 1975.

Note These questionswill help you to understand the unit better. Try to write
answersforthem. B do not submit your answer to the University. These
erefor your practice only.
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9.0 OBJECTIVES

After studying this unit, you should be able to:

e explain the meaning of allotment of shares

® deseribe the rules relating to allotment of shares
® explain the consequencer,of irregular allotment
[ J

list the circumstances under which the sharescan beissued at a discount and at a
premium

® explain the meaning of a share certificateand a share warrant, and distinguish
between the two

® explain the essentials of avalid call
® describe the circumstances under which the shares can be forfeited and reissued
® explain the rulesfor the surrender of shares.

9.1 INTRODUCTION

In Unit 8youlearnt about the variouskindsof shares and debentures that con beissued
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by a company. The CompaniesAct haslaid down detailed procedure for theissueand -
allotment of shares whicha company has tofollow. In thisunit you will learn about such
procedure including the detailed rulesrelating to the allotment of shares. In addition,
you will study the consequencesd irregular allotment, the rulesrel ating to theissue of
sharesat a premium or at adiscount, and the procedurefor theforfeiture and reissue

of forfeited shares.

9.2 ALLOTMENT OF SHARES

Y ou know that a public limited company invitessubscriptionsfrom the public and for
this purpose a prospectusis issued. In response to thisinvitation, the prospective
investors offerto buy shares by submitting the prescribed application form. If the
application isaccepted by the company, it proceedsto alot him the shares. With the
issueofthe latter of allotment, theoffer standsaccepted thereby givingrise to alegally
binding contract between the company and the shareholder. Thus, an allotment isthe
acceptance by the company of theoffer to purchaseshares.

Theterm 'Allotment’ has nowhere been defined in the Companies Act. It may be said
that allotment is an appropriation by the Board of directorsdf a certain number of
shares to aspecified person in response to hisapplication. In other words, allotment
means the appropriation out of the previously unappropriated capital of acompany, of
acertain number d sharesto aperson.

9.2.1 Noticeof Allotment

An alotment is the acceptance of an offer to take shares by an applicant, and like any
other acceptance, it must he communicated. Therecan be no binding contract unless
the acceptance of the offeris properly communicated. Thus, notice of allotment must
be given to the allottee. If the letter of allotment is properly postedi.e., itiscorrectly
addressed and stamped, acontract will ariseeven if theletter of allotment isdelayed or
lost in the courseof transit. In this letter of allotment, besidesother detailsof the
number of shares appliedfor, the number o sharesallotted etc., the allottee is asked
to pay the money die on alotment to the company's bankers within aspecified time
unlessthere is partial allotment and the allotment money isappropriated out of the
excessapplication money.

9.2.2 Rulesregarding Allotment of Shares

Therulesregardingallotment of sharescan bediscussed under the two broad headings
- (a)general rulesand (b) the legd rules.

General Rules

Y ou know that the allotment is the acceptance of an offer to purchase certain number
of shares. Therefore, the general rules relating to vaid acceptance of an offer must be
followed. The general rulesregarding allotment of shares are as foltows:

i) Theallotment must be made by proper authority: It istheduty of the Board of'
directorsto allot the shares. However, the Board may delegate this authority to
some other person or personsas per the provisionsd the articles of association.
Altotment of Shares made by an improper authority will makeit void.

if) Theallotment should be madewithin a reasonabletime: The offer to purchase
shares of the company must be accepted within a reasonable time otherwise the
applicants may refuse to take shares because after a reasonabl e time the offer
lapses. What isthe 'reasonable time' isaquestion of fact in each case.

iii) 1t must be communicated: The allotment of shares should be communicated to the
applicants. Posting of aproperly addressed and stamped | etter of allotment will be
taken asavalid communication, Even if thisletter of allotment isdelayed orlost in
transit, the allottee will beliable. ‘G’ applied for certain sharesin a company. The
letter o allotment wasdespatched to him but it never reached. It washeld that 'G'
wasliableas a shareholder (Household Fire InsuranceCo. Ltd. v. Grant).



iv) It mug beabsoluteand unconditional. The allotment of sharesmust conform tothe
termsand conditions of the application. If the allotment is not according to the
terms and conditions, the applicant may refuse to accept the shareseven though
allotment has been made to him. If the conditionsare not fulfilled, the applicant
must reject theshares promptly. Hissilenceor acceptancewill debar him fromthis

right.

Legal Rules

.You should note that so far asthe private companies are concerned, the Act does not
lay down any restrictionsasto theallotment of shares. But the Act haslaid down certain
restrictions regarding the allotment of shares by public companies.

When no public offer is made: Wherea public company does not offer itssharesto the
public but arranges the capital privately, the company cannot proceed with the
allotment unlessit fileswith the Registrar of Companiesat least three days before the
first allotment, a statement in lieu of prospectus. If the allotment is made in
contravention to thisprovision, it will betermed as'irregular allotment’ and it shall be
voidableat theoption of theallottee. In addition tothis, every officer of thecompany,
whoisa party tosuch allotment shall be punishable with fine which may extent to

Rs. 1,000.

When an Offer ismadeto thle Public: Where acompany offers to sharesto the public:

j) aprospectus must beissued and a copy of the same should be filed with the
Registrar. Y ou should note that the company cannot allot the shares immediately
after issuing the prospectus. No allotment can be made until the beginning of the
fifthday from the date of issue of prospectus. Thefifth day isto be counted from
the date of issue of prospectus was published or was otherwise notified to the
public. The beginning of thefifth day is known as'the time of the openingof the
subscription lists. Theobject of thisprovision isto enable the publicto go through
the prospectus and to decide whether to apply for the shares. The Companies Act,
however, does not specifically provide for the timeof closing the subscription list.
It meansthat the company may keep the subscription list open for any length of
timeit wants. According to stock exchange regulations where the sharesare listed
on any stock exchange, the subscription list must be kept open for at |east three
days, In such cases, the prospectus usually mentions the time of closing of the
subscription lists.

i) Minimumsubscription: Nocompany can proceed toallot sharesto the public until
the minimum subscription (which is90%-the issue amount) has been subscribed,
and the sum payable on applications for it has been received by the company in
cash. If thecompany doesnot receive the minimum subscription of 90% of theissue
amount, the entire subscription will berefunded to the applicants within 90 days
fromthedate of closureof theissue. If thereisadelay in refund of such amount by
more than ten days, the company isliable to pay interest at the rate of 15% per
annum for the delayed period.

iit) Applicationmoney: It istheamount which is payable on each share alongwith the _

application for purchase of shares. Theamount payable on application on each
shareshall not belessthan 5 per cent of the nominal amount of the share.

iv) Application money to be deposited in a scheduled bank: All the money received
from applicants must be deposited in ascheduled bank and it shall remain there
until the certificate to commence businessis received.

v) Allotment of sharestodealt in on stock exchange. According to Section 73(1) of
the Companies Act, every company intending to offer shares to the public for
subscription by the issue of a prospectusshall, before such issue, make an.
application tooneor morerecognised stock exchangesfor permission for theshares
to bedealt with in the stock exchange. Thus, now it is made compulsory that the
sharesmust belisted on a recognised exchange. The prospectus must state the name
of the stock exchange or each of such exchanges where the application has been
'made. ¥ the permission has not been granted before the expiry of ten weeksfrom
thedate of closing of the subscription lists, the company must immediately repay
the noney received fromi the applicants. Ifit is not repaid with in cigh  lavs, the
directorsshall beliable to repay it with interest at such rate, which s 1 beless
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than four per cent and more than fifteen per cent per annum. However adirector
may escape liability if he can provethat there was no negligence or misconduct on
hispart.

Subsequent allotment of shares: The rules regarding the subsequent allotment of
shares are the same as discussed above except the rule regarding minimum
subscription.

9.2.3 Procedureof Allotment

When the company receivesfrom bankersall theshareapplications, ashare application
list isprepared. Y ou should remember that only the names of such applicantsshould be
recorded who have paid the application money because an application without
application money is void. The directorswill seethat dl thelegal rules regarding
allotment have been complied with, then they will proceed withtheallotment of shares.
If theissue has been just-fully subscribed, then thereisno problem in allotment, the
directorscan allot to each applicant the number of shares asked for.

But the real difficulty arisesin case of over-subscription. Anissueissaid to be over.
subscribed if the number of shares applied for isgreater than the number of shares
availableforallotment. In caseof over-subscription, the applicants will havetobe
allotted less number of sharesthan applied for, it is known as partial allotment. A
schemeof basiset alletr.rent isframed in consultation with thestock exchange where the
sharesaretobe isted. .uits guidelinesthe Government hasemphasised that the scheme
of allotment should be framed in such a manner that the interests of genuinesmall
investor arepromoted and thewidest dispersal d the sharehol dingtakes place. Inorder
to ensure that no one corners amajor portion of the shares available, the multiple
application from the same person have been prohibited.

In case of over-subscription, the shares are allotted either by draw of lots (lottery): ar.
on pro-ratabasisi.e. by alloting shares to each applicarit in the proportion to the
number of sharesapplied for. In order to ensure that an applicant may not refuse tg
acceptasmaller number than appliedfor, the applicationform usually contain aclause
saying “l/We agreeto accept such sharesor any smaller number that may beallotted to
me/us.”

Accordingtothelatest guidelinesissued by the Controller of Capital | ssues, thecase of
equity shares, the companies are allowed, at their option, to retain over-subscribed
equity totheextent of 15per cent of theamount for which consent of the CCI hasbeen
sought.

Y ou should remember that when lesser number of shares are allotted to an applicant,
the excess application on money is not refunded to him but it istransferred to his
alotment amount ahd adjusted against the allotment money dué from him,

Incased under-subscription, the Board of directorshasonly to ensure that the
minimum subscription has been received, then they can proceed with the allotment
work. When the Board o directors passa resolution confirming the allotment and, if
for somereason, nosharesareallotted to an applicant, then aletter of regret issent te
him alongwitha crossed chequefor the refund of the share application money,

9.2.4 ReturnastoAllotment

You learnt the rules and the procedure of allotment of shares. Section 75 of tho
Companies Act provides that when acompany having ashare capital makes any
‘allotment of itsshares, the company must within 30daysdf theallotment, filewith the
Registrar areport known as"return asto allotment"”. The return must contain
particulars relating to the number and nominal amount of shares allotted, the names,
addresses and occupation of the allottees and the amount due or paid on allotment.

Wheresharesareallotted for consideration other than cash, thecompany will produce
for theinspection of the Registrar, acontract inwriting constituting contract of sale or
for servicesfor which the shares are being allotted.

Wheresharesare issued at a discount, a copy of the resolution passed by the company
authorising such issue together with the order of the Company Law Board sanctioning



the issue shall also be filed with the Registrar. Allotment of Shares

In the case of bonus shares, the return must state the number and nominal amount of
such sharesand names, addresses and occupations of the allottees and a copy of the
resolution authorising the issue of such shares.

A company isnot required tofile areturn of allotment when forfeited shareare
reissued, because it does not amount to allotment, it issimply aresale of shares.

9.3 IRREGULAR ALLOTMENT ANDITS
CONSEQUENCES

An allotment of sharesshall be termed irregular if it is made without fulfilling the
conditions precedent to a regular allotment. The allotment of sharesisirregular in the
following cases:

1) Wherean allotment is made without receiving the minimum subscription.

2) Wherean allotment is made without receiving atleast five per cent of the nominal
value of shares as application money.

3) Where an allotment is made without depositing the application money in a
scheduled bank..

4) Inthe case of acompany which does not invite public to subscribe its shares, if the
allotment is made without filing with the Registrar the 'Statement in lieu of
prospectus' at least three days before the first allotment of shares.

5) Where the company failsto apply for listing of itsshares in one or more recognised
stock exchanges before thetenth day after thefirst issue of prospectusor wheresuch
permission has been applied for before that day but the permission has not been
granted by thestock exchange before the expiry of ten weeksfrom the date of the
closing of the subscription list.

6) Wheretheallotment is made beforetheexpiry of thefifth day after the date of issue
of the prospectus.

Consequences. The consequencesof an irregular allotment are asfollows:

i) Voidableat theoption of theallottee: In thefirst four cases discussed above the
allotment isvoidableat theoption of theallottee. But thisright should beexercised by
the allottee within two months after the holding of the statutory megting by the
company or where the company is not required to hold a statutory meeting or where
the allotment is made after. the holding of the statutory meeting, within two months
after the date of allotment. It is not necessary that the allottee must commence legal
proceedingswithin thesaid period, what isrequired isthat he must giveanotice to the
company of hisintention toavoid the allotment. Theoption toavoid theallotment can
be exercised even after the company hasgoneinto liquidation and isin the course of
liquidation.
ii) Fine Where time limit regarding the opening of the subscription list is not
observed, theallotment remains valid but the company and every officer who isin
defaul* are liable to afine upto Rs. 5.000 each.

iii) Allotment is void: In thefifth case discussed aboveif the application for listing of
shares has not been made or such arequest for permission of sharesto be dealt in
the stock exchange has not been granted within the prescribed time, th llotment
shall bevoid. In thiscase the money must be returned within eight aays, failing
which the directorsare liable to pay it with interest at such rate which shall not be
lessthan 4 per cent and not more than 15 per cent as may be prescribed, having
regard to thelength of the period of delay in making repayment.

iv) Director'sliability: Thedirectorsof thecompany who are responsible for irregular
allotment, are liable to compensate the company and the. allottee for any loss,
darnagesor cost suffered or incurred by them. However, the action to recover such
lossor damage or cost must be started within two yearsof allotment. 25
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9.4 ISSUE OF SHARESAT A DISCOUNT

You havelearnt that the share capital of a company isdivided into shares of fixed face
value. A company, may issue shares at a price less than the face value of the share. In
that case, it istermed as'issue of sharesat adiscount'. For example. if ashareof Rs. 10
isissued at Rs. 9 per share, it means that the share isissued at a discount o Re. 1.
Generally, theissue d shares at adiscount isdiscouraged and that iswhy the Companies
Act hasimposed strict restrictionson the issue of shares at a discount.

Section 79 of the Companies Act provides that a company may issue sharesat a
discount, if the following conditions are satisfied:

1) Thesharesofferedat adiscount must be d aclassaready issuedi.e., thefirst issue
cannot be a a discount.

2) Atleast one year must have elapsed since the company became entitled to
commenceissue. It meansthat in the first year of itsworking, shares cannot be
issued at a discount.

3) Theissuemust beauthoiised by an ordinary resolution passedin the general meeting
of the company and thismust be confirmed by the Company Law Board.

4) The resolution must specify the maximum rate of discount which in no case shall
exceed 10%. However, a higher rate of discount may be allowed if the Company
Law Board agreesto a higher rate.

5) Thesharesmust beissued within two months after receiving the sanction of the
Company Law Board or within such extended timeastheCompany Law Board may
allow.

6) Every prospectusshall contain particularsof the discount allbwed on theissue of
sharesor somuch o that discount ashasnot been written off on thedate of i ssue of
the prospectus.

Where the sharesareissued at adiscount in contravention of the above provisions, the
company and every officerd thecompany responsiblefor thecontravention areliable
toafine upto Rs. 50. Further, the alottees of such shareswho alow themselvesto be
registered as members, shall be required to pay the full value of their shares.

9.5 ISSUE OF SHARESAT A PREMIUM

There can be cases when the company may issueshares at aprice higher than the face
value of the shares. Thisistermed asissuing theshares at a premium. For example,
when ashare of Rs. 10each isissued at Rs. 12 per share, it isan issueat apremium, the
amount of premium being RS. 2 per share. There isnorestrictionon the issue of shares
at apremium, if the company's reputation isgood then it can sell sharesat apremium.

Though the Companies Act doesnot providefor any conditionsfor theissueof sharesat
a premium, it regulates the disbursement of the amount collectedas premium.

The premium amount cannot be treated as profitsand assuch it cannot be used for
paying dividends. The premium amount must be transferred to a separate amount
known as'Share Premium Account'. Where the shares areissued 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 purposes specified

under Section 78of the Act. These purposes are:

i) issueof fully paid bonussharesto the members of the Company.

il) writing off the preliminary expensesd the company.

iii} writing off the expenses, commission paid or discount allowed on the issue of the
shares of the company.

iv) to providefor the premium payable on the redemption of preference sharesor
debentures o the company.



The balance sheet of the company must disclose the amount of share premium, and if
it hasbeen disposed of , partly or wholly, it must also disclose the manner in which it has
been disposedof. Theshare premium amount should not be treated asfreereserves as
itisin the nature of the capital reserve.

Check Your Progress A
|) What ismeant by allotment of shares?
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3) List four important conditions which must be satisfied before acompany can
proceed to allot the shares.
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...........................................................................................................

7) Fill in the blanks:
i) Theallotment of sharesin acompany must be made by aresolution of ........

ii) The amount payable on application on each share must not belessthan ......
................................................. per cent of the nominal value of share.

i) If a company docs not receive ....... P PP per cent of the
issue amount, it cannof allot the shares.

vi) |f thecompany docs not receive the amount of minimum subscription within

................................................... daysfrom the date of closure of issue,
it must return the amount Within ..o e geeen days.

v) A company can issuc shares at a discount with the sanction of ........ e

vi) Rcissuc of forfeited Shares ..o e betermed as

allotment of shares.

vii) The date of opening of the subscription list means the beginning of the ........
................................................ from the day of the issue of prospectus.

to
~1
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8) State whether the following statementsare true or false.
i) A company can altot sharesimmediately after theissue of prospectus.

i)’ A company cannot all ot shares unlessthe minimum subscription hasbeen
subscribed.

iit) When an issue isover-subscribed, the directorsmay alot al the sharesapplied
for.

iv) A company cannot issuesharesforconsideration other than cash.

v) Acompany can issueshares at adiscount within six monthsof the dateon which
it becameentitled to commence business.

vi) Thereare norestrictionson theissueof sharesat a premium.
vii) Dividend can be paid out of the share premium amount
vili)Anirregular allotment isvoid.

i

9.6 SHARE CERTIFICATE

A share certificateis a certificateissued by the company under itscommon seal
specifying theshares held by any member and theamount paid on each'Share. A share
certificate isan evidence of title of the allottee or transfereeto the shares. It isa
declaration that the person in whose namethe certificateismadeout and to whomiitis |
given, isashareholder inthecompany. However, it should beremembered thatit isnos -
a negotiable instrument,

Theshare certificate may be in any form, but avalid share certificate must have the
following contents:

i) Name of thecompany; ii) Nameand addressof theshareholder; iii) Number of shares
held by him; iv) Distinctive number of shares; v) Amount paid on each share; vi) Date
d issue; vii) Share certificate number; viii) Stamp; 1x) Signatures of two directors and
the Secretary.

Every person whosenameisentered asamember.in the Register f membersisentitied
to receive one share certificate for &l hisshare without payment. A share certificateis
considered to the prima facieevidence of the titled the member to the shares
mentioned in the certificate.

9.6.1 Iswueof ShareCertificates

TheCompaniesA ct haslaid down timelimitswithin which theshare certificatemust be
delivered. According to Section 113cf the Act, every company must deliver within
three monthsof thedate of allotment and within two months after the.date of
registration of transfer, ashare certificale to the allottee or transferee of shares.
However, in appropriatecasesthe Company Law Board may extend this period upto a
further period of nine months.

If default ismadein complying with these provisions, thecompany and every officer of
the company who isin default, shall beliable to fine upto Rs. 500for every day during.
which the default continues.

If a company makesdefault in issuing the share certificate, the member can filea
complaint with the Company Law Board. The CLB will then issue a noticetothe
company to make good the default. If the default isnot made good within ten days of
the service of the notice, the CLB may make an order directing the company and any
officerof the company to make good the default within such time asmay be specified
inthe order.

9.6.2 Effects of a ShareCertificate

Y ou havelearnt that sharecertificateisprimafacie evidenceof the title.of the member
tothe shares specified therein. Following arethe effectsof ashare certificate:



i) Evidenceoftitle: When thesharecertificate isissued, the company isestopped from Allotment of Shares
denying thetitle of the person to the shares whose name is mentioned in the
certificate, provided that person hasacquired the sharesin good faith and under a
genuine transfer for value. However, it is not aconclusive proof of the title of the |
holder. If aperson has obtained some shareson the basisof aforged transfer, the
company can refuseto register the transfer of shares. Y ou should remember that
share certificate isonly an evidence of titleand isnot adocument of title. Itisnot a
negotiable instrument which can be transferred by mere delivery of the certificate.

if) Estoppel agto payment: Y ou know that the share certificate states the amount paid
on them. A company isestopped from stating that the arnount stated ashaving been
paidon the shares hasnot been paid. For example, if thesharecertificate statesthat
the full amount on the shares has been paid, then the company is prevented from
‘saying thar the shares are not fully paid.

i,

9.6.3 Duplicate Share Certificate
‘A certificate miay be renewed or a duplicate of acertificate may beissued if sucha.
certificate

a) isproved to have been destroyed or lost;.or
b) having been defaced, mutilated or torn, issurrendered to the Company.

Thefact of beingaduplicateshare certificate must be mentioned on thecertificate. The
company may charge a fee not exceeding Rs. 2 per certificate whileissuing a duplicate
one.

3 a company renews ashare certificate or issuesaduplicate one withintent todefraud,
then the company shall be punishable with fine which may extend to Rs. 10,000 and
¢very officer of the company who isin default shall be punishable with imprisonment
for a term upses SiX monthsor with fine upto Rs. 10,000 or with both,

9.7 SHARE WARRANT

A share warrant iSa bearer document of title to the specified shares: A share warrant
is adocument issued under the common seal df the company stating that the bearer is
entitled to thespecified number of shares. Sinceit isa bearer document, it can be
transferred by mere delivery. Thus, the holder of ashare warrant isentitled to the
sharcsspecified therein.

9.7.1 Rulesregarding Share Warrants .

Afpublic company limited by shares may issueshare warrants under itscommon seal in
the following circumstances:

a) if it isauthorised by itsarticles;
b) sharesarefully paid-up; and
¢) previousapproval of the Central Government is obtained.

From theabove'it should beclear to you that share warrantscan beissued only by public
companiesin respect of fully paid shares. It isa substitute for the share certificate.

When ashare warrant isissued, the company strikesout the nameof the member from J
the register of members of the company and makes a note about the issueof ashare
warrant. Thedate of issue of sharewarrant isalso recorded.

Theholder of the sharewarrant, whenever he desires, can surrender it to the company
for cancellation. Subject to the articles of the company, the holder iSentitled to have
hisname recorded asa member in the register of members by paying such fee to the
company asthe Board of directors of the company may from time to time determine.

Sixiée,the nameof theshareholder isstruck off from the register of members, it shall not
be possible for the company to know as to whom the dividends are to be paid.

Therefore, couponsare attached to a share warrant to providefor the payment of ' 29. :
dividengds.
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Ordinarily, the holder of ashare warrant is not considered asa member of thecompany.
But, if the articles so provide, the bearer of the share warrant could betreated asa
member of the company and he can attend the meetings of the company and cast his
vote therein.

9.7

.2 Distinction between a ShareCertificateand a Share Warrant

You have learnt about the nature of a share certificate and share warrant. Now you
should beable to distinguish between the two. Thedistinction between thetwo maybe
noted asfollows:

vi)

vii)

A share certificatecan be issued by private as wdl as public companies, whereas
share warrantscan be issued only by public companies.

A sharecertificate isissued in respect of partly or fully paid shares, whereasashare
warrant can be issued only in respect of fully paid shares.

Theissuing of ashare certificateisastatutory obligation and it requires no approval
of theCentral Government, but for theissued share warrants the sanction of the
Central Government must be obtained.

Theholder of ashare certificate isa member of thecompany. But the bearer of the
sharewarrant is ordinarily not considered asa member of thecompany becauseon

the issue of share warrant, the name o the shareholder isstruck off from the
register & members. However, if the articlesso provide, the bearer of thewarrant
may be treated as member for the purposes defined in the articles.

Theshare certificatecan be transferred by executing atransfer deed and delivering
the share certificate alongwith it, while share warrants can be transferred by more
delivery.

Stamp duty ispayableon transfer of shares, while no stamp duty is payable on
transfer of share warrants.

A sharecertificate is not a negotiable instrument, while a share warrant is
considered to be a negotiable instrument.

Check Your ProgressB
I) What isa.nare certificate?
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6) Fill in the blanks:
i) A sharecertificate iSa .vovevvrveiiiviiiiiiic i,

i) Every company shall issue sharecertificateswithin «eoveeviiiinii,
monthsof thedate of allotment.

iii) A sharewarrant istransferableby .......ccccovvivvrrrrereennn. T,
iv) Dividendson share warrantSispaid DY ......ocevevrinieian i,
V) Share warrants can beissued only BY ...vvveeveiiiii e

7) State whether the following statements are true or false.
i) Theapproval'of Central Government isnecessary for issuing share certificate.
i) A sharecertificate may bepartly or fully paid.
iii) A sharecertificate can betransferred by delivery alone.

iv) A shareholderisentitled toaduplicate sharecertificateif itisproved thatthe
original certificate hasbeen lost or destroyed.

v) Sharewarrant isa negotiableinstrument.
vi) Sharewarrantscannot beissued originally.
vii) The articles must authorise the issueof share warrants.

9.8 CALLSONSHARES

When acompany issuesshares, the applicantsare generally not required to pay thefull
value of thesharesin oneinstalment. T ostart with they are required to pay the
application money only.

Thebalance amount isto be paid later on. Some amount is payable at the time of
allotment. It istermed as 'allotment money'. The balance amount iscalled by the
company ininstalments. Each instalment istermed asa'cal’. Y ou must remember that
the amount paid on application and allotment are not termed ascalls.

A cal may be defined asa demand by the company on the shareholders to pay whole
or part of the balance remaining unpaid on each share, mude at any time during the
" life-time of the company,

9.8.1 Essentialsof a Valid Call

According toSection36(2) of the Act, theunpaid money on ashareisadebt duefrom
member. Therefore,once acall hasheen made, theshareholderisunder an obligation
to pay theamount called. But theliability to pay this debt vr cal will not arise until a
valid call hasbeen made. Theessentialsof avalid call are asfollows:

i) The call must be made under aresolution of the Board of directors, The resolution
must be passed in a properly convened meeting of thedirectors,

ii) Theresolution must specify theamount of call, and thetimeand placeof payment
of calls.

iif) Call should be made on a uniform basis, on all shares, falling under the same class
i.e., nodifferentiation should be made between shareholdersof the sam. class.

Allotment of Shares
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iv) The power to make call isin the nature of trust and therefore, the directors must
exercise this power in good faith and for the benefit of thecompany. Thedirectors
should not make callsfor their own benefit, if it isfor their own benefit, it shall be
an invalid call.

v) Thecall must be made according to the provisions of the articlesof association,
some of the rulesare:

a) Themaximum amount per call shall not be morethan 25 per cent of the nominal
value of shares.

b) There must be at least one month's interval between twocalls.
c) At least fourteen days notice must be given to each member.
d) Thedirectorshave the discretion to revoke or postpone acall.

If acall ismadein contravention tothe rules mentioned above, itistermed asan invalid
call and the shareholdersare not bound to pay it.

9.8.2 Paymentd Cdlsin Advance

Section 92(1) of the Companies Act empowers the company to receive from
sharehol dersthe money not yet called up. It provides that acompany may, if so
authorised by itsarticles, accept from any member the whole or a part of the amount
remaining unpaid onany sharesheld by him, although no part of that amount hasbeen
caled up.

However, the sharehol der shill not be entitled to any extra voting rightsin respect of
the money paid in advance, ‘until the same become payable by avalid call. Y ou must
note that advance calls should be received only for the benefit of the company.

According to Section 93 acompany may, if so authorised by itsarticles, pay dividends
in proportion to such amount. Articles may providefor the payment of interest on calls
inadvance, but it shall not bemarethan6p.¢. per annum unlessthecompany ingeneral
meeting Otherwise decides. Shareholders who have paid callsin advance are treated as
thecreditorsofthe company for theamount of interest duetothem. Whereit isdecided
to pay interest on callsin advance, it may be paid out of capital, if profits are got
available. Later on, when the company makesthecalls, the money received in advance
isaccordingly adjusted and then the shareholdersget the necessary voting right in
respectofthem.

9.9 FORFEITURE OF SHARES

You have learnt that the company-does not require the shareholders to pay the full
amount of sharesin one instalment. It makescallson them as @nd when the money is
needed. If ashareholder failsto pay avdid cal withinthe stipulated time, thecompany
has two options: (1) the company may file asuit for the recovery of theamount, or
(2) the company may forfeit theshares. Thefirst optionisalengthy process. Therefore,
the company generally decidestoforfeit such shares.

Theterm 'forfeiture’ meanstaking them away fromthe member. It deprives the
shareholder of hisproperty. The sharescan beforfeited only if thereisa provisionto
thiseffect in the articles of the company. Y ou must note that shares can beforfeited
only for non-payment of any call or instalment of acal and not for any other debt due
from a member.

Thefollowing rulesare applicable relating to the forfeiture of shares:
i) The power toforfeit shares must be given in the articles of the company.

ii) Sharescan beforfeited only for non-payment of calls. A forfeiture on any other
ground isinvalid.

iit) The company must serve a proper notice on the defaulting member asking him to
pay the amount within a fixed period, failing which the shares shall beforfeited.
The shareholder must begiven at least fourteen days noticeto pay theamount. The



notice must indicate the exact amount to be paid. If there isadight defectin the Allotment of Shares
notice, the forfeiture will becomeinvalid.

iv) The Board of directors must passaresolution for the forfeiture o shares.

v) The power for forfeiture must be exercised in good faith and for the benefit o the
company. A forfeiture for the purpose of relieving afriend from liability shall be

invalid.

Effectsof Forfeiture

a) The shareholder ceases to be a member of the company in respect of such sheres.
Helosesall hisrights. The money paid on such sharesisforfeited. Onforfeiture, his
name isremoved from the register of members.

b) Theshareholder cannot be sued by the company for unpaid calls. Thearticlesdf the
company may, however, make him liable for the unpaid calls. Any action must be
taken within three yearsfrom the date of forfeiture.

¢) Theformer shareholder'can be placed on the *B’ list of contributories, if the
company iswound up within twelve monthsof the date of forfeiture.

d) After forfeiture, the shares become the property of the company and the company
can dispose them o in any manner it likes. Generally, the forfeited sharessare
reissued.

If the'shares have,been forfeited wrongfully,,the concerned shareholder can sue the
company for cancelling the forfeiture. But if it isnot possible on account of thereissue
o forfeited shares, he can sue the company for damages.

9.10 RE-ISéUE OF FORFEITED SHARES

When the shares are forfeited, they become the property of the company and, to that
extent, the paid-up capital of the company stands reduced. Therefore, the forfeited
shares are generally reissued by the company. Theforfeited sharescan be reissued at
.anypricei.e., even at discount. But theamount of discount must not exceed theamount
forfeited on such shares. The reissueisdone by a resolution of the Board of directors.
Afterthe reissue, the buyer o suchsharesshall becomeliableto pay al thefuturecals
due on shares, including the callsfor which the shares were forfeited. The name d the
buyer shall be recorded in the register of membersand if the original shareholder has
surrendered the share certlflcate the same shall be transferred in the name of the
buyer, otherwise a new s’hare certificate shall be issued.

Thetitled the buyer shall not be affected by any irregularity or invalidity in
proceedingswith reference toforfeiture. It should however, bc noted that reissue of
forfeited shares isa sal€'of shares and it does not amount to an allotment. Therefore,
return of allotment need not be filed with the Registrar.

911 SURRENDER OF SHARES

Surrender isavoluntary act of the shareholder under which the sharesare returned to
the company for purposes of cancellation. Neither the Companies Act nor Table 'A’
prqvides for thesurrender o shares. But, the articlesmay providefor thesurrender of
the partly paid-up shares under circumstances where forfeiture seemsto be justified.

You must note that when shares aresurrendered to the company, no amount is
refunded to the shareholder. Itisso, becauseif some money isrefunded it will amount
toapurchase by the company of itsownshareswhich is prohibited by Section 77 of the
CompaniesAct.

Srrender of sharesmay beallowed in the following cases if itsacceptanceis authorised
by thearticlesof thecompany: 33

:



Allutment of Shares i) When sharesaresurrenderedin exchangefor new sharesof the <ame nominal value,
asit doesnot amount to any reduction of capital.

ii) When the circumstances are such whereforfeiture is justified, because surrender is
a short-cut to forfeiture.

If the surrender of sharesisaccepted by the company for any other reason, other than
the reasons given above, it will be invalid.

On avalid surrender of shares, the member ceasesto beamember of the company, but
his name can be placedon ligt 'B' contributories. Because if the company is wound up
within twelve monthsof thesurrender o shares, heshall beliableasapast member. If
the surrender of sharesisproved to beillegal, theshareholder may apply for the
rectification of register of membersafter lapsed any number of years, provided the
shares have not been reissued in the meantime.

Forfeitureand surrender of shares, both lead to the termination of membership. Butin
case of forfeiture it iscompulsory or aforced action, whilein case of surrender it isa
voluntary act on the part of the member to avoid the disgrace of forfeiture.

. Check Your ProgressC
1) What ismeant by acal?

..........................................................................................................
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5) State whether the following statementsare trueor false.

i) . Anydirector of acompany can make acdl on hisown.

ii) Thecall notice must specify the amount payable, the date and place of
payment.

iii) Thecallson sharesshould be madeon a uniform basis.
iv) Forfeitureof sharesdoesnot amount to reduction of capital.
v) Sharescan beforfeited for non payment o cal or any other debt.

vi) Forfeited shares may either be cancelled or reissued at the discretion of the
Board of directors.

vii) Forfeited sharescan bereissued at adiscount, but theamount of discount must
not exceed the amount forfeited on such shares.

viii) Surrender o sharesisthe samething asforfeiture of shares.
34



9.12° LET USSUM UP

Allotment d sharesisan important stepin the process of raising the fundshby theissue
of shares or debentures. When a person applied tor acertain number of shares of the
company in response to an advertisement or prospectus and the coripany accepts his
offer:and allot him the shares, it results in a valid contract between the company and
the applicant. The allotment must not be made until the minimum ubscription has
been received by the company.

Theallotment should not be made unless the application money isat least five per cent
of the nominal value of shares and the money isdenasited in ascheduled hank. The

shares of the company should be listed in one or m: . *¢cognised stock exchanges. If
shares are not listed, the allotment shall te irregul:

Sharescan beissued at paror at adiscount: <. st avremim. Sharescan beissued at a
discount only when it is authorised by a resoiution passed at the meeting ¢f the
shareholdersand issanctioned by the Company Law Board. When shares are issued at
a premium, the premiur: amount can be utilised only for writing oif preliminary
expensesor for wriir > 7+ sital losses or for issuing honus shares.

Sharecertificateisth. . viuence oititle -~ member tosuch shares. When the shares
areallotted toa person, he isentitled . . .eceive ashare certificate from the company,
Theshare certificate isissued under the seal of the company and it contain: the name
and addres$ of the n.~mber, certificate nu::".ber, number of shares, amount paid upin
respect of them etc.

If the original share certificate isle’ . destroyed , rn, the ~ompany may issue a
duplicate share certificate on cer.ai, T

Share warrant js a ¢ “wnent which show..that the bearer ¢ ti.c warrantis entitled to
the number of s~~~z . ntioned the,vin. It can be tran:. - red by mere delicery.

Theentiream. ... i respect of & :oe is not dem:nded in oneinstalment. After the
shareshave been allotted.theceir .. v requires i:c . nbers to pay the remaining
money in one or two instalmentsix.:cwna.* <, . . 'l'must be made under a
resolution of theBoard of directers,onauv =~ . .~ :the benefit of thecompany
and in accordcncewith t".- ;. ""angof tr o wic company.

If ashareholder failstops: : aome ne stipulated time, the sharescar .-
forfeited. Before forfeiting vic anaresti . . +ny must send a proper . .fice to '
member. Farfeitusc'zhai* tevalidonlywie, . .madeunderaresolutic 1B .
of directors. Forfei ! sharescan bereissued, it doesnot amount toalic . -~ .. s

simply asale of si1a; .. alread, issued. Surrender of shares means volun
shares by the sharehol der to the company for cancellation. Surrender of s
accepted only when forfeitureisjustified.

9.13 KEi WORDS

Allotment: An appropriaticn 3 certain number o”: s to
response to his application.

Issue of sharesat a discount: Issue of shar: - at a prics slessthan. . n.nal
value of the share.

Issueofsharesat a premium: Issueof shares.. riceW ,ismorethanitsf.c= lue.

Share Certificate: A certificate issued under thes~ ' ,'the company, specifyin the
shares held by any member and the amount paid

Share Warrant: adocument issued under theseal of the :npany stating that the
bearer isentitled to aspecified number of shires.

Call: Aninstalment which asharehn!der iSrequired to pay to w.i. comprry.

Atllotment ot Shured
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Forfeiture: Taking back the share for non-payment of calls thereby depriving the
shareholder of hisright to the shares.

Surrender of Shares. Voluntary return of the sharesto the company.

9114 ANSWERSTO CHECK YUOUR PROGRESS

A 7 i)Boardd directors ii) five iii) 90% iv) ninety
v) Company Law Board vi) cannot  vii) Fifth

8 i) False ii)True iii) False iv)False
v) False vi) True vii) False viii) False

B 6 i)evidenceof title ii) three iii) delivery
iv) coupons V) public companies.
7 i) Fdse ii)True iii)False iv)True v)True
vi) True vii) True

C 5 i)Fase ii)True iii)True iv)True v)False
vi) True vii) True Vviii) False

9.15 TERMINAL QUESTIONS

1) Explain the procedure of allotment of shares.

2) What isan irrgular allotment? What are itsconsequences?

3) What is meant by return of allotment?

4) Under what circumstances can a company issue shares at a discount?

5) When shares can beissued at a premium? For what purposes the premium amount
can be utilised?

6) What isashareccrtificate? When must it beissued? Can acompany issue aduplicate
share certificate, if sowhen?

7) What issharewarrant? Distinguish between asharecertificateand a sharewarrant.

8) What is meant by 'call'? What are the requisites of a valid cell?

9) Explaintheprocedureof forfeitingtheshares. What istheeffect of forfeiture'? How
forfeitureisdifferent from surrender of shares?

Note These questions will help you to understand the unit better. Try to write
answersfor them. But do not submit your answers to the Uiversity. These
arefor your practice only. .



UNIT 10 MEMBERSHIP IN A COMPANY
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10.12 Key Words

10.13  Answers to Check Your Progress
10.14 Términal Questions -

10.0 OBJECTIVES

After studying this unit you should be able to:
® explain the meaning of a member
s distinguish between a member and a sharehol der
# describethe modes of becoming a member
discuss the circumstances when a person ceases to be a member

101 INTRODUCTION

Y ou have Learnt that a registered company hasa corporate entity of itsownwhichis
distinct fromthememberswho constituteit. Theterms'member' and 'shareholder' arc
used interchangeably. But, in law, thereisafinedistinction between the two. In this
unit you will learn about the exaot meaning of the term 'member’, modesof becoming
amember, the circumstances under which a person ceasesto bea member, and the
rightsand liabilities of members. In addition, you will learn about the procedure for
transferring the shares, and distinction between transfer and transmission of shares,
and the rules regarding the maintenance of Register of Members.

® |igt the rightsand dutiesd members
¢ explain the procedure for the transfer of shares
® (distinguish between transfer and transmission
. @ explain the rules relating to the maintenance of the register of members.
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10.2 MEMBERSAND SHAREHOLDERS

In normal usage the two terms'member’ and 'shareholder’ are used synonymously.
But, legally, thereisadifference between thetwo. A shareholder jsa person whoholds
or owns the shares in a company, whereas a member isone whose name isrecorded in
the register of members. In some cases, a person may be a member but not a
shareholder, or hemay beashareholder but notamember. Forexample, inthe case of

companies limited by guarantee having no share capital it will have members but no
shareholders. Similarly, ashareholder whohassold hissharesto another person ceases

tobeashareholder but hecontinuestobea member of thecompany until the name of
the transfereeis recorded in the Register of Members.

10.2.1 Definition of a Member

According to Section 41 of the CompaniesAct, 1956, a member means (i) the
subscribers of the memorandum of association of thecompany; and (ii) every other
person who agrees in writing to become a member of a company and whose name is
entered in itsregister of members. Thus, a person who puts hissignature on the
memorandum asa subscriber becomesamember beforeany sharesareallotted tohim.
In other cases, a written application for the allotment of sharesis necessary beforethe
name of the person can beentered asa member in the register of members. The real
test of membership iswhether the nameof a person appearson thecompany's register
of members. If his name appears on the register of members, then only can he be
treated as a member of the company.

10.2.2 Digtinction between M ember and Shar eholder

Though the twoterms'member' and 'shareholder’ are used synonymously, yet thereis
adifference between the two. Following arethe main points of difference:

i) A company limited by guarantee having no share capital will have only members
but no sharehol ders.

i) When a person transfers hisshares, he ceasesto be a holder of those shares but
continuesto be themember of the company until hisnameisreplaced by the name

of thetransferee.

iif) Thelegal representatives of adeceased member become shareholdersimmediately
onthedeath of themember but they do not become membersuntil their namesare

entered in the register of members.

iv) The holder of asharewarrant isashareholder but heis not a member. Y ou have .
learnt that when share warrants areissued the holder's name isstruck off from the
register of members. However, thearticlesof association of thecompany may give
membership rightsto holdersof share warrants.

v) A person whosesharesareforfeited or who hassurrendered hissharesto the
company, may be held liable asa member to contribute to the assets of the
company, if winding upcommences within twelve months of hisceasing to be a
member, though he isno longer the shareholder.of the company.

In Kedarnath Agarwal v. Jay Engineering Works Ltd. it was held that a member may
be ashareholder, but ashareholder may not be a member.

From the above discussion it should be clear to you that person holding shares of a
company aresharehol ders, while members are personswho constitute the company as
a corporate entity and whose names are entered in the register of members.,

10.2.3 Who can become a Member? .

The Companies Act does not specifically lay down asto who can be a member of a
company. It also does not prescribe any disqualification for any person which would
debar him from becoming a member of acompany. The Act simply provides that any
person who agreesin writirig to become amember d acompany can becomea member.
You know that acontract to purchase sharesin acompany is like any other contract.
Therefore, only such persons can become membersof a company who are competent
tocontract. However, asregardscompetency of a member, the provisionsd theIndian
Contract Act shall apply. This means that minors, persons of unsound mind and those
who have been disqualified by law from contracting, cannot become membersof a

company.



L.et us now discuss the position of a few specia type of members:

i)

i)

v)

vi)

Vvii)

viii)

pemberskip of a Company

Minor: According toSection 1| of the Indian Contract Act, aminor isincompctcnt
tocontract, therefore, he cannot become amember of the company. In Palaniappa
v. Officizt? ¥ihidator, Pasupati Bank Ltd. an application was made by afather as
guardian ot his minor daughter describing her as minor. The company went into
liquidation. It washeld that the allotment wasvoid and neither the minor nor her
guardian could be held liable as contributories. Rut if in ignorance of the fact of
minority, aminor isallotted shares, the company can repudiate the allotment and
remove his name from the register of members. Theminor may also reseind the
allotment any time during hisminority. In either case. thecompany hasto refund
al moneysreceived from minor in respect of thesharesallotted to him. If neither
party repudiatesallotment, the nameof the minor shall continueto appear on the
register of members, but even then a minor incurs no personal liability.

After the minor attains majority, he can till repudiate hisliability even if he had
received dividendsduring his minority (Sadig Ali v. Jai Kishori). But he cannot
repudiate the same if he had received dividends after attaining mgjority and
intentionally permitted the company to believe him to be ashareholder (Fazalbhoy
v. The Credit Bank of IndiaLtd.). Thus, it isin theinterest of the companiesto
alotonly fully paid shares to the minor becauseotherwise he will not beliablefor
the unpaid amount on shares.

Thereisnothingin the Act tobar aminor from becoming atransfereeof fully paid
suoves. In Miss'Nandita Jain v. Bonnet Coleman and Company Ltd., the Company
Law Board held that the contract entered into by a minor for registration of
transfer of fully paid shares, through the natural guardian wasavalid and binding
contract. In such a case the entry in the register of members will be made as
follows, " A, (a minor) through ........... guardian.

If shares are transferred to aminor, the transferor will continue to remain liable
for all future callson such shares even if he wasignorant of the minority of the
transferee. If thecompany isawareof the minority of thetransfereeat the time of
transfer, it can refusetoregister thetransfer infavour of a minor unlesstheshares
arefully paid.

Company: A comgpany being alegal person, iscompetent to contract. Therefore,
acompany may become a member of another company if it isauthorised by its
memorandum or articles. However, a subsidiary company cannot become a
member of its holding company.

Partnershipfirm: A partnership firm isnot alega person. Therefore, it cannot
buy sharesin itsown name. A firm may hold shares in the names of individual
partnerswho may beentered asjoint holdersin the register o members. However,
it can become member of anon-profit makingcompany licensed under Section 25
of the Act.

Hindu undivided family: A HU Fcan have sharesin a company in the name of its.
Karta. Thus, the Kartawill beamember of thecompany ashisname alonewill be
entered in the register of members. ,

Insolvent: If any member isdeclared insolvent, he remainsa member of the
company till his name appearson company's register of members. Heisentitled
tovotein respect of sharesheld by him, but thedividend on shareswill be paid to
Officia Assignee or Officia Receiver.

Foreigners: A foreigner may become a shareholder with the general or specia
permission of the Reserve Bank of Indiaunder the Foreign Exchange Regulation
Act, 1973. But if he becomes an alien enemy, hisrights asa member shall be
suspended.

Married woman: A married women iscompetent to contract and assuch can
become a member of a company.

Trustee: Section 153 0of the Act laysdown that no noticeof trust, express or implied
or constructive, shall be entered in the register of members. Therefore, a trustee
cannot become a member of acompany in hiscapacity assuch. But atrustee can

be a member in hisown name. 9
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" ix) Joint Holders: The shares of acompany may also be held jointly by two or more

persons. In @ public company. even joint shareholders are counted as separate
members but in a private company, joint holders are treated asa single member
for purposes of Section 3(1)(iii) of the Act. The joint holders of shares may get
themselves registeredin any order they likeand may split their joint holdingsina
manner so asto enable al of them to attend and vote. Unless the articles provide
otherwise, a company isnot bound todeliver more than onc share certificate. The
company may pay dividend to the person whose name isfirst written in the register
of members. Similarly, a noticeserved by the company on the joint holder named
firstin the register of members will be deemed to be served properly on al of
them. You should, however, remember that joint holders are jointly and severaly
liablefor payment of calls. The transfer of shares by the joint holders will be
effective only if it ismade by al of them jointly.

1024 Number of Members

You havelearnt that the minimum number of members for a public company isseven
and for a privatecompany the minimum number istwo. It must therefore, becarefully
looked that the number of membersmust not fal below the statutory minimum.
According to Section 45 if the number falls below the minimum and the company
carrieson businessbeyond the period of sx moyths, then theliability of membersshall
become unlimited. Also, acompany whose number of membersfalls below the
statutory minimum, may be wound up by the court.

10.3 MODESOF BECOMING A MEMBER

A person may become amember in acompany in any of the following ways:

1) By subscribinglothe memorandum: A signatory tothe memorandum automatically
becomesa member of the company on its incorporation. Neither application nor
allotment of sharesis necessary to constitute them members of fhecompany. Even
if hisnameis not entered in the register of members, he will still be treated asa
member o the company.

2) By applicationand allotment of shares: A person who agrees in writing to become
the member of the company and whose nameisentered in the register of members
isalsoa member of thecompany. An applicationfor sharesisan offer to takeshares
and allotment is the acceptance of that offer. The rules regarclingoffer and
acceptance (Law of Contract) are applicable. Thus, if a person applies for shares
subject tocertain conditions, the allotment by the company must be made according
to those conditions, otherwise the allottee shall not be bound to accept the shares.

3) By transfer of shares. You know that the shares of a public company are freely
transferable. Thus, aperson may buy sharesin the open market and get thoseshares
registered in hisname. On the registration of transfer of shares, the transferee

becomes the member of the company.

4) Ry transmissionofshares: A person may become a member by operation of lawi.e.,
by transmission. On thedeath of amember, hislegal representativeshave theright

to get the shares of the deceased member registered in their names. No instrument
of transfer is necessary in thiscase.

5) By agreeing to take qualification shares: When a director of a public company signs
and fileswith the Registrar an undertaking to take and pay for his qualification
shares. heisin the same position assubscriber to the memorandum and heisdeemed
to have become member of the company on incorporation.

6) By estoppdl: If the namedf a person isimproperly placed on the register of members
and he knowsand assentstoit, he will then be estopped from denying that heisa
member. But in view of the rulelaid downin Section41 that the person must agree
in writing to be amember, a person cannot be treated as a member of a company
simply because his nameisentered in the register of members.

i e




104 TERMINATIONOF MEMBERSHIP

Youlearnt that a person becomesa member of the company when hisname appearsin .
the register of members. Accordingly, a person ceases to bea member of a company
when his name is removed from the register of members. A person may ceaseto bea
member in any one of the following ways:

1) Transfer of Shares: When hetransfershissharestoanother person and thetransfer
isduly registered by thecompany, thenamed thetransferor isremoved from the
register of members.

2) Transmission of Shares: On the death of a member, hissharesget transmitted to
hislega representatives.

3) Forfeitureof Shares: Shares may beforfeited for non-payment of calls and other
reasonscontained in the articles. The membership terminates on share forfeiture.

4) Surrender of Shares: When a member validly surrendershissharesto the company,
he ceasest o be a member.

5) Insolvencyof member: When a member isdeclaredinsolvent, hisshares vest inthe
Officia Receiver or Official Assignee. The Assignee orReceiver may sell these
shares and when the transferee's name isentered in the register of members,
insolvent member ceases to be a member.

6) Winding UB of company: Membership terminates on the winding up of the
company, but he continues to be liable asa contributory.

7) Repudiationaf Contract: If herepudiatesthecontract totakeshareson theground
of misrepresentation or mistake in the prospectus or on the ground of irregular
allotment.

8) Enforcementof lien: When thecompany hasalienon thesharesand thesharesare
sold by the company toenforce thislienor if thesharesaresold in theexecution of
adecree of the court, the membership terminates.

9) Redemptionof Shares. If amember isholding redeemable preferenceshares, then
on their redemption his membership terminates.
10) Issueof ShareWarrants: When share warrants areissued in exchangeof fully paid
‘'shares, hisnameisremoved from the register of membersalthough hecontinuesto
be a shareholder of the company.
11) Court's ordet: When the court passes an order for the purchase of sharesof a .
member under Section 402 of the Companies Act, his membership terminates.

{

105 RIGHTSOF MEMBERS

A number of rights have been confered on the members by the Companies Act, some
of the important rights are as under:

i)  Right toreceive copiesof memorandum and articles of associationon request and
on payment of the prescribed fee.

ii)  Right to receive share certificate within the prescribed period.
iii) Right to transfer his shares according to the articles of association.

iv)  Right to have his name entered in the register of members.

v)  Right of priority to haveshares offered in case of increase of'capital.

vi) Right to receive notice of meetings, to attend, to appoint a proxy and vote at the
meelting,.

vii) Right to participate in the appointment of directors, auditorsetc at the annual
general meeting.

viii) Right toinspect register of members, register of debenture holdersand copiesof
annual returns.

ix) Right to apply to the Company Law Board for rectification of register of
members.

Membership of 3 Company
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x)  Right to request the Company Law Hoard for calling an annual general mecting ‘
when the Board of directors fail tocall such meeting or apply for an extraordinary E
meeting of the company whenever necessary.

xi) Right toreceivecopiesof Balance Sheet, Profit and Loss Account and Director’s
report beforethe annual general meeting.

xii) Right to receive proper notice of resolutions requiring special notice.

xiii) Right to have on request minutes of proceedings at ageneral meeting.

xiv) Right to apply to the Central Government for ordering an investigation into the
affairsof 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 sharein the surplusassets of the company on winding up.

From the above you must have noted that these rights are very valuable to keep the
management of the company on theright track. How far these rights are exercised
effectively by membersisa different question.

10.6 LIABILITY OF MEMBERS

Liahility of members of acompany depends upon the nature of the company. Thisis
discussed accordingly asfollows:

i) Unlimited company: Every member of such acompany is liable for al debts
contracted by the company during the period when he was a member.

if) Company limited by guarantee: Every member isliable to contribute to the extent
of the amount guaranteed by him which isgiven in the liability clause of the
memorandum.

iii) Company limited by shares: Themajority of the companies belongtothiscategory.
In the case of such companies, the liability of amember islimited to the amount
unpaid on thesharesheld by him. If hehaspaid full amount onshares, hisliability
isnil.

Y ou should remember that all money payable by any member to the company under

the memorandum or articlesare a debt due from his to the company. If a shareholder

diesand he was holding partly paid-upshares, then hisestate will be liable or the lega
representatives will beliableforthe unpaid amount.

If at any timethe number of membersisreduced below the statutory number (seven for
public company and two for private company), and the company carrics on business for
morethan six monthswhile the number isso reduced, every member becomesseverally
liable for the debts of the company contracted after the said period of six months.

Check Y our Progress A
1) What do you mean by the term 'member' of a company'?
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5) State whether the following statementsare trueor false.
i)y Theterms’member’ and 'shareholder’ mean the same thing.

ii) A minor cannot become member of a company.
iii) A foreign national cannot become a member of a company.

iv) A person ceasesto beamember of the company when hisshares are forfeited.

v) A member hasaright of priority to have shares offered in caseof increase of
capital.

vi) A member cannot repudiate the contract to take sharesin the company on the
ground that the prospectus was misleading.

vii) Membership of a person in acompany does not come to an end when share
warrants are issued in exchange of fully paid shares.

10.7 TRANSFER OF SHARES

You know that the shares of a public company are the movable property and they can
betransferred in accordance with the articlesof association. Thearticles of association
can lay down the manner of transfer but it cannot absolutely restrict the right of the
member to transfer hisshares. A private company with ashare capital, by Section
3(1)(iii) restricts the right to transfer itsshares by itsarticles. In thecaseof a public
company sharescan be transferred subject to the ruleslaid down in the Act and in the
articles.

Any person who isamember 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. Thelega rules relating

to the transfer of shares are contained in Sections 108 to 112 of the Companies Act,
1956.

10.7.1 Procedured Transfer of Shares '
Theprocessof transfer startswith the delivery of anapplication, for transfer of shares,
tothecompany. Thisistechnicaly called an instrument on deed of transfer. Instrument
of transfer should he duly stamped and signed by both the transferor and thetransferee,
otherwise transfer of sharesshall not beregistered. It must contain particularsregarding
the name, addressand occupation of the transferee. Theinstrument of transfer must be
accompanied with the share certificateor the letter of allotment.

Every instrument of transfer must bein the prescribed form and before anything is
written on it, it should be presented to the prescribed authority who shall stamp on it
thedateon which it isso presented. In thisform thedistinctive number of sharestobe
transferred, the price for which they are being transferred and the sigpatures of the
transferor and transferee must be given.

Every instrument of transfer must bear the stampsof the requisite value as per the
Indian Stamp Act, 1899 and the stamps should beduly cancelled. If the instrument is
not stamped properly, the instrument shall be considered asincomplete.

. When the instrument of transfer iscomplete in al other respects, it must be delivered
to the company:

i) in the case of shares which are dealt in or quoted on a stock exchange before the
closing of register of membersfor the first time or within twelve months from the

dateof presentation to the prescribed authority, whichever islater, 4
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if) inany other case, within two months from the date of such presentation to the
prescribed authority {Sec. 108(1-A)].

Where the application ismade by thetransferor and it relatesto partly paid shares, the
transfer must not be registered unlessthecompany givesnotice of the application tothe
transferee and the transfereemakes no objection to the transfer within two weeks from
the receipt of notice [Sec. 110(2)].

When the duly executed and starnped transfer deed isdelivered tothe company within
the prescribed time alongwith the share certificateor letter of allotment, the transfer of
sharesis complete irrespectiveof the fact whether the company registersit or not.

V‘J
If acompany refusesto register atransfer of shares, it must within two months send
noticeof refusal to the transfereeatid the transferor, giving therein Rasons for such

refusal. The personsaffected may appeal to the Company L.aw Board against such
refusal, but the appeal must be made within two months of the frotice o refusal.

The Board o directorsin their meeting éonsidets all such applications for transfer of
sharesand if the secretary or thecommitteeappointed fur thispurpose recommendsthe

transfer, a resolution approving the transfer is passed at the meeting.

After the resolutionis passed by the Board, necessary endorsements are made on the
back of the share certificate indicating the name of the transferee as the shareholder,
Y ou should note that rhetransferee becatnes smember of the company only when the
transfer isregistered by the company. .

Onregistration of thetransfer, thenameof the transferoris removed from theregister
of membersandin his place the name of the transfereg is recorded. The transferor
continues to be the holder of shares until his nameis removed.

A newsharecertificatemay beissued to thetransferee or the cﬂd share certificate may
be indorsed in the aame Of the transferee,

10.7.2 Blank Trans‘er

thenameand otherparticulars about thetransfereearenotfilledin, and ishanded over
with the shareZeertificatg to the transferee.

Becausethe nameof thetransfereeisnotfilledinthetransfer deed, he can further sell
off theshares merely by delivering the blank instrument of transfer. Thetransferee
need not signtheinstrument o transfer while selling the shares‘Thus, blank transfer
facilitatesthe sale of shares without complying with the formalities prescribed for
transfer of shares. The process of purchaseand sale of sharescan be repeated any
number of timeswith the blank transfer deed.

Besidestheconvenience of transfer, stamp duty and registralion feeisalsosaved. The
last transferee who wants to get the shares transferred in his name, fills up his name,
address etc. and can get himself registered asthe member of the company. Thefirst
seller istreated asthe transferor and until the transfer isregistered with the company,
he continuesto be the owner of shares. All the intervening sellers and buyers save the
stamp duty. The blank transfer helpsin avoiding or reducing the tax liability because
the transaction is not shown in the books at all.

Theblank transfer deed is avalid transfer deed, but it cannot be treated asanegotiable
instrument. The person who receives the share certificate alongwith a blank transfer
deed hastheauthority tofillin hisnameand get himsdlf registered asa'member of the
company.

The practice of blank transfer wasfound 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 companiesand theinstrument isvalid for twelve monthsonly in the case
of listed securities and two monthsin al other cases, Thus, now it can remain in
circulation only for twelve months and the indefinite circulation of the instrument of
blank transfer has been effectively checked.



10.7.3 Forged Transfer Membership of a Compan,

Any instrument on which the sign. ture of the transferor isforged iscalled aforged
instrument of trans;er and thetransfer made on the basisof such instrument of transfer

istermed ‘iisged transfer’.

A forged transfer deed islegally ineffectiveand confer snotitleon the transfer eeof
shares. If acompany has removed the name of the true owner on the basis of forged
document, the truewner can compel the company torestore hisnameon theregister
of members.

If the company has issued a new certificate to the transferee on the basis of forged
document, who has purchased the sharesfor value and without notice of such forged
transfer, then the company cannot deny his title to the shares because the certificate
estopsit from doing so. However, the person lodging the transfer must indemnify the
company against loss by forgery. To prevent such asituation companies normally
inform the transferor of the transfer so that he can object if he wishes.

10.8 TRANSMISSIONOF SHARES

Y ou know that thetransfer isavoluntary act of theshareholder. Asagainst thistransfer
of shareson account of operation of law istermed astransmission of shares. Normally,
acomp..y registersthetransfer only whena properly executed transfer deedislodged
with the company. But in the case of death, lunacy or msolvency of amember it isnot
possible to have the transfer deed, then by operation of law shares aretransferred to
legal representative or the Official Assignee or Official Receiver. ‘fhe articles usually -
contain provisionsrelating to transmission of shares.

'I'n case of transmission of shares no instrument of transfer is necessary, but the person
claiming thetitleto theshares hasto apply to thecompany for transmission of sharesin
his name. The company can register the shares on the basisof will or death certificate

0 1 succession certificate.

In thecase of death of a member, hislegal representatives can validly transfer these
sharestoany person, although he may himself not beamember on thedateof execution

of thetransfer deed.

A company may refuse to register atransmission, but this power must be exercised in
good faith and intheinterest of thecompany. I-rowever,in case of refusal, the aggrieved
party can appeal to the Company Law Board in the same manner asin the case of
refusal to register transfer of shares.

I n caseof transmission of shares, sincethereisno instrument of transfer, nostampduty
isrequired to be paid.

10.9 DISTINCTION BETWEEN TRANSFER
AND TRANSMISSION

A transfer of sharesisavoluntary act of the transferor while a transmission is by
operation of law. In both the cases, the ultimate effect isthe samei.e., the ownership
of shares passesfrqm one personto another. Followingarethe main pointsof difference
between transfer and transmission of shares:

Transfer Transmission

i)  Itisadeliberateact of the It results by operation of law.
holder.

ii)  Aninstrument of transfer hasto It requiresonlyproof of titleof the

be executed. transferee. - 45
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i)  Stamp duty ispayableonits N o stamp duty is payablein thiscase

execution.

iv) Sharesaretransferred for some Shares passesto another person without
consideration any consideration.

v)  Company chargesfor registering Nochargesarelevied for registering
atransfer transmission.

Check Your ProgressB
1) What do you understand by transfer of shares?
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5) State whether thefollowing statements are True or False.

i) Thesharesin acompany are movable property transferablein the manner
provided in the articles.

i) Theright totransfer sharesin a publiccompany can becurtailed by articlesof the
company.
iii) Itisnot necessary that theinstrument of transfershould bein the prescribed form.

iv) ~ An instrument of transfer shall be presented to the prescribed authority before.
any entry is made therein.

v) Aninstrumentof transfer need not be stamped.

vi) If acompany refusesto registertransfer of shares, it must within two monthssend
noticed refusal to the transferor and the transferee,

vii) A transfereebecomesa member of the company when theinstrument o transfer
is presented to the company.

viii) Transmission of sharestake place by operation o law.

iX) Incaseof forgedtransfer, the true owner can compel thecompany toget hisname
entered in theregister of members.

10.10 REGISTER OF MEMBERS

Section 150 of the Companies A ct, 1956 requiresevery company to maintain aregister
d its memberscontaining the following particulars:

i) thename, addressand occupation, if any, o each member.



ii) thesharesheld by each member with their individual numbers and the amount paid
or agreed to be considered as paid on the shares of each member;

iii) thedate on which each person wasentered in the register asa member;
iv) thedatc .a which each person ceased to be a member; and

V) where thessiares have been converted into stock, the register show the amount Of
stock held by each member instead of theamount and particulars relating toshares.

Inthe case of joint shareholders, namesof al thejoint shareholders must beenteredin
the register and the noticesetc., be sent to the first named joint shareholder.

No notice o any trust, expressor implied isallowed 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 thecompany, whoisindefault, is punishable with afinewhich may
extend to Rs. 50 for every day duringwhich the default continues.

The register must be kept uptodate containing al changes that might be taking place
from time to time.

The register must be kept at the registered office of the company unlesssome other
place (though it must bein thecity, town or village where the registered officeis
situated) hasbeen approved by aspecial resolution in the general meeting and the
Registrar of Cgmpanies has been given in advance a copy of the proposed special
resoluiiun.

Section164 o the Act providesthat theregister of membersshall beaprimafacie, but
not conclusive, evidencedf membership. Itisaprimafacie evidenceof mattersrequired
or authorised to be contained therein.

The form of the register is prescribed bsy the government. The companies can either
adopt thisform or any other form closely resembling to this. Separate registersin
different coloursshould be maintained for different types of shares,

10.10.1 Indexof Members

You learnt that every company isrequired to maintain a register of members. If the
number of membersislarge then.to enable the company to locate the account of each
member easily an index must be prepared.

Section 151of the CompaniesA ct, requires that every company having more than fifty
members shall keep an index d membersalongwith the register. If the register of
membersisinsuch form that it can serve the purpose of index, no separate index of
members need be maintained.

Theindex must bekept at the same place asthe register of members. The index must
contain sufficient indication to enablethe account of each member in the register of
members to beeasily found.

If any alteration is madein the register of members, the company must make the
necessary alteration in theindex within14 daysafter thedateon whichthealteration is
made in theregister.

10.10.2 Foreign Register of Members

A company, may, if so authorised by its articles, keepin any stateor country outside .
India a branch register (called asforeign register) of itsmembersresident in that state
or country. The company shall within thirty daysfrom the date of the opening of any
foreignregister notify the Registrar about the place where such register is kept. Any
changein thesituation of the office or of itsdiscontinuanceshall beduly notified tothe
Registrar within thirty days of the date of change 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
madein theforeign register must betransmitted to the head officein India, whichshall
record the samein the duplicate register maintained by it.
47



10.10.3 Inspection of Register

A company's register of membersisa publicdocument and open to public inspection.
The register of membersand index must be open toinspection by membersfreeand by
any other person on payment of rupees ten for each inspection. The register must
remain open for at least two businesshourseach day except when the register isclosed
under the provisionsaf the Act. The right to inspect also includes the right to make
extractsfrom the register.

The company isalso bound to supply acopy d the register, index ete. on payment of
rupee onefor every one hundred wordsor fractional part thereof required to becopied.
The company should send the copy within a period of ten days, exclusive of non-
working days.

If inspectionis refused or a copy is not sent within a period of ten days, the company
and every officer of the company in default shall be punishablein respect of each
offence with fineupto Rs. 50 for every day during which the default continues.

10.10.4 Closure o Register

Accordingto Section 154 of the A ct, acompany may closetheregister of membersfor
aperiod not exceeding 45 daysin ayear. However, at one time the register cannot be
closed for more than 30 days. For closing the register at least seven days notice should
be given by advertisement in some newspaper circulating in thedistrict in which the
registered office of the company issituated.

It iscompulsory to close the register of members before annual general meeting of the
shareholders and before declaring the bonusissue. During the period of closure of the
register of members, no transfer of sharesis registered. Contravention of these
provisionswill entail afineof Rs. 500 fur each day of wrong closure.

10105 Rectification of Register *

You havelearnt that the register of membersisthe primafacie evidence d the
correctnessof the contentsstated therein. In case there are someinaccuraciesin the
register, it may affect theinterest of a member.

Section 1 of the Companies (Amendment) Act, 1988 providesthat if -
a) the named aperson isentered, without sufficient cause, or

b) after having been entered in theregister, is, without sufficient cause, omitted
therefrom, the aggrieved party may apply. to the Company Law Board for
rectification of the register.

TheCom; 2ny Law Board shall hear theconcerned partiesand after hearing them may
either dismissthe appeal or rgject theapplication or by order direct the rectification of
the register. The CLB may asodirect the company to pay damages, if any, sustained
by the aggrieved party.

Check Your Progress C
1) What ismeant by register of members?
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3) Where the register and index of membersshould be kept?
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4) What should acompany do when it wants to clase the register of membggs?
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6) Bate whether the following statementsare True or False.

{) Ttisoptional for acompany to maintain aregister of mempers. |

ii) Anindex of members must be maintained by agompany when jts membership
exceedsone hundred.

iii) Theregister of member must remain open for inspection by itsmembersfor at
least two hourson every day except when the register isclosed.

lv) A company may closeits register of membersin ayear for a period not
gxceeding thirty days.

V) At any ppe time the company may close its register of membersfor a period
pot exceeding twenty one days.

vi) Ma transfer of shares can take place during the period when the register of
members is closed. ’

vii) Incage of some inaccuracy, the aggrieved party can apply tothe court for
rectification of register of members.

1011 LETUSSUMUP

Any person whose name appearsan the register of membersaf a gampany isknownas
a'member’. Theterms member and shareholders are used synonymausly. But a
shareholder may not necessarily be a member and a member may nat necessarily be a
shareholder. Companies having no share capital have membersonly,

Apy person whq js competent (g contract, can become a member of thecompany. The
minimum number of members in a public company must pot fall below seven and in
ease of private company, it mpst not be less than two.

A person may became a member of a compapy in any of the fallowing ways: (1) by
subseribing to the memorandum (i) by agreeingjn writipg to take shares, (iii) by teking
.Qualification shares; (iv) by estappel; (v) by trapsfer and hy trapsmission of shares.

A person may cease to bea member, if (j) he trapsfers his shares; (ij) he dies or becomes
of unsound mind or iS declared insolvent; (iii) his shares are forfejted; {jy) he surrenders
his shares; (v) Ci Sdeclared insalvent; (vi) the company is wound up; (Vi) hg repudiates
the contract, (viii) the company enfarges the right af lien gp shages; (ix) the shares are
redeemed; (x) share warrants '€ issued; and (xi) by an arder gf the court.

Shares of apublic campany arefreely trapsferable jp dapce With the provisions of
articles and the Act, Shares ¢an be transferred by gx‘,’e%";?t{ﬁg%%pmggumeﬁt of transfer

Membhership of » C";mp“'"y
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Membership of 5 (. , ‘transfer deed’. Thisinstrument must be presented before the prescribed
T ol Company Zfﬁ,i?i?y;:(i wrm affix the dateon it. Thisinstrument iEvahd for twelve monthsincase

of listed securities and two monthsin other cases. Share certificateshoul d bedeposited
with tA‘le company along With theinstrument of transfer. If everything is in order, the
Board of directorsshall passaresolution and register the transfer. If the transferis
refused, the transference should beinformed about such refusal within two monthsof
the application for transfer.

Transferof shares by operation of lawisknownastransmission of shares. O n thedeath,
lunacy or insolvency f a member on furnishingthe necessary proof about their title,
thesharesaretransferred in the nameof thelegal heir. In caseof transmission of shares
no stamp duty is payable and there is no consideration.

!.

Every company is required to maintain aregister of itsmembers inthe prescribed form,
continuingthe prescribedinformationabout members. Theregister must bekept atits
registered officeand shal be open for inspectionfor-two hoursevery day.

Every company having more than fifty members must keep an index of members. A
company, may', after giving not lessthan seven days notice by advertisement in aloca
daily, close the register o members, for a period not exceeding 45 daysi n ayear, but
not exceeding 30 days at any onetime.

A person can gpply to the Company Law Board for rectification of the register of
membersif his same hasbeenwrongly entered into theregister or if hisname has been
wrongly omitted from the register.

1012 KEY WORDS

Member: Anyonewhosenameisentered in the register of members.
Shareholder: A persomrwho holds or ownsthe shares.

Transfer of Shares: Transfer of ownershipdof shares which isdone voluntarily by
executing theinstrument o transfer.

Transmissionof Shares. Transfer of shares by operation of law.

Blank Transfer: Transferorsignstheinstrument of transfer leaving al other particulars
blank.

Forged Transfer: | nstrumentd transfer bearingtheforgedsignatureof thetransferor.

Regigter of Members. A register contai ningthe names, addressesand other particulars
d all the members.

Index of Members. For locating the account of a member easily, index ist o be
maintained.

Foreign Regigter: Register of membersfor membersresiding outside India.

Closuredf Register: The period when the registe;- isclosed and notransfer can be
registered after closure.

Rectification of Regigter: In casedf someinaccuracy, a person can apply to Company
Lav Board for rectification of the register.

10.13 ANSWERSTO CHECK YOUR PROGRESS

A s 0T e iFde 0T
. Wi Wik "Mt M

B 5 i)True it) Fase iii) False iv) True v) False
vi) True vii) False viii) True ix) True

C 6 i)False i) Flse iii) True iv) False v) False
vi) True vii) False
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10.14 TERMINAL QUESTIONS

Membership of a Company

1y
2)

3)

4)
5)
6)
7)

8).

9)

Distinguish between a member and ashareholder. ’

Who can become a member of the company? Can a minor, partnership firm
become member of the company?

Ca_r:'a p’;zrson become a member of company without there being ar agreement in
writing?

When does a member ceases to be a member of the company?

Explain briefly the rights and liabilities of a member.

Explain the procedure of transfer of shares.

Distinguish between transfer and transmission of shares.

What isablank transfer?What areitsevils? How they have been overcome?

What are the provisionsof the Companies Act, 1956 relating to the closure of
.registerof member?1sit compulsory toclose theregister of members beforeevery

annual general meeting?

10) What are the statutory provisions regarding rectification of register of members?

Note Thesequestionswill help you to understand the unit better. Try to write
answersfor them. But do not submit your answer to the University. These

arefor your practice only.
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UNIT 11 DIRECTORS

A gdyine this el ushqmd be able to:

Structure

" 11.0  Objectives

11.1  Introduction

11.2  Definition of a Director

11.3  Position of Directors

11.4  Number o Directors and Directorships
1!.5 Qualificatiens of a Director

11.6  Disqudlifications of Directors

11.7  Appointment of Directors

" 11.8 Vacation of Office by Directors

11.8.1 Reuremem ofa Dlrector
1182 Resignation by a 'Director

11.9 Removal of Directors
11.10 Ppwersd Directors
11,11 Duties of Directors

11,11.1  Satutory Duties
1nie2 Gén'cral Duties

11,12 Liabilities of Q,“gctors

11.13 Mestingsof Directors

11.14 Le UsSum Up

11.15 Key Words

11.16  Answers to Check. Y our Progress
11.17 Termina Questions

1.0 OBIECTIVES

° deflne adirector

® explain the legal position of directors
9 describe the qualificationsand disqualifications of adirector
® explain the pracedure of appointment of directors

® list the circumstances when the director's office falls vacant
® explain the mode of removing a director

® describethe powers, dutiesand liabilities of directors
& explain the rulesrelating to the meetingsof director.

11.1 INTRODUCTION

In Unit 10 you learnt about the membership of a company. Y ou know that thenumber
of membersd a.company is ysually large and are spread dl over the country. Hence,
they elect sone petsons tomanage thisaffairsd thegpmpany. S8uch persons areknown
'as directorswho areresponsible mainly for determining the business policiesand
directing and controlling the overall affairsof the company. In this unit you will learn
the legal posmon d directors, their qualifications and disqualifications, the method of

their appointment, and their pawers and duties, and liabilities.



Ditectors

11.2 DEFINITION OF A DIRECTOR

Thedirectorsare the pétsoiis slicted by the sharehiolders todirect, conduct, manageor
supervise theaffairs of thecompany. They manage and control theoverall affairsof the
‘gotnpany: The day to day working of the compady is left to other managerial person
appointed for the purpose.

Sectioii 2(13) of ihe Cofipanies Act defihes adirector as' any person occupying the
positior of director by whatever namecalled.” Thisisaninclusive and not an exhaustive
definition. To explain the meaning of the term 'director’ wecan say that ditectors are
the individuals who direct, control, manage or superintend the affairs of acompariy.

According to explanation 1 to Section 303 of the Act, any person, in accordance with
whosedirectionsor instructioiis; the Board of Directorsof acompany isaccustomed to
act, shall be deemed to be ditector of the company. If a person perfortiis the functistis
of adirector, he will be deemed th be adirector, even if he is not so designated. Thius,
itisimmaterial by what name beiscalled. However, theexpertswhogiveprofessioh‘ail
advice, shall not be deemed to be directors.

Y ou should note that only an individual can be appointed asa director. According to
Section 253 of the Act no body cotporate, association, ot firin shall be appoihted as
director of acompany.

11.3 POSITION OF DIRECTORS

It is not easy to explain the legal position of the directots because the same have not
been defined by the companiesAct clearly. Bowen L.J. observed "directorsare

described sometimes as agents, sometimes as trustees and sometimes as managing
partners. But each of theseexpressionsisused not as exhaustive of their powersand

respofisibilities; but asindicating useful pointsof view from which they may, for the
moment and fot 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
combination of al these positions. Let us now discuss their position under various
headings asfollows:

AsAgents?T hecompady beingan artificial person cannot manageitsaffairsonitsown.
It hasto be entrusted to some human agency known asdirectors. They are elected
representatives of the shareholders and may be termed asagents of the company. The.
relationship between the company and itsdirectorsisthat of principal and dgent.
Therefore, the general principles of the law of agency govern the relations of the
company and itsdirectors. Asagents, it istheir duty to carry on the business with
reasonable careand diligence. They must act within theauthority conferred upon them
by the Act, memorandumand articles and whileentering intocontractson behalf of the
company within thescopeof thisauthority, they will bind thecompany. In other words,
if they act beyond the scope of their authority, they will be held personally liable.
However, you should note that the actsdone beyond the powers of thedirectors may

be ratified by the shareholdersin general meeting of the company provided such acts
are not,beyond the powers of the company.

To bind the company, thedirectorsmust act in the nameof thecompany. Directorsare
the agents of the company and not of theindividual shareholders.

It is, however, not correct to say that directors are the agentsof the company because
agents are not elected but appointed and secondly, the agents have no independent
powers while the directors have independent powers on certain matters.

As Trustees: The'trustee’ means a person who holds and manages the property for the
benefit of other persons. Though in the strict legal sense, directorsare not the trustees
of thecompany, but, tosomeextent, they have been treated astrusteesof thecompany.
They are the custodians of the money and properties of the company and assuch are
responsiblefor the proper use of such money and property. If they misuse the money
or property, they have to refund or re-imburse the same.
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The directors must exereise their powers in good faith and for the benefit of the
company, and not for their own benefit. The directors stand in afiduciary capacity in

relation to the company. The sume degree of integrity arid standard of conduct is
expected from the directorsasit isexpectrd from atrustee. You should note that -

directorsare trusteesfor the company and not of individual shareholders.

However, 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 hisown name. He

- entersintocontractsfor the company o which heis adirectorand hedoesnot hold any

property in trust, because the property is held by the company in itsown name.

As Managing Partner: Directors have beendescribed asthe managing partnersbecause
on theone hand. they are entrusted with the management and control of the affairs of
the.companies. and on the other hand, they are thesharehol dersof the company. They
manage the affairs of the company tor their own benefit asa shareholder and for the
general benefit of the company.

But they are not managing partnersin the strict sense. because the liability of the
director islimited to thevalueof sharesheld by him whereasthe liability of apartner is
unlimited. Further, unlike a partner, adirector has no authority to bind the other
directorsand shareholders.

As Employees: Directorsare the elected representativesd the shareholders. Assuch,
they are not employees or servants of the company; But under a special contract with
the companya director may hold asalaried cmploymentin the company and in that cast
he will be treated as an ernployce or servant of the company and he will enjoy all the

rights available to an employee.

Thus. it isclear from the abave discussion that directors are neither the agents, nor the
trustees, nor managing partners, nor employeesd the company. Infact, they combine
inthemselvesall these positions. They stand in afiduciary position towardstlie company
in respect of their powersand capital under their control.

11.4 NUMBER OF DIRECTORSAND DIRECTORSHIPS

The Companies Act hasfixed the minimum number of directorswhich acompany must
have. According to Section 252 of the Act:

a) every public company shall have at |east three directors, and
b) every other company shall have at least two directors.

TheCompaniesAct hasprescribed only the minimum number of directorsbut is silent
on the maximum number of directors. Subject to this statutory minimurn, the articles
of association of a company may prescribe the minimum and maximum number of
directorsforits Board of directors. Within the limits laid down in itsarticles, the
company can increase or decrease the number d itsdirectors, by passing an ordlnary
resolution in the general meeting[Section 258]. '

If apublic company or a private company which isasubsidiary of a public company
wishesto Increase the number of directors beyondthelimitlaid downinthearticles, it
can dosoonly with the approval of theCentral Government. However, if theincrease
inthe number of directorsdoes 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 beadirector in morethan twenty companies
at thesame time. If a person isalready holding the office of director in twenty
companies and is appointed asadirector in some other company, then in such acase
the new appointment shall not be effective unless within fifteen days of such
appointment he has vacated his officein any one of the companiesin which he was
already adirector. His new appointment shall become void if he failsto make achoice
within thesaid fifteen days.

While calculating the number of twenty cosmpanies. the following shall he excluded:
i} an unlimited company;



ii) aprivate company which is neither asubsidiary nor a holding company of a public
company;

iii) an association not carryingon businessfor profit;
iv) alternatedirectorships.
Any person who holdsofficeor actsasadirector of more than twenty companies, shall

“be punishable with finewhich may extendto Rs. 5,000for each company after thefirst
twenty companies.

11.5 QUALIFICATIONSOF A DIRECTOR

The Companies Act does not lay down any academic qualification for appointment as
acompany director. TheActdoesnot lay down any sharequalificationsfor aperson to
be adirector. A director need not hold any shares and need not be a member of the
company. However, thearticlesof association of the company usually provide for the
sharequalificationof adirector. Such shares are known as qualification shares. The
directors are required to have these shares so that they also have somefinancial stake
inthecompany. Regulation 66A of Table A providesthat adirector must hold at least
oneshare. Thearticlesspecify the number or value of sharesto constitute qualification
shares.

Wherethearticles provide for qualification shares, adirector must obtain qualification
shares within two monthsof hisappointment. Any provision in thearticles requiring a
person to hold qualification shares within a period shorter than two months of his
appointment shall be void. Y ou should note that it isnot necessary that a person must
acquire qualification shares before hisappointment.

The nominal valueof thequalification shares must not exceed Rs. 5,0000r thenominal
value of one share whereit exceeds Rs. 5,000. Any provision in the articleswhich
requiresadirector to take qualification sharesof morethan thisamount, shall be
invalid.

The holder of ashare warrant shall not be deemed to be holder of the shares specified
in the warrant [Section 270(4)).

If adirector does not acquire the qualification shareswithin two nionthsof his
appointment or thereafter does not possesssuch shares of any time, hisoffice shall
automatically become vacant. Further, heshal be punishable with fine which may
extend to Rs. 50 for every day from the date of expiry of two monthsupto the date he
acted asa director.

The qualification shares may be obtained by.him either directly from the company or
from the market.

The provisions regarding qualification shares do not apply to (i) technical directors A
unlessexpressly provided inthearticles; (ii) directorsrepresentingspecia interest;
(iii) directorsappointed by Central Government and (iv) in thecaseof anindependent
private company.

11.6 . DISQUALIFICATIONSOF DIRECTORS

The circumstances in which a person cannot be appointed asadirector of a company
arelistedin Section 274 of thie Companies Act. A person shall not be capable of being
appointed director of acompany if:

i) hehasbeen found to be of unsound mind by a competent court;
ii) heisan undischarged insolvent;
ili) he hasapplied to be adjudicated as an insolvent and hisapplication is pending;

iv) he has been convicted by acourt of any offence involving moral turpitude and
sentenced to imprisonment for not lessthan six monthsand a period of five years
hasnot elapsed since the expiry of hissentence;
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v) He hasnot paid any cal in respect of theshares of thecompany held by him, whether
alone or jointly with others, and six months haveel apsed from the last day fixed for

the payment of the call;
vi) hehasbeen disqualified by an order of theCourt under Section 203, d an offence
in relatioft to promotion, formation or management of-the company of fraud or
misfeasdfice in relation to the company.

The Central Governiment may, by notification in the Official Gazette, remove the
disqualifications listed under clause (iv) and (v) above.

A private company which is not asubsidiary of a public company may, by its articles,
providefor additional groundsfor disqualification. Thus,a publiccompany or aprivate
company which isasubsidiary of a public company cannot provide for additional
disqualifications initsarticles.

Directors

Check Your ProgressA
1) Defineadirector.
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company.

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

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

7) State whether thefollowing statements areTrueor False.

i)  Every public company must have at |east five directors and every other
company at least three directors.

ii)  Only anindividual can be appointed asthe director of a company.

iii) Directorsare trusteesfor the company and not for individual shareholdersor
for third personswho have entered into contracts with the cémpany.

, iv) A company may increase or reduce the number of directors, within the Limits
Sh fixed by itsarticles, by passing aspecia resolution in the general meeting.



v) A person can be adirector in more than twenty companiesat the same time.

Directors must obtain qualification shares within three months of their
appointment.

vii) Ifacompany proposestoincrease the total number of directorsbeyond twelve,

it must be approved by the Central Government,

viii) A person who fails to pay the callsin respect of shares held by him for more
than six months, cannot be appointed asa director of the company.

11.7 APPOINTMENT OF DIRECTORS

You know that only individuals can be appointed as directorsof the company. Any
person whe is competent tocontract and who holds the qualification shar esis eligible for
appointneiit as a divector of the company. Dircctors may be appointed in any of the
following ways (i) by the articles; (ii) by the shareholders in the general meeting;
(iii) by the Board of directors; (iv) by the Central Government and (v) by third parties.
Let usnow discuss them in detail.

1) By Artictes: The names of the first directors are usualy given in the articles of the

company. In case they are not named in the articlesthen the subscribers to the
memorandum are deemed to be the first directors of the company and they shall
hold office until the directors are appointed at the first annual general meeting.

A person cannot be appointed asdirector by articles,or named as adirector, or
named as a proposed director in the prospectus unless he or hisauthorised agent

i) hassigned and filed with the Registrar hisconsent in writing to act as such director;
and

i) haseither (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 the

company hisqualificationshares and pay for them; or (d) filed with the Registrar an
affidavit that hisqualification 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; (i) acompany which wasa private company before
becoming a public company; (iv) acompany which issues a prospectus after the
expiry of one year from the date on which the company became entitled to
commence business.

By Shareholders:in General Meeting: Thefirst directorsof the company shall

hold theofficetill thefirstannual general meeting. According to Section 2550f the
Act, directorsof a public company must be appointed every year in its annual
general meeting. Unless the articles provide for retirement of al the directors at
every annual general meeting, at least two-thirds of the total number of directors
must retire by rotation. Thus, only one-third can be the permanent or non-retiring
or ex-officio directors.

At every subsequent annual general meeting, out of the two-thirdsdirectors liable
toretire by rotation, one-third or the number nearest to one-third must retire. The
directorswho have been longest in office stnce their last appointment shall retire,
but incaseif thedareof appointment isthesaine, theretirement will be determined
by an agreement arnong them and if thereisno agreement, it shall bedetermined by
draw of lots.

Theretiring directors are eligible for re-election. If a person other than a retiring
director wishesto contest the election for directorship, he must givea noticein
writing to the company at least fourteen days before the meeting. The company is
then required toinform the memberseither by individual noticesor by
advertisement of at Jeast seven days before the meeting about such acandidature.

If the vacancies could not befilled up in the annual general meeting, the mceting is

Drectors
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5)

adjourned for the next week to beheld at thesametime and a thesame place. If at
the adjourned meetingalso the placed theretiringdirector isnot filled up and that
meeting hasnot expresdy resolved nat tofill thevacancy, then theretiring directors
shall bedeemed to have been re-appointed asdirectors.

It should be noted that theappointment of eachdirector in the general meeting mustt
be made by a separate resolution, unless the meeting unanimously decides
otherwise. In other words, two or more directorscannot be appointed by one
resolution.

By Board of Directors. The Board of directors may also appoint directorsin the

following cases:

) Additional Directors. The Board of directorsmay, if authorised by the articles,
appoint additional directors. But care should be taken to see that the total
number o directorsincluding the additional director must not exceed the
maximum number fixed by the articles. Such an additional director shall hold
office only upte thedated the next annual general meeting.

ii) AlternateDirector: The board may appoint the alternate director if thearticles
authorisesuch an appointment. An alternate director isappointed to act in
placedf adirector who remainsabsent for more than three monthsfrom the
state in which the meetingsadf theBoard are ordinarily held. Such an alternate
directorshall holdofficetill thetimewhen theoriginal director (inwhose place
he was appointed) returns or on the expiry of the original director's term.

iii) Casual Director: J theofficeof any director falsvacantfor some reason before
theexpiry of histermd office, such acasual vacancymay befilled by the Board
d directors according to the regulations o the articles. Such avacancy may be
caused by death, resignation, insanity, insolvency etc. The person whois
appointed by the Board to fill upthe casual vacancy, shall hold the officeonly
upto the date upto which thedirector in whose place he is appainted, would
have hdd theoffice.

By Central Government: To safeguard theinterest of the company, or its
shareholders, or the public, the Central Government may appoint such number of
directorsas the Company Law Board may, by order in writing, specify. Such
directorsare appointed to prevent oppressionand mismanagementof the affairs o
thecompany. The Company Law Board may passsuch anorder on areference made
toit by the Central Government, or on the applicationd at least one hundred -
members, or of member holding at least ten per cent voting rights. Such directors
are not required to hold qualification sharesand they are not liable to retire by
rotation. However, such directorscan be removed by the Central Government &
any time and appoint someother personin his place.

By Third Parties: The articlesdf the company may authorise the third partiesto
appoint personson the Board of directorsastheir nominee. But the number of
directorsso nominated must not exceed gne-third of the total number of directors.
The term'third parties’ here meansthe debentureholders, financial institutions or
banks, etc., who have lent money to the company. The idea behind such
appointment isto ensurethat the money lentisused only for the purposesfor which
it has been lent. Such directorsare not liableto retire by rotation.

Y ou havelearnt that for the appointment of every director, aseparateresolution has
to be passed..Normally, they are elected by asimplemajority. Asaresultitis
possiblethat the minority of theshareholdersmay not bein a position to send their

. representativeon theBoard o directors. Therefore, Section 265 of the Act provides

them an opportunity to havetheir representative on the Board. Thisisdone by
adopting the system of proportional representation. The articles may have a
provision to thiseffect by which not less than two-third of the total number of
directorsdf thecompany beappointed by thesingletransferable vote, or by asystem
of cumulative voting or otherwise. Such appointments may be made oncein three
years and any casud vacancy may befilled up by the Board of directors.
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11.8 VACATION OF OFFICE BY DIRECTORS

According to Section 283 of the Companies Act, the office of adirector shall become
vacant if -

i) he failsto obtain or ceasesto hold the qualification shares;

iiy- heisfound to be of unsound mind by a competent court;

iii) heappliesto the court to be adjudged an insolvent;

iv) heisdeclared insolvent;

v) heisconvicted of any offence involving moral turpitude and sentenced to Six
menth’s imprisonment;

vi) hefailsto pay any cal for sx monthson shares hold by him;

vii) heabsents himself from three consecutive meetings of the Board of directors or
from al the meetings of the Board for a continuous period of three months,
whichever islonger, without obtaining leaveof absence fromtheBoard. But if this
absence isnot deliberate (he might beill) then it will not result in the vacation of
office;

viii) heacceptsaloan or any guaranteeor security for aloan from thecompany without
the previous approval of the Central Government;

ix) hefailstodisclose to the Board hisinterest in any contract entered into by the.
company as required by Section 299;

X) hebecomesdisqualified by an order of thecourt under Section 203 which restrains
fraudulent persons from managing the affairs of companies;

xi) heisremoved by an ordinary resolution of the company;
xii) hehad been appointed adirector by virtue of hisholding any officeand heceases
to hold such office;

xiii)" heisconvicted of an offenceinconnection withtheinspection of booksof accounts
and other records by the Registrar.

A private company which isnot asubsidiary of a public company may, by itsarticles,
provide for additional groundson which the office of a director shall fall vacant.

Thegrounds mentioned abovefor vacating theofficeof director apply to al companies §
-publicor private. Onthehappening of anyof theabove events, thedirector will have ' z
to vacate the office. These rulesare applicableto al directors by whomsoever .

appointed and for whatever period appointed. The Board has no power towaivethe

event or condone the act.
11.8.1 Retirement of aDirector

You know that two-third of thedirectorsareliableto retire by rotation andif adirector
retires at ansannual general meeting and is not re-elected, he ceasesto hold theoffice.

11.8.2 Resignationby a Director

. A director may resign in accordance with the ruleslaid down in thearticles. If the :
articlescontain nosuch rule, hecan resignat any time by givingareasonabl e noticeto B
the company, itisimmaterial whether the company accepts hisresignation or not. A
resignation once madewill takeeffectimmediately when theintentiontoresignismade
clear. A resignation cannot be withdrawn, except with the consent of the company
concerned.

The resignation | etter should be sent to the company at the registered office of the
company. The resignation should preferably bein writing, but sometimeseven oral
resignation may beeffective, for example, if it is made at the general meeting of the,
company.

11.9_REMOVAL OF DIRECTORS

A director can be removed from office before theexpiry of histerm by (a) shareholders; ‘ 1,59.3
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or (b) Central Government; or (c) Company Law Board. Let us now discuss them in
detail.

a) Removal o Shareholders: A company may remove a director by giving a special
noticeand passing an ordinary resolution. However, they cannot remove (i) director
appointed by theCentral Government; (ii) alifetimedirector in aprivate company;
(iii) adirector representing special interestse.g., creditorsor debenturehol ders; and
(iv) adirector elected by proportional representationi.

Special noticedf fourteen days must begiven for theresolution to removeadirector at
any meeting. On receipt of such anatice, the company must forthwith send a copy
thereof to thedirector concerned, who hasarigtit to be heard on the resolution at the
meeting.

If the director concerned has sent a written representation to the company, the
company may send acopy of thesameto al the members. If the representation could
not be send because of the shortage of time, it may be read a the meeting.

A vacancy created by theremoval of adirector may befilled up by theappointment 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 thedirector removed. Such avacancy can also befilled up acasual vacancy.
A removed director cannot be reappointed, but he can claim compensation for loss of
office.

(b) Removal by Central Government. The Central Government may remove adirector
on the recommendation of the Company Law Board. The Central Government
may referthe matter tothe Company Law Board if it feelsthat 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 thecompany ismanaged by sucha person in such a manner asto causeor likely
to causeseriousinjury totrade, industry or business. If the Company Law Board is
satisfied, irshall recommend the remaval of such director. The director so removed
shall not hold theofficeof adirector or any other officeconnected with the conduct
and management of the affairs of thecompany for a period o fiveyears. However,
the Central Government may, with the previous concurrenced the Company Law
Board. remit or reduce thisperiod.

A director whoisso removed is not entitled to any compensation for loss of office.

¢) Remova by Company Law Board. The Company Law Board isalso empowered to
remove thedirector on an application made to it for prevention of oppression or
mismanagement. Such a person cannot be appointed in any managerial capacity in
the company for aperiod of five years, Also he cannot sue the company for
compensation for lossd office.

Check Your ProgressB
1) How are thefirst directors of a public company appointed?
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4) When can the Central Government appoint a director'?

.........................................................................................................
..........................................................................................................
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7) State whether the following statements are True or False.
1) Thefirstdirectorsare usualy named in the articles.
iy Unlessthearticles provide for the retirement of all directors at every annual
general meeting, at least one-third of the total number of directorsare liable
to retire by rotation.
iii) A retiring director cannot be re-appointed.
iv) Analternate director can hold office upto the next annual general meeting.
v) Theofficeof adirector fallsvacant if he failsto obtain hisqualification shares
within two monthsof his appointment.
The officeof the director does not become vacant if he fails to disclose his
interest in any contract with the company before the Board.

vii) A resignation by adirector iseffective immediately when the intention to
resign ismadeclear.

viii) A director cannot be removed before the expiry of histerm of office.
ix) A director whois removed by Company Law Board is not entitled to any
compensation for loss of office.

x) If anew director isto be appointed, anotice in writing shall be given to the
company at least twenty 'ne days before the meeting.

11.10 POWERSOF 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 al such things
which the company isauthorised or empowered to do. Thedir ector sderivether powers
from the memorandum or articles of the company and from different provisionsof the
CompaniesAct., 1956.

Section 291 of the Act providesthat, subject to the provisionsof the Act, the Board of
directorsof acompany shall beentitled toexerciseall such powers, and do all such acts
and things, as the company isauthorised to exercise and do. Thus, the Board of
directors cannot exercise such powers which can only be exercised by the company in
the general meeting.

The powersof the company are thus divided into two parts: (i) powers to be exercised
by the Board of directors, and (ii) powersto be exercised by shareholdersin a general
meeting. Within the limitslaid down by the Act and thearticles, the powersaf the
director saresupreme and theshareholderscannot alter or restrict their power sby
passing a unanimousresolution. The shareholders can amend the articles or take steps
toremovethedirectorsor refuseto re-elect director whose actionsthey disapprove and
appoint other persons replacing them.
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Directors are required to act collectively in theform of Board. Directors individually
cannot take any decision regarding company's affairs, decisions must be taken at the
meetings of the Board or by circulation of proposal among the members d the Board.
But the Board has the power to del egate authority in certain respects to an individual
director or to acommitteedt directors.

Though; the shareholders cannot generally interfere or restrict the powersaof the
directors, but, in the followingexceptional cases, thegeneral meeting of shareholders
may exercise powersconferred on the Board of directors:

iy Wherethedirectors act mala fide and against the interest of the company, for
example, when their persona interest clash with their duty towards the company;

ii) wheretheBoard o directorsfor somevalid reasons become incompetent toact, for
example, dl thedirectorsare interested in a particular transaction;

iii) wherethere isdeadlock in managementi.e., thedirectorsare unwillingto exercise
their powers, for example, when the directors are equally divided and, therefore;
cannot come to any decision.

Powersto beexercised by Board only: According to Section 292 the following powers
can be exercised by the Board only by meansof resolutions passed at meetings of the
Board:

a) the power to makecalls;

b) the power toissue debentures,

c) the power to borrow money otherwise than on debentures;

d) the power toinvest the funds of the company; and

e) the power to make loans.

Thefirst two powerscannot be delegated by the Board to any committee but the
remaining three powerscan be delegated to any committeeor sub-committee, if any.
However, such delegation can be-made by the Board by passing aresolution at the
meeting of the Board which must specify the nature and extent of power which can be
exercised by the delegate. The shareholders, in general meeting, can impose
restrictionsor conditions on the exercise by the Board of any of the above powers.

Other powersto be exercised at Board Meetings. In addition to powersto be exercised
at Board meetings under Section 292, there are some other powers which can be
exercised only at a meeting o the Board, they are as follows:

i) the power tofill upthe casua vacancieson the Board;

ii) the power d sanctioning a contract on which a director isinterested;

ili) the power to appoint or employ a person as managing director or manager, if heis
already a managing director or manager of another company;

iv) the power d makinginvestmentsin shares or debentures of companies under the
same management;

v) thepower d receiving noticeof disclosured shareholdings by directors 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-mentioned powers, the powersunder clause (iii) and (iv) areto be

exercised by the Board with the consent of dl thedirectors present i.e., unanimously.

Y ou should remember that each director shall have only onevoteand all matters will

bedecided [except (iii) and (iv)] by simple majority of votes. A director cannot appoint

aproxy to attend and vote at the meetings of the Board.

Powers to be exercised with thesanction in general meeting: Section 293 of the Act

imposescertain restrictionson the powersd the Board of directors. There are certain

powers which can be exercised by ¢he Board of directorsonly with the consent of the

company in the general meeting, they are:

i) thepower tosell, lease or otherwise d the company's undertaking;

i) the power to remit or givetimefor the répayfncnt,df any debt due by a director;

ili) the power toinvest, otherwise than in trust securities, the compensation received
for compul sory, acquisition of ‘the company's undertakings or property;



iv) the power to borrow money in excess of the total ot the paid-'upcapitar v Ltne
company and itsfree reserves; and

v) thepower tovontribute ta-any charitable or other funds not directlyconnected with
the business of the company or the welfare of the employees beyond Rs. 50,000in

ayear ¢1 J per cent of the average net profits for thelast three financial years,
whichever is greater.

In case the directorssell or |ease the company's property without obtaining the consent
in the general meeting, the title of the buyer or other person who buysor takesa lease
in good faith and after exercising due care and caution, will not be affected. Besides, a
company whose ordinary business is to sell 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 fundapproved by the Central Government for the purpose
o national defence, Section 293-B empowersthe Board of directors to make such
contributions without any limit dnd without obtaining the sanction of the company in
general meeting.

Other restrictionson the power sof theBoard: In addition to therestrictionsimposed by
Section 293, there are two more restrictions:

i) Restriction on making political contributions: According to Section 293-A,
Government companies and companies which have been in existence for lessthan
threefinancial yearsare prohibited from making political contributions. Any other
-c™pany 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 itsaverage net profitsduring thethree
immediately preceeding financial years. Further, for making such contributions, a
resolution authorising such contribution, should be passed at the meeting of the
Board of directors.

Every company isrequired 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.

if) Restriction on appointment of sole sellingor buying agents: The Board can appoint .

asole selling or buying agent of the company for any areaonly after obtaining the
sanction in the general meeting of the company and the appointment can be made
only for aterm not exceeding five years at atime.

Managerial Powersof Directors

Thedirectorsaretheelected representativesof shareholdersand areentrusted with the
power to manage the affairs of the company in the best interest of shareholders. The
Baard of directors has the following managerial powers:

i)  power to make contracts with third parties on behalf of the company;
i) power to recommend dividends;
iii) power toalot, forfeit and transfer shares of the company;

iv) power toappoint director tofill upthe casua vacancy;

v) power to take decision regarding the terms and conditions for the issue of
debentures;

vi) power to appoint managing director, manager or secretary of the company;

vii) power toform policy and issue instructionsfor the efficient running of the
business; and lastly

viii) power of control and supervision of work of subordinates.

1111 DUTIESOF DIRECTORS —

You havelearnt that directors of a company occupy an important position in the
management of the company and they have vast powers, However, it is expected of
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them to exercise these powers for the public good and protect and safeguard the
interests d the company and shareholders.

The dutiesd directors depend upon the nature and size of the company. While
discharging their duties, they must comply with the provisions of the articlesand the
Companies Act. The duties given in the articles will certainly vary from company to
company. A director isnot hound to give continuous attention to the affairs of the
company, hisdutiesareof an intermittent nature, to be performed at periodical beard

meetings.

Thedutiesd directorscan broadly be classified under the following two heads:
1) Statutory duties; and

2) General duties.

11.11.1 Statutory Duties

Some of thestatutory dutiesof directors are:

i) Every director must disclose hisshareholdings in the company [Sec. 308].

iiy Every director must disclose his personal interest in contracts to beentered into

by the company [Sec. 299].

iii) Directors must not receive any loan from a public company or itssubsidiary of

which heisadirector in contravention of Section 295.
Tohold statutory and annual general meetings and lay before the cornpany a

iv)
Balance Sheet and Profit and Loss Account and other reports.

v) Toconvene extraordinary general meeting on the requisition of the specified
number of members.

vi) Directors must not-receive remuneration-in contravention o Section 309 read

with Section 198.

vii) Tofilewith the Registrar the reports and resolutions as required by the Act.
viii) T omaintain books and registers required under the Act and articles.
‘ix) Toperform all such duties asrequired under the Act and articles.

11,11.2 General Duties

There aresomeduties of ageneral nature which every director must discharge. The
following aresome of thegeneral duties:

i) Duty of good faith: Thedirectors occupy afid.aciary position i acompany.

Fiduciary position meansa position of trust and confidence. Therefore, directors
must act honestly and diligently in the interest of the company and sharehol ders.
They must not make any secret profitsfrom their dealingswith the company. If a
director makes some secret profits by utilising his position, he shall beliable to
account for it.

i) Duty of reasonable care: Thedirectorsshould discharge their dutieswith reasonable

care. The degree of care expected from him is the same asisreasonably expected
from personsof their knowledge and status. If thedirectorsfail toexerciseduecare
and skill in the performanceof their duties, they shall beliablefor negligence. But
they cannot be held liable for mere errorsof judgement.

iii) Duty toattend the Board Meetings: Thedutiesof directorsare of an intermittent

nature to be performed at periodical board meetings. Therefore, it isthe duty of
every director to attend such meetings. Although adirector is not expected to
attend all the meetingsof the Board, but if hefailsto attend three consecutive
meetingsor al meetings o the Board for aconsecutive period of three months
(whichever islonger) without obtaining permission, hisoffice shall automatically
fallsvacant.

iv) Duty not todelegate: The directors must perform their duties personally. They are
appointed because d their skill, competence and integrity, therefore, the maxim
delegatus non potest delegare (a delegate cannot delegate further) isapplicableto
them. But ifpermitted by articlesd thecompany, thedirectorscan delegateces tain
functions to the extent permitted by the Act of the articles.



v) Duty todisclose inter est: The fiduciary position of adirector requires himtodisclose .

to the Board his personal interest in any contract to be entered by the company.
Thisisnecessary to prevent any conflict between the personal interest of the

. director and hisdutiestowardsthecompany. It should be noted that thereisno ban

on company entering into a ccintract in which a director isinterested. What is
required isthat he must disclose thisinterest.

11.12 LIABILITIESOF DIRECTORS

Theliabilities of directors can be discussed under various heads.

1)

2)

4)

Liabilityasshareholder: Thedirector's liability asshareholder isusually thesameas
that of any other shareholder. But acompany may alter its memorandum and make
the liability of al or any of thedirectors unlimited. This, however, will be effective
only if the concerned director has given hisconsent to it. Further, the directors are
liable to pay the calls whenever made, within the permissibletime. If calsarein
arrear for more than six months, heshall have to vacate the office of director.

Liabtliyt to outsiders: Directorsact for the company, as such they cannot be held
personally liable to outsiders for any acts done by them on behalf of the company.
They would, however, be personally liable to outsidersin thefollowing
circumstances:

i) When they enter into contracts in their own namesand not in the name of the
coinpany. For example, when they sign a negotiable instrument without
mentioning the name of the company, they shall be personally liable.

ii) Where thedirectorsact ultra vires thecompany i.e., beyond their powers, in
such acase company will not beliable but directorswill beliabletotherr parties

for breach of implied warranty of authority.

iii) Where they have permitted theissue of a prospectuswhich contains
misstatementsor which doesnot present thetrue position, thedirectorsshall be
personally liable.

iv) Where the directorsfail to return the application money within the specified
time, if the minimum subscription is not subscribed.

v) Wherethereisirregular allatment of shares, '

vi) Where the directorsact fraudulently, for example, when they purchase goods
orincur liability at atimewhen they know that thecompany will never beliable
to pay theamount,

Liability toCompany: Directorshavesome dutiestowardsthecompany by virtue of
their office. The directors are liable to the company in the following cases:

i) UitraviresActs: Directorsare personally liable to the company for ultra vires
actsi.e., actswhich are beyond their powers. For example, if they pay dividends
.outof capital, they will beliableto thecompany f6r any lossor damage suffered
duetosuch ultra vires acts.

ii) Negligence: If thedirectorsperform their functionsin anegligent manner, they
incur personal liability tothecompany. They are, however, not liablefor errors

of judgement.

iii) Breachof trust: Thedirectorsoccupy afiduciary position towardsthecompany.
They must act honestly and in theinterest of thecompany. If thedirectorsmake
some secret profits or use the company's property for their personal use, then
they shall beliable to the company.

iv) Misfeasance: The misfeasance means wilful misconduct or wilful negligence
resultingin some losstothe company. The company can take action against the
directors for damagesin case of misfeasance.

Criminal liability: If thedirectorsfail to comply with the provisionsof the Act, they
incur criminal liability involving fine or imprisonment or both. Some of the
provisionsof the At under which the directorsincur crimina liability are:
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iy Issue of aprospectuscontaining an untrue statement.

i) Failure to deposit application money in aschedule Bank.

iii) Fraudulently inducing personsto invest money in the company.

iv) Accepting depositsor invitingany deposit in excessof the prescribed limit.
v) Destruction, multilation, alteration or falsification of any books, papersor

documents.
vi) Failure tofileannual returns.
vii) Default in holding theannual general ' «ting.

viii) Granting loans to directors without th« .pproval of Central Government.
ix) Failureto maintain proper accountsesc.

Liability foracts of co-directors: A director isnot liablefor the actsd hisco-
directorsunlesshe wasaparty toit. A director is not the agent of hisco-directors.
H e cannot be held liable on the ground that he ought to have discovered the fraud.
But a managingdirector or thechai rman signingtheaccounts without understanding
its implications cannot escape liability.

11.13 MEETINGSOF DIRECTORS

Y ou havelearnt that directorsexercise their powerscollectively at periodical meetings
of the Board. The rules relating to meetingsof directorsare following:

i)

i)

A meeting of the Board o directorsof every company must be held once in every
three calendar months and at |east four such meetingsmust be held every year. Tht
Central Government may, however, by notification inthe Official Gazette, exempt
any class of companiesfrom theabove mentioned rule. This has been donetohelp
small sized companieswhereitis not necessary to hold meetingonceinevery three
months.

Though the Act does not state anything about the place where the meetingsof the
Board should beheld, 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 o the registered officeof the comany.

Noticeof every meeting of the Board must be given in writing to every director in
Indiaat hisusual address, TheAct prescribespa particular form of notice or made
of service or length of period of notice. Thus even afew minutes notice would be
sufficient. The failureto give noticeto any director renders the meeting invalid.

The quorum forameeting of theBoard of directorsof acompany shall beone-third
of itstotal strength (any fraction to be rounded off asone) or two directors,
whichever ishigher. If at any time there aresome interested directors whose
number exceedsor isequal to two-thirds of the total strength, theh the remaining
directors who are not interested shall form the quorum during that time, provided
their number is not lessthan two. In a Board meeting quorum must be present
throughout the meeting and not merely at the commencement o the meeting,

If ameeting of the Board could not be held for want of quorum, it shall stand
adjourned till thesameday inthenext week at thesametime and at the same place.
If thatday happensto beapublicholiday, then it will beheld on the next following
day, which 1s not a public holiday.

It isessential that al the proceedings of every meeting of the Board should be
recorded in writing in a book called the minute book. Minutesof every meeting
must besigned by thechairman in whose presence those resol utionswere passed or
by thechairman of the next succeeding meeting. Asper Section 289, the resolution
may also be passed by circulation.

Check Your Progress C
1) How do the directors of acompany exercise their powers?
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7) State whether the followingstatements are True or False.

i)  Thedirectors of acompany havethe power todo all such actsasthecompany .
isauthorised to do.

ii) The power to issue debenturescan be exercised only with the consent of
shareholdersin general meeting.

iii) The Board has the power to recommend the rate of dividend to be declared by
the company.
iv) Casua vacanciescan befilled up by the Board of directors.

v) Thedirector can remit or givetimefor the repayment of any debt dueby a
director,

vi) A director must alwaysact in the general interest of thecompany.

vii) A director interested in a contract must disclose his interest in such contract at
the general mekting of shareholders.

viii) A meetihg of the Board of directors must be held at least oncein every four
monthsand at least three such meetings must be held in every year.

ix) Thequorum for aBoard meeting isone-third of its total strength or two
directors, whichever isless.

1114 LET USSUM UP

Since acompany isan artificial person created by law, it can act only through human
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agents. These agents are known as directors. The directorscollectively are caled as
'‘Board of Directors. Directors are the persons, who are responsible for directing,
controlling the overall affairs of the company.

A public company must have at |east three directors, and every ather company must
have at least two directors. A public company whichissubsidiary o a public company
cannot have more than twelve directors unlessthe Central Government gives
permission for more. Noindividual can beadirector of morethan twenty companiesat
the same time.

All persons appointed asdirectorsof the company must file with the Registrar their
consent in writing to act assuch. A director is required to have qualification shares so
long hecontinuesto beadirector. The valueof thequalification shares must not exceed
Rs. 5,0000r the value of oneshare where it exceeds Rs. 5,000.

Dirzctor’s legal position is quite interesting— sometimes they act asagentsd the
company, sometimes as trustees and sometimes even as managing partners o the
company. They are also treated as officersof the company.

A person whoiscompetent tocontract can become adirector. 8ut aperson of unsound
mind, undischarged insolvent, personsconvicted for moral turpitude and sentenced to
sx monthsimprisonment are disqualified to act as directors.

Directors can beappointed by articles, by share holdersin general meetings, by the
Board, by the partiesand by Central Government. The directorsmay be appointed on
the basis of proportional representation.

The officeof thedirector shal fall vacant on variousgrounds, such asif hefailstoobtain
qualification shares within two months or ceases to hold qualification shares, hiscalls
arein arrearsfor 9x months, hedeliberately failsto attend threeconsecutive meetings
without obtaining permission, he failsto disclose hisinterest in any contract etc.

The directors of acompany can also be removed by shareholders, by Central
Government and by Company Law Board.

The Act hasgiven wide powers to 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 themonly at the meetingsof theBoard and certain powers can be exercised
by them with the consent of the shareholders in general meeting.

The directorsareliable to the company for negligence, breach of trust, for ultra vires
acts and for wilful misconduct. Thedirectorsareliableto third partiesin some cases
e.g., when heactsin hisown name, for misstatementsin the prospectusetc. The
directorsalsoincur criminal liability for non-compliance of thevarious provisionsof the
Act.

!
N 1

10.15 KEY WORDS

Director: One who performs the functions of a director.

Trustee: Onewho holds some property in trust for the benefit of anoth . erson or
persons.

ShareQualification: The minimum number of shares, e yuired to be held by thedirector
so long heisadirector.

Casual Vacancy: A vacancy caused by the death, insanity or insolvency of adirector
Alternate Director: A director who isappointed in place of theoriginal director.
Rotational Director: Directorswho areliableto retire by rotation.

Ultra-vires the company: Beyond the powersof the company.

Misfeasance: Wilful misconduct or wilful negligence.

Criminal Liability: Punishment by way of fine or imprisonment or both.

Quorum: Minimum number of persons physically present to transact a legally binding
business.



11.16 ANSWERSTO CHECK YOUR PROGRESS

A 7 i)Fale ii) True iii) True iv) False v) False vi) False
vii) Tru viii) True

B 7 i)True ii) False iii) False iv) False v) True vi) Fase
vii) True viii) False ix) True x) False

Cc 7 i)True i) False iii) True iv) True v) False vi) True

vii) False viii) False ix) True

11.17 TERMINAL QUESTIONS

1) Who are the directors of acompany? How are they appointed?
2) Explain the rulesregarding the number of directors and directorships.
3) Discussthelegal position of directors.

4) What restrictions have been imposed by the Companies Act in respect of
appointment of directors?

5) Explain the qualifications and disqualification for the office of adirector.

6) What is meant by qualification shares? Isit necessary to be a shareholder or to
acquire qualification shares before acting asa director?

7) What are the circumstances when the office of adirector shall become vacant?
8) How can adirector beremoved from office before the expiry of their term of office?
9) Discuss the powers and duties of directors.

10) Explain theliability of directors towardsthe company and third parties. Can a
director be held liable for criminal liability?

11) Write an explanatory note on meetings of directors.

Noate: These questionswill help you to understand the unit better. Try to write
answersfor them. But do not submit your answer tothe University, These

arefor your practice only.
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12.0 OBJECTIVES

After studying this unit, you should be able to:

@ define a company secretary

¢ describe the qualifications and appointmént of acompany secretary
a explain'the position of a company secretary

¢ describe the duties and liabilities of @ company secretary.

12.1 INTRODUCTION

A company secretary plays an important rolein the administration of a joint stock
eompany. The provisions of the Companies Act have become so complicated that it
needs constant attention for their compliance. It has become practically impossible
for thetop management tosupervisethe routine administration aswell asensurethe
compliancewith the'provisions of the Act. Itisfor relieving thetop managemerit from
thisresponsibility that company secretary isappointed. Inthisunit, you will learn the
meaning of company secretary, hisqualificationsand appointment and therole played
by him. You will alsolearn the dutiesand liabilitiesof a company secretary,

12.2 MEANING OF A COMPANY SECRETARY

A secretary isan officerof thecompany whoisappointed to perform the ministerial

or administrative duties. Y ou should remember that it is not his duty to manage the
, affairs of the company; he is primarily concerned to ensure that the affairs of the

company areconducted in accordance with the provisionsof the CompaniesAct and

articles of association of the company.
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The Indian Companies Act, 1956 (as amended vy the Companies Amendment Act,
1974) in Section2(45) defined asecretary as" any individual, possessing the prescribed
qualifications, appointed to perform thedutieswhich may be performed by asecretary
under the Act and any other ministerial or administrative duties™.

The Company Secretaries Act, 1980definesacompany secretary as'a person whois
amember of the Institute of Company Secretary of India [Section 2(1) (c)]. The
Companies Amendment Act of 1988hasincorporated 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 Company Secretaries Act, 1980, and
includes any other individual possessing the prescribed qualifications and appointed
to perform theduties whichmay be performed by asecretary under thisA ctand any
other ministerial or administrativeduties™. Y ou will notethat with thisamendmenta
statutory recognition has been given to the members o the Institute of Company

Secretary of India

From the above definitioi: or a secretary, the following three points emerge:

i)  Only anindividual can be appointed as a company secretary. Thusafirmor a
body corporate cannot be appointed as a company secretary.
i)  The company secretary should possess the qualifications prescribed by the

Central Government. )
iii) Thedutiesof thecompany secretary areof aministerial or administrative nature.

Y ou should remember that a company secretary is not to act independently but he
hasto act under thefull control of theBoard of Directors. Hehasnoauthority, except
that which is delegated by directors, to act or enter into a contract or make
representations soeas to bind the company.

12.3 QUALILICATIONS OF A COMPANY SECRETARY

Accordingto Section 2(45) of theCompanies Act, acompany secretary must possess
the qualifications prescribed by the Central Government from time to time.

Under Section383-A of theA ct every company having such paid up sharecapital 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 lesser paid up share capital.

Companies having a paid up share capital »'Es. 25lakhsor more
i)  Every Company having a paid up share capital of Rs. 25 lakhs or more should

have a whole time Secretary.
ii) No person can be appointed as whole-time sueretary unless he is a member of

the Institute of Company Secretary of India.

Companies having a paid up share capital of less than Rs. 25 lakhs

It may not be possiblefor small companies to havewhole-time secretary. Therefore,
companieshavingapaid upsharecapital of lessthan Rs. 25lakhs may riot'appoint a
whole-timesecretary. Any person possessing oneor more of thefollowing qualification
can be appointed as a secretary for small sized companies.

i) A member of the Institute of Company Secretaries of India;

ii) Any person who has passed the Intermediate examination conducted by the
Institute of Company Secretaries of Indig;

iii) Post-graduate degree in Commerce or Corporate Secretaryshlp granted by
any University in Indig;

iv) Law graduate from any University;

V) A member of the Institute of Chartered Accountants of India;

vi) A person holding post-graduate degree or diplomain Management science
granted by any University or the Institutes of Management Ahmedabad,
Calcutta, Bangalore, or Lucknow;



vii) A member of the Institute of Cost and Works Accountants of India; Corpany Secrotars
viii) Post-graduate diploma in company secretaryship granted by the Institute of
Commercial Practice, Delhi, under Delhi Administration or diploma in
corporate laws and management granted by the Indian Law Institute, New
Delhi;
iX) Post-graduate diploma in Company Law and Secretarial Practice granted by
the University of Udaipur, or
X) A member of the Association of Secretaries and Managers, Calcutta.

Y ou should notethat non-profit companiesregistered under Section 25are exempted
from these rules regarding the qualification of secretary.

In addition to thestatutory qualifications laid down above, acompany secretary should
al so possesssome other qualifications. Me must have general knowledge including the
knowledge of theindustry and trade, then only he can render useful adviceto directors.
He must have asound knowledgeof different lawsaffecting the business. He should
also have knowledge of economics, banking angd finance. He should have a good
personality because he hasto get on wel with everybody and to get full co-operation
from the staff.

12.4 SECRETARY IN WHOLE-TIME PRACTICE

You have learnt that the term '‘Company Secretary' here means a person who isa
member of thenstitute of Company Secretariesof India. A Company Secretary may
accept full time employment assecretary of acompany or he may chooseto practice
independently as acompany secretary, either individually or in partnership withone
or more practising, company secretaries. According to section 6 of the Company
Secretaries Act, 1980 only a member of the Institute whether in India or elsewhere
shall beentitled to practice provided that he hasobtained from the council acertificate
of practice.

TheCompanies(Amendment) Act, 1988introduced the concept of company secretary
in whole-time practice. According to section 2 (45-A) of the Act, " secretary in
whole-timepractice' meansasecretary who shall bedeemed to bein practice within
the meaning of sub-section (2) of section 2 of the Company Secretaries Act, 1980and
who is not in full-time employment. Thus, a member of the Institute in practice and
not in full-time employment becomes a secretary in whole-time practice.

A member of thelnstitute may practise either individually or with one or moreother
members. The Company Secretaries Act, 1980 hasspecified theareasof practice for
company secretaries. Section 2(2) of the Company Secretaries Act, 1980 hasprescribed
the following areas of practice for a company secretariesin practice:

a) toengagehimsdf in the practiceof the profession of company secretaries to, or
in relation 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
companies; or

¢) tooffert~ perform or perform such services as may be performed by—

), G suthorised representative of acompany with respect tofiling, registering,
p.esenting, attesting or verifying any documents (including forms,
applications and returns) by or on behaf of the company;

i)  ashare transfer ,gents;

iii)” an issue house,

iv)  ashare and stock broker;

V) a secretarial auditor or consultant;

vi)  anadviser toacompany on management,including any legal or procedural
matter falling under the Capital Issues (Control) Act, 1947; the Industries
(Development and Regulation) Act, 1951; the Companies Act, 1956; the
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Securitics Contracts (Regul'ation) Act, 1956; any of these Rulesor Byelaws
made by arecognised stock exchange, the Monopolies and Restrictive Trade
Practices Act, 1969, the Foreign Exchange (Regulation Act, 1973; or under
any other law for the time being in force.

vii)  issuing certificates on behalf of, or for the purposes of a company; or

d) to hold himself out to the public as a company secretary in practice; or

€) torender professional services or assistance with respect to matters of principle
or details relating to the practice of the profession of company secretaries; or

f) to render such other services as, in the opinion of the Council, are or may be
rendered by acompany secretary in practice;

Theamendment Act of 1988 has al sospecified certain areaswherein certificationshy
secretary in whole time practice have been recognised, namely:

@) Under section 33(2) of the Companies Act, a statutory declaration in Form No.
1of the Companies (Central Government) General Rules & Forms, 1956 for

complianceof legal formalitiesfor incorporation of the company can now begiven
by a company secretary in whole time practice.

b) Under Section 149d the CompaniesAct, acompany having ashare capital which
has issued a prospectus inviting public to subscribe for its shares, the company

cannot commence business unless a duly verified declaration by a secretary in
whole-time practice-has been filed with the Registrar that al the required
formalities have been complied with.

€) Under Section 161, annual return of a company whose shares are listed on a
recognised stock exchange, in addition to beipg signed by adirector and the .

manager or the secretary isalso required to besigned by asecretary in whole-time
practice.

d) Under Section 269 read with Schedule XIII to the Companies Act the statutory
certificates of compliance with the requirements for appointment of managing
director or whole-time director or manager can given by secretary in whole-time

practice.

12.5 APPOINTMENT OF SECRETARY

You have learnt that for a company having paid 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 prescribed amount, it.is not obligatory to
appoint awhole-time secretary. However, in practice, every company usually appoints-
asecretary and the necessary provision is made in the articles of association for that

purpose.

Just like the first directors of the company, the first secretary may be appointed by
the promoters. Such aperson helpsthe promotersin carryingout al the preliminary
work in connection with the formation of the company. Such a secretary is often
referred to as the 'pro tem secretary' (secretary for the time being). Sometimes, 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.
he is not so appointed subsequently by the Board of directors. There should be an .
independent contract between the company and thesecretary so named in thearticles.
Therefore, thefirstsecretary appointed by promotersshould enter into afresh contract
with the company after itsincorporation.

Normally, the appointment of acompany secretary is made by the Board of 'directors
intheir first meeting by passingaresolution. A serviceagreement isexecuted between
the company and thesecretary in whichthetermsand conditions of hisappointment,
remuneration etc. arestated. Inlarge-sized companies, the managing director may be
authorised by the Board to appoint a secretary.

A director, being an individual can be appointed as secretary, but it requires the
‘approval of the company by special resolution, But where the Board of directors of



a company consists of only two directors, then neither of them can be app()"inted as
secretary Of tlre company.

Section 303 of the Companics Act requires that the particulars of appointment of a
person aSsecretary must be recorded in the Register of Directors/Manager/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.

Y ou should notethat noindividual can hold the office of secretary in more than one
such company whose paid up capital i« Rs. 25lakhs ursore. i ie person appointed
as secretary holds an appointment as such in any other company, he hasto notify the
othcr company within twenty daysof hisappointment. It should further benoted that
if arelative of adirector isto e appointed as the seeretary, then aspecial resolution
has to be passed in a general mecting for such appointment [Section 314],

Check Your Progress A

1) Define a company secreicry.

2)  Who zan be appointed us sceretary of a4 company?

4) List four important qualifications o a company secretary.
5) What do you medn by asectetary in whole-time practice?

6) State whether the following statements are true or false

i) Persons possessing the qualifications prescribed by the Central Government
can he appointed as secrctary of a company.

ii) A body corporate can be appointed as the secretary of a company.

ii1)  Every company having the paid up share capital of Ks. 25 lukhs or more
must appoint a whole-time secretary.

iv) A person having a graduate degrec in commerce can be appointed as a
secretary.

v)  Acompanyhaving two directors cannot appoint any one ol then as S6eretary
of the company.

vi)  Thesecretary appointed by the promoters iSdeemed fo be the first regular
secretary of the company.

Vi) 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)  |f arelative of adirectoristo beappointed assecretary, aspecia resolution
should be passed in the general tnccting for such appointment,

Company Sverelary
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= .o T thet the appointment of a company secretary is generally done by means
¢!z resolution of the Board of directors, assuch hecan beremoved by the Board of
Irreciors or by the managing director, if he isso authorised by the Board.

YW hen 2 secretary is appointed, the termsand conditions of his service are stated in
the service agreement. Usually, there is a clause in the service agreement which
provides the manner in which hecan bedismissed. Thesecretary, being an employee
cf the compary is aservant of thecompany and hisremoval isgoverned by thecommon
law governing the relationship of master and servant. However, the secretary must
e given due notice of termination of his employment in accordance with the terms
and conditions of his employment. In case no period of notice is mentioned in the
service agreement, a reasonable notice should be given, otherwisethecompany shall
beliable to pay compensation to him. Evenif thecompany secretary isappointed for
alix term, thecompany can remove him beforetheexpiry of thetermsby giving him

& reasonable notice.

The servicesd a secretary may, however, be terminated without notice for wilful
disobedience, misconduct, negligence, incompetence or permanent disability. When

. the court orders for compulsory winding up of the company, the order o the court

shall bedeemed'to bethe noticeof discharge of asecretary alongwith other employees
of the company..

12.7 POSITION OF A COMPANY SECRETARY

The position of acompany secretary hasundergone atremendous change duting the

‘last so many years. He hasarisen from the position of aclerk toan indispensible figure

inthe corporatg hierarchy. However, it isvery difficult toexplain precisely the position
of a company secretary. The Companies Actdoes not define the exact position of a
secretary. The position of a company secretary can be discussed under the following

headings:

i) As a Servant of the Company: Lord Esher observed in the course of his judgment
in Barnett Hoares & Co. Vs. The South London Tramways Co. Ltd. that secretary
is a mere servant, his position is that he isto do what he istold. Thereisaservice
agreement between the secretary and the company and his employment is governed
by the terms and conditions of this agreement, therefore he is an employee of the
company. Heisto work under thecontrol of the Board of directors. He hastocarry

out theordersof thedirectors. Itisfor thesecretary to ensure effective execution and
implementation of the management policieslaid out by the Board. He cannot exercise
independent disertion in the work assigned to him.

ii) Asan Agent of the Company: Since the secretary is concerned with the
administration of the company, he acts on behalf of the company. The duties of a
secretary areof ministerial and administrativein nature. Theroutine matters relating
to the company are left to be looked after by the secretary. He has to gfal with the
staff, workers, trade unions, shareholders and the outsiders. So he has to use his
discretionin dealing with such matters. Heisan important link between the company
and theoutsiders. All policydecisionsareconveyed by thesecretary to the staff and
outsiders.

iii) Asan Officer of theCompany: Strictly speaking thesecretary isnot amanagerial
personnel, but he is treated as principal officer o the company for the purposes of
various sections of the Act. He is responsible for the compliance of various lega
formalities under different Acts. The Companies (Amendment) Act, 1988 has
particularly specified that-a secretary is bracketed with the managerial personnel.
including directors and is liable to punishment by way of imprisonment, fine or
otherwise for violation of the provisions of the Companies Act.

The secretary is required to sign the annual return filed with the Registrar [Section
161 (1)], make declaration regatding commencement of business (Section 149),
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authenticate the Balance Sheet and Profit and Loss Account (Section 215); and to
make declaration under Section 33(2) of the Act that all the formalities required by
the Act and the Rulestherein have been complied 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 Act etc.

"iv) Asan Advisor to the Board: The secretary plays an important role and enjoys a
unique position in the management of the company. Though the policies of the
company are formulated by the directors, but since the secretary has complete
information about al internal mattersand changesin the policiesof the government,
heisin abetter position tosupply the required information and adviceto thedircctors.
HeadvisestheBoard on variouslegal matters. Hecan bedescribed asthe real guiding
spirit behind the Board of directors.

From theaboveit should beclear to you that the position of thesecretary haschanged
over theyears. Though he has no managerial functionsto perform, because he is
described as a responsibie officer of the compapy, he is the principa administrative
officer of the company. We can state that while the directors arc the brains o the
company, the secretary is its ears, eyes and hands.

12.8 DUTIESOF A SECRETARY

The duties of a company secretary vary from company to company depending upon
its size, management structure and the personal qualifications of the secretary. In
India, in private and in joint sectors, apart from the secretarial duties, the company
secretary isnormally entrusted with legal, administrativeand management functions.
Inlarge sized companies, there areseparate managersincharge of thefunctionsrelating
toaccounts, law and personnel etc. Evenin such casestheroleof thecompany secretary
asthe coordinator cgnnot be under estimated. It can besaid that thecompany secretary
actsin threefold capacity, namely, asan agent of the Board of directors, asa person:
incharge of secretarial work relating to the company and aschief administrative officer
of the company.

The duties of a company secretary can broadly be divided into two categories— (a)
statutory duties, and (b) general duties. Thestatutory dutiescan further besubdivided
_into two—duties under Companies Act and duties under other Acts.

12.8.1 Statutory Duties

Following are some of the statutory duties of the company secretary under the
Companies Act:

i) Signing of any document or proceedingsrequiring authentication by the company
under Section 54. .

i)  Filing of necessary documents and retdtns with the Registrar of Companies.
e.g. return of allotment d shares, annual returns, annual accounts etc.

iif)  Giving the notice of the increase in the share capital to the Registrar under
Section 97.

iv)  Delivering theshare certificate within 3 monthscof aIIotment or within 2 months
of registration of transfer under Section 113.

v)  Makingentrics in the Register of Memberson theissue of sharewarrants under
Section 115.

vi)  Filing particulars of charges with the Registrar of Companies.

vii)  Getting the name painted outside every office or the place of its business and
to get is engraved on the seal of the company (Section 147).

viii) Making a statutory declaration for obtaining the certificate of commencement
of business (Section 149).

ix) Tomake available for inspection and furnish copies of register & members

(Section 163). ~
X)  Sending notice of general meetings to every member of the company (Section
171).

Xl) Filing of certain agreements and resolutions with the Registrar (Section 192).
Xii)  Keeping minutes of the proceedings of general meetings and of Board of
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directors and other meetings.
xiit) Maintaining the various registers and statutory books of the company, such as
Register of Members, Register o Directors, Register of charges etc.

In many of the daties. thesecretary shall be held responsible asan officer in default,
if there isadetault in complyingwith the provisions of the Act. According to Section
5, a seciclary, among others has been defined as an officer in default

Datizs Under Other Acts: A company secretary has also to see to it that the
reguiremenis of shier Acts are also complied with. Under the Income Tax Act, the
secretary being the “Puis cipal officer’ is responsible for the deduction of income tax
from the salaries o itSemployecs and s deposition in the Gov
Under the Indian Stainp Act, thesecretary should ensurethat various dox N
share certificates, transfer forms ete. are properly stamped as per the reqr xnc,uems
of the Indian Stump Act.

The sceretary is also required to comply with the provisions of various labour and
industrial laws such as The Factories Act, The Industrial Disputcs Act, Minimum
Wages Act. etc.

12.8.2 General Duties

Apart from thestatutory dutiestested above, asecretary isrequired to perform several
general duties asfollows:

iy  To carry out thy orders of the Board of directors.

i) To assst the Board m t‘m formulation of policy decisions.

i) Mot to distlose rontidential information relating to the affairs of the.company.
iv) Not 1o make sy seo ibl profits on account of his position. '

v)  Toact asa medium and link between the company and outsiders.

vi)y o p,()wdf information to the shareholders.

viy T epands ~ervise and coordinate the office work.

i12.9 LIABILITIESOF A SECRETARY

You have learni that it is the duty and responsibility of a secretary to see that the
affairs d the cowp ¢y an conducted in accordance with the provisions of the
Compani¢s Act and articles ot sssociation. If a default is made in complying with
certain provisiuns of the Act, a secretary, peing an officer of the company, shall be
liable for fine and punishment.

The liability of a company secretary can be discussed under two headings, namely,
statutory liabilities and contractual liabilities.

Statutury Liabilities

You kinow that a company secretary is an important officer of the company and he
has to 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:

i) defuuli in halding the statutory meeting and filingthestatutory report with the
Registrar (Scction 165),

i) default in holding the annual general meeting (Section 168),

i) default in filing a return of allotment (Section 75),

i)  defauitinthepreparation of share certificatewithin threemonthsof allotment
and two monthsafter theapplication for registration of transfer (Section 113),

V) default in maintaining the register of members (Section 150),

vi) default in circulating members’ resolutions of which they have given notice to
the company (Section 188).

vii}  default in getting the name of the company pointed or affixed outside the
registered office and every office or place of business, and engraving it on the
seal of the company (Section 147),

viii) default in {iling 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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x) default in registering certain resolutions and agreements requiring registration
(Section 192},

Xi) default in maintaining the register of directors (Section 303),

xi)) default in maintaining the statutory registers such as index of regisicr of
members, register of loans, register of' charges etc.,

xiii) liability for making any false or misleading statement. A sccretary can cscape
fromtheliability if hecan prove that his liability was expressly excluded either
by law or by the articles of the company or by any resolation of the company.
pje may also not be held fiabie if he can satisfy the court that he has acted
honestly and to the best of his ability undzor thic circumsiane s, Apart from the
liability under the Companics Act, a secretary shall be fiable for fine and
punishment if he viclstes the provisions of the Income Tax Act, Indian Stamp
Avt, Sales Taxn A ard oot o b s Industrial Lews

Taomteachual Liabilities

In addition to the various statutory labilities, a compiany sceretary has several
contractual liabilities which arise out of his service agreement, thiey are as follows:

i) he shall beliable for any loss or dimages caused tothe company by wilful neglect
or negligence in-the discharze of his duties;

iiy  he shall be personally liable if hie acts beyond his authority;

i) heshali be liabie o aceount foi the seeret profity made by him by virtue of his
position as a secretury:

iv)  heshallbe linbic toindemnily the company for any loss suffered by the company

as a result of disclosure of some secret informution relating to the company

he shall be hable forany fravd or wrong done to she compiny during the course

of his empleyment.

Some righis arc given ta the seeretary by the Act. Board of divect P eoneeal
mectings of sharehoiders, e also derives ©

with the company. A secrciary hos the inflowing riphts:

norighty oot of A0 apreenient

] 1’&;’11 10 conirol :.;:nti stporvies the ol

] aftt o i o

Sy vishitobe ind
v nf_.,!.t. 0 reoce:

1 v ity

YW TEESTERE TR IV

Bul a company secrctary has no tisht to borow inoncy i tio nanae o the company
or to make ailotment i shares or regisier transfer so shares wnh(mr the cxpress
authority or consent of the Board of directors, He hias not authority to cull a meeting
of the compuny.

From the ahove. it should be clear to you that secretary is responsible officer of the
company and he fias several statutory and contractual liabilities. But, he has to work
accerding to the directions of the Qoard of diteciors,

12.11 ROGLE OF A SECRETARY

The company secretary playsan important rolein company administration. Thescope
of his role depends on the size and nature of the company. He isliable not only to
the company, but also to its shareholders, creditors, employees and the socicty.

Yrom the discussion given ahove, a three-fold role of the company secretary can he
visualised, namely, as astatutory officer, as a cnordinator and as an administrative
~Hier.

i swtulony Officer: As aprincipal officer of the company. the company secretary is

(YELS
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responsiblefor strict compliancewith the various provisionsof the-Companies Act and
the requirements of other Acts. He is responsible for proper maintenance of books
of accounts and other registers. Hc has to sign several documents such as annual
returns, return o allotment, declaration for commencement of business. He is ‘
responsiblefor authentication of the balance sheet and profit and loss account, for
holding meetings of directors and shareholders.and maintaining minutes of such

mestings.

Asa statutory officer, the company sccretary is responsible to comply with the
provisionsof other Acts, such as Income Tax Act, Capital Issues (control) Act,
Monopolies and Restrictive Trade Practices Act, Sales Tax Act, Factories Act,
Industrial Disputes Acts etc.

ii) Coordinator: A company secretary is the link between the Board of directors
and other executivesof thecompany. The Board laysdown the policy decisions, but
itisthe secretary whoensurestheir proper implementation. H e actsasalink between
the Board, managing director and the Chairman on the one hand and with the staff
on the other hand. In a company where there are several independent 'departments
such assales, purchase, personnel etc., heactsasa coordinator with these functionaries
forensuring that the policy decisionsareduly carriedout and if there are some matters
whichrequire further consideration, thesecretary shall place them before the Board
and convey the decision of the Board to the concerned department.

The company secretary also acts as a coordinator with trade unionists, auditors,
shareholders of the company, Government and thecommunity at large. Heistoensure
thecompliancedf the provisionsof companiesAct and variousother Acts. He should
see that the company functions in a manner asto achieve the declared objectives of
theGovernment. It isnow widely accepted that the company hassome responsibility
towardsthesociety aswell. Thesecretary can advisetheBoard regarding the matters
where the company can contribute to the welfare of the society.

i) Adminigtrative Officer: Asa general administrative officer, lie is responsible for
efficient administration of thecompany. He hasto supervise, control and coordinate
thefunctioningofdifferent departmentssuch asfinance, personnel, organisation. He
should develop a strong and efficient organisational structure. He has also to ensure
the safety and proper maintenance of the assets and properties of 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-
secretary isexpected to play a still more important role in the administration of the
company. He isto assist the Board in laying down the policies and dealing with the
Government and financial institutions.

Check Your Progress B

- 1) How can the secretary of a company be removed?

2) Enumerate fourimportant duties of a secretary.

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

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

5) State whether the following statements are true or false.

i) A secretary can be removed by giving him a due notice.

i) No notice is necessary for removing a secretary for wilful misconduct,
negligence or permanent disability.

iii) A secretary appointed for afixed term cannot be removed before theexpiry
of the term.

iv) A secretary can conveneageneral meeting, make allotment of shares, register
transfer of shares.

v) Company secretary isresponsible for thecompliance of the provisionsadf the
Companies Act and other laws of the country.

vi) The company secretary is liable only to the directors and not to the
shareholders.

vii) Some managerial powers can be delegated by the Board to the secretary.

viii) A company secretary can make profit by using his position.

iX) A company secretary has to ensure the safety of the assets of the company.

12.12 LET USSUM UP

Theterm company secretary means a person who isa member of the Institute of
Company Secretaries of India. Every company having a paid-up share capital of
Rs. 251akhsor more must have awhole-time secretary. Companies having less paid-up
share capital can aso appoint a secretary, who should possess one or more of the
gualificationsas prescribed by the rulesfor appointment and qualification of secretary.

The Companies Act aso recognises the concept of company secretary ‘in whole-time
practice. A secretary who obtains the licence from the Institute can only practise.

Asecretary isgenerally appointed by the Board of directors. He can be removed by
aresolution of the Board or by the managing director, if he.is so authorised by the
Board. Before removing asecretary, aproper notice must begiven to him. However,
no notice is necessary for wilful misconduct, negligence or permanent disability.

. Thecompany secretary occupies animportant position in the company administration.
Hisposition isthat of aservant, agent and an officer of thecompany. He hassevera
statutory and-other duties. Being an officerof thecompany, heisliableto befined or
punished for not complying with the provisions of the Companies Act or other laws
of thecountry..Because heisoccupyingaposition of trust, he must not use hisposition
to makesecret profits. He must keep the mattersof the company upto himself only.

A secretary plays a three-fold role—astatutory officer, a coordinator and an
administrative officer of the company.

12.13 KEY WORDS

Secretary: A person whoisamember of the Institute of Company Secretaries of India.

Practicing Secretary: An'individual who isa member of the Institute of Company
Secretaries of India and who has obtained from the council a certificate to practice.

Statutory Duties: Duties laid down in the Statute.

Breach of Duty: Non performance of a contractual or statutory duty.

Pro-tem: For the time being.

Contractual Duties: Duties arising out of the contract. 15
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12.14 ANSWERS TO CHECK YOIR PROGRESS

6  True ii) Fase i) True iv) False
vy True vi) False wii) False viil) True .
5 iy True ii) True i) Fase iv) False v) True
vi) False  vii) True Viii) False ix) True

¥

.35 TERMINAL QUESTIONS
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Define the term 'Secretary’ nnder the Companies /Act. Whoean be appointed as

a secretary of a company?

vav is the socretary of acompany 'xp,m.mm’ Siate how can he be dismissed?
tate the qualifications which a company <« c‘f,.r}z should p(‘i&:sr:SS

D1 cuss the legal position of 3 company 5o weirry ol state his moain functions.

‘Fnurmerate the duties of a company see r“t:'“ y

Discuss the statutory and l.UﬁIl.’.LlUd! linbilities - Y SERTEEATY.

Discuss the role of a «: mpany secretery as {1} alaios }' o rfa:.v,-n. i) cn-ordinator

and {c) administrative. «icer.

“The secretary is a link between the directors and shareholders o a company.”

Explain.

|
B

Mate: These guestions will help you 7o understand the unit better. Try to write
answers Lo r them. Bat do not submit your answers totheUniversity. These
are for your practico ondy.

1
{
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UNIT 13 MEETINGSAND RESOLUTIONS

Structure

13.0 Objectives

13.1  Introduction

13.2 Meaning of Meeting and its Importance
13.3  Kinds of Meetingsand their Importance
13.4  Statutory Meeting

13.4.1 Purposeof Statutory Meeting
¢, 13.4.2  Noticeof Statutory Mecting

13.4.3 Statutory Report

13.5 Annua General Meeting

13.6  Extraordinary General Meeting
13.7 ,Requisitesof aValid Meeting
13.8  Notice of Meetings

13.9  Quorum for Meetings

13.10 Proxies

13.11 Voting

13.12 Chairman

13.13 Resolutions

13.13.1 Ordinary Resolution
13.13.2 Special Resolution
13.13.3 Resolution Requiring Special Notice

13.14 Minutes

13.15 LetUsSumUP

13.16 Key Words

13.17 Answersto Check Your Progress
13.18 Terminal Questions

|'JJ30 OBJECTIVES

After studying this Unit, you should be able to:'
® explain the meaning of a company meeting
discuss the importance of company meeting
¢ explain the various typesof r_ngeeti ng
e list the requisites of a valid meeting
& explain the rules regarding the notice and quorum

@ explain the different types of resolutions and the purposes for which they can be
passed.

11311 INTRODUCTION

‘A company, being an artificial person, cannot act by itself like a human being. The
business of the company is carried on by the elected representatives, called as
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'directors. Thedecisionsaretaken by thedirectors at the meetingsof the Board. But
they cannot take decision on ali matters relating to the working of the company.
Therearecertain matters which areto bedecided by thegeneral body d shareholders:
‘whoare'the ownersdf the camipany. For thispurpose, themeetingsof the shareholders
areheld wherein decisions aretaken by shareholders by tiieans o passing resolutions.
InthisUnit, you will study the différetit typesof meetings and f hebusinesstransacted
therein. The provisiotis of the Companies Act lays down the rulesregarding theholding
and conduct of such meetings. Y ou will alsostudy thevarioustypesef resolutionsand
the purposesfor which they are required.

132 MEANING OF MEETING AND ITS |MPORTANCE

M eeting may generally defined asthe gathering, assembly or corhing together of two

or more persons for transacting any lawful business. For proper working of the
company, it is necessary that the shareholders meet as often as possible and discuss
mattersaf mutual interest and takeimportant decisions. Meetingsprovide a placefor
fruitful participation wherefree and frank discussiontakesplace. Thedecisionstaken
at the meetings generally become acceptable and are met with least resistance.

To congtitute a valid meetingthere must be at least two persons, because a meeting
cannot be constituted by one person. But there are certain circumstances where one
person can constitute avalid meeting, they are:

a) Whereoneperson holdsall the sharesdf aparticular class, he alonecan constitute
“a meeting of that class;
b) Wherethemeetingiscalled by an order of theCompany Law Board, theBoard
may direct that one member of the company present in person or by proxy shall
constitute a valid meeting.

Company meetings play asignificant rolein decision making process. They providean
opportunity to shareholders to review the working of the company and take policy
decisions, thereby controlling the Board of directors. The directors are duty-bound
to follow the decisions taken at the general meeting of shareholders. Meetings
constitute a very important aspect in the management and administration in the
company form of organisation.

13.3 KINDSOF MEETINGS ANDTH EIRIMPORTANCE

Company 'meetings can broadly be classified asfollows

1) Metingsef Shareholders: Such meetings are also known as general meeting of
the memberswhich are held o exercise their collective rights. The meetings of
the sharel  ers may again be of the foilowing four types:

a) Statutory Meeting;

b) Annual General Meeting;

¢) Extraordinary General Meeting; auc
d) Class Mesting.

2) Mesetingsof Directors. Thedirectorsareto act collectively in theform of aboard,
and the decisions are taken at the meetings of the Board of directors. These
meetings may again be o two types:

@) Meetings of the Board of directors; and
b) Meetings of the committee of directors.

3) Other Meetings. These meetings may be either o the following:

a) Meetingsof debenture-holders;
b) Meetingsof creditors;



c) Meetingsof creditorsand contributorieson the winding up of the Company

Figure 13.1 will help you in understanding the types of meetings:

MEETINGS
}
o } }
Sharelhol ders Directors Others
! 1 } 1
Statutory Annual Extra-Ordinary Class
General General Meetings
Meetings Meetings
I | l
Boardof Comimnittee
Directors . of Directors
J L !
Debenture Creditors Creditorsand
holders contributor

134 STATUTORY M EETING

Thisisthe first meeting of the shareholders of a public company and is held once in
thelifetimeof any publiccompany. According toSection 165 of the CompaniesAct,
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 sx months from the date on which the company
becomes entitled to commence business, This meeting is called as the 'statutory
meeting' and it must bespecially statedsointhe noticecallingit. A private company

is not required to hold a statutory meeting.

13.4.1 Purposeof Statutory Meeting

Theprimary objectiveof holding thestatutory, meeting istoinform the shareholders
about the facts relating to the formation of the company, shares taken up, money
received, contractsentered into, preliminary expensesetc. It givesan opportunity tothe
membersto discuss matters relating to the formation of the company. This enables
them toknow the position and futureprospectsof thecompany. Thismeeting cnables
the members to meet the directors and they can satisfy themselves that the money
subscribed by them is being properly used.

13.4.2 Notice of Statutory Meeting

Statutory meeting is treated as a general meeting and as such 21 days clear notice in
writing must begiven toal membersof thecompany. Incalculating21days, thedate
onwhichitisserved and thedateof 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 carryingvoting rights, or representing at | east 95 per cent of thevoting power
(Section 171). Theconsent for ashorter notice may begiven either at the meetingor
before the meeting.

Mectings and Resolutions

19
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The notice must expressly-state that the.meeting is the statutory meeting of the
company. A copy o the statutory report must also be sent alongwith the notice.

- 13.4.3 Statutory Report

The Board of Directors is required to prepare d report called the 'statutory report'.

Y ou havelearnt that alongwith the notice convening the meeting, thisstatutory report
should also be sent to each Member. If the statutory report is sent later, it will still
betreated as valid if dl the membersentitled to attend and vote at the meeting agree
toit.

Contentsof the Statutory Report: According to Section 165(3) of the CompaniesAct,
the statutory report must give the following information:

i) Thetotal number of sharesallotted, distinguishing those allotted asfully or partly
paid up otherwise than in cash, the extent to which they are partly paid up, the
considerationforwhich they have been allotted and the total amount received
in cash;

iy An abstract of receipts and payments o the company upto a date within seven
days of the date of the report and the balance of cash in hand;

iii)  An account or the estimate of the preliminary expenses of the company (such
aslegal charges, charges in connection with the preparation of memorandum
and articles of association, printing expenses, registration charges) showing
separately any commission or discount paid or to be paid on the issue or sale

of sharesor debentures;
Names, addresses and occupation of the directors, auditors, manager and

iv
) secretary. Changes, if any, in these respects, since the incorporation, are also
. required to be given;
V) Particulars of any contract which are to be submitted to the statutory meeting

for approval. If any modification or proposed modification of a contract is to

be submitted for such approval, brief particularsof contractsand particul arsof

modifications or proposed modification should also be given;

vi)  The extent to which underwriting contracts have not been carried out, and
reasons therefor;

vii) Thearrears, if any, due on calls from directors and from the manager; and

viii) Theparticularsof any commission or brokerage paid, or to be paid, in connection

with the issue or sale of shares to any director or to the manager.

The report must be certified as correct by not less than two directors, including the
managing director, where there is one. -With regard to the shares allotted by the
company and the cash received in respect of such sharesand thereceipts and payments
is aso required to be certified as correct by the auditors.

A certified copy of the statutory report must be sent to the Registrar after sending
thereport to themembers. At thecommencement of thestatutory meeting, the Board
of dicectors shall produce alist of members showing their names, addresses and
occupationsalongwith the number of shares held by them. Thislist shall remain open
and accessibletoany member of thecompany during the continuance of the meeting.

The members present at the meeting are free to discuss any matter relating to the
formation of the company or arising out of the statutory report, whether previous
notice of the matter has been given or not. But only such resolutions'can be passed

-50f which notice has been given in accordance with the provisionsof the Act. If default

.~is madein filingthestatutoryreport, or in holding thestatutory meeting, every director
“and other officersin default shall be punishable with fine which may extend 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
not filed with the registrar.

Check Your Progress A
1) Define a mesting.

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



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

2) List the different types of members' meeting.

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

3) What is a statutory meeting?

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

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

4) When is a statutory meeting of a company required to be held?

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

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

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

meeting?

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

6) State whether the following statements are true or false, ,
i) A statutory meeting must be held by al companies.

ii)  Thestatutory meeting of a publiccompany must be held withinsix months
of the date of incorporation.

iii)  Thenoticeof statutory meeting must be accompanied byastatutoryreport.

iv)  The statutory report must be certified as correct by not less than two
directors of the company including the managing director if there isone.

v)  Thememberspresent at astatutory meetingare freetodiscussany matter
relating to the company. .

vi) A copy of thestatutory report must befiled with the Registrar beforecopies
thereof are sent to the members.
vii) Theauditors must certify thereport in respect of the sharesallotted, cash
received on such shares and thereceipts and payments of thecompany upto
a date within seven days of the report.
viii) If defaultismadein holding thestatutory meeting, members havethe right
- tofile petition to the Court for compulsory winding up of the company.

135 ANNUAL GENERAL MEETING h

Theannual general meetinig of the company isan important meansthrough which the
shareholdersget theopportunity toexercisetheir power of control. Itisat thismeeting -
that the director’s retire'and seek re-election. Thesharehol dersget an opportunity of
reviewingand evaluating theoverall performanceof the company duringayear. The
shareholderscan placetheir viewsbeforethe management and can seek clarifications
on matters about which they are nat satisfied. Thus, younote that anannual general
meeting is very important. Unlike the statutory meeting which is held only once in
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the life-time of the company, the annual general mceting is held every year

Every company, publicor private, must in each calendar year, hold in addition to any
other meeting a general meeting asits annual general meeting and the notice must
gpecify that it is the annual general meeting.

The holding of an annual general meeting is a statutory requirement.

Following are the rules regarding annual general meetings:

i) Thefirstannual general meetingof the company must be held within a period of
18 months from the date of its incorporation, and"if such a general meeting is
held within that period, it shall not be necessary for the company to hold any
annual general meetingin theyear o itsincorporation or in the following year.
For example, acompany isincorporated on 5th October, 6989 and holdsitsfirst
annual general meeting 10th March, 1991 (i.e. within 18 monthsdf incorporation),
then it need not hold any other annual general meeting in 1990 and 1991. But
fromthe year 1992 onwards, it must hold such ameeting in every calendar year.

i) Thegap between two annual general meetings must not exceed 15 months. The
Registrar may, however, for any special reason extend the above time by aperiod
not exceeding three months.

iii) At least 21 clear days notice of the mecting in writing must be given to every
shareholder, directors and auditors of the company, A shorter notice may aso
be given if it is agreed to by al the mcmbcrs entitled to vote at the meeting.

iv) Theannual general meeting of the company must be called on a working day
during business hours either at the registered office of the company or at some
other placewithin thecity in which the registered office of thecompany issituated.
Thus, no mecting can becalled on a public holiday, for example on 15th August,
2nd October and 26th January. If any day isdeclared by the Central Government
to be a public holiday after the issue of notice convening the annual general
meeting, it shall not bedeemed to be a public holiday and the mceting could be
held on that day as scheduled.

v) The Board of directors can cancel or postpone the holding of the mecting on
the scheduled date, but this power should be exercised by the Board bonafide
and for proper reasons. The better course for the Board will be to hold the
meeting and then have the matter decided by the meeting.

Consequences of not holding Annual General Meeting

You learnt that holding of the annual general meeting is a statutory requirement. If
acompany makesadefault in holding the annual gereral meetingin accordance with
the provisionsof Section 166af the CompaniesAct, thefollowing two consequences
will follow:

i) Any member of the company can apply to the Company Law Board for calling
the meeting. On such application, the Company Law Board may order the calling
o the mceting, or it may issuedirectionsfor calling the meeting, which may even .
includeadirection that one person present in person or proxy shall constitutethe
annual general meeting. A mecting called by the order of the Company Law
Board shall be deemed to be annual general meeting of the company.

ii) Thecompany and every officer of the company in default shall be punishablewith
fineupto Rs.5,000and if the default continues, with afurther fineupto Rs. 250
for every day after the first day of default during which the default continues.

The Businessto be Transacted: According to Section 173 of the Companies Act, at
theannual general meeting ordinary businessisto betransacted. Any other business
can also betransacted at the annual general meeting, but that will be termed as‘special .
business. Thus, the annual general meeting can transact both ordinary and specia
business. The following ordinary business is generally transacted at every annual
general meeting:

i) theconsideration df theaccounts, balancesheet and the reportsof the Board of
directors and auditors;

ii) the declaration of dividend;

ili) the appoin nent of directors in the places of those retiring; and

.iv)  the appointment of the auditors and fixing their remuneration.



If any other business (other'than those mentioned above) is to be transacted at the

annual general meeting, it shall be treated as special business. Special business can
betransacted at an annual general meeting provided thearticles of association do not

prohibit It and the notice of the meeting mentions it as special business,

Y oushouldnote that the ordinary businessrcquircsanordinary resolution, whilethe
special business may be passed by an ordinary resolution or specia resolution as
required by the Act.

You will study the details of ordinary and special resolutionslaterin 13.120f thisUnit.

13.6 .EXTRAORDINARY GENERAL MEETING .

All general meetings of acompany other than thestatutory and annual general meeting
arecalled 'extraordinary meetings. Extraordinary general meetingisameetingwhich
isheld between two annual general meetings. These meetingsarecalled in emergencies
or an special occasions: Thismeetingiscalled to discusssomeurgent specia business
whigh.cannotbe postponed till the next annual general meeting, for example, alteration
in the memorandum or articles of association, reduction of capital, issue of debentures
etc. All business transacted at such meeting is deemed to be specia business.

An extraordinary general meeting may be called by

a) Board df directors on its own motion;

b) the Board of directors on the requisition of members; or
c) the requisitionists themselves; or

d) the Company Law Board.

a) .By the Board of Directors: Clause 48 of Table A states that ''the Board may,
whenever it thinksfit, call an extraordinary general meeting,”However, the Board
has to gass the resolution for convening such meeting.

b) By the Board on requisition: According to Section 169 of the Act, the Board of
directors nost call an extraordinary general meeting of the company on the
requisition of required number of members. Therequisition letter forcallingthis
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 noshare capital, it must be signed by those memberswho have
at least one-tenth of the total voting' power.

The requisition must state the purpose for which the meeting is requisitioned and it
must bedeposited at theregistered officeof the company. Y ou should notethat only
such matter can be taken up at the meeting which is specified in the requisition.

On receipt of a valid requisition, the Board of directors should, within 21 days, move
ta call a meeting and the meeting must actually beheld within 45daysd thedate of
deposit of the requisition. A notice of 21 clear days is necessary for calling the
extraordinary general meeting. A duty has been imposed on the management to
disclose, inanexplanatory statement all material factsrelating toevery special business
ta gnable the membersto form a judgement on the business.

c) BytheRequisitionist: If the Board of directorsfallstocall the meeting within 21
daysand the meeting isnot held within 45daysof thedeposit of thereguisition,
the requisitionists may themselves proceed to call the meeting. But the
requisitionists must hold the meeting within three monthsfromthedeposit of the

. requisition. Such meeting must, as nearly as possible, be held in the manner as

caled by the Board of directors. When the requisitionists themselves call a
meeting, they may recover the reasonabl e expensesincurred from thecompany,
and the company may deduct such amount from the amount of remuneration
payable to the directors in default.

. Ifthemeetingiscalled by requisitibnists, it can only transact thespecial business
for which it has been expressly convg'nc‘d. The'resnlutions, which are properly
passed at such requisitioned meeting, shall be binding upon the company.

d) By the Company Law Board: Under Section 186 of 'the Act, the Company Law
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Board isempowered tocall, hold or conduct such ameeting, if forany reason it

is impracticable to call or cenduct an extraordinary general meeting. The term
'impracticable’ means not possible to call, hold or conduct the.meeting in
accordancewith theprovisionsof the Act and Articles, forexample, if the meeting
cannot be called because of the rivalry of two groups.

TheComparty Law Board may order for thecalling, holdingand conducting such

a meeting either on.its own motion or on the application of any director of the
company or of any member of thecompany whowould beentitled tovoteat the
meeting. The Company Law Board should usethispower sparingly and on being
convincedthatitisinthelarger interest of tlsecompany. While calling ameeting,
the Company Law Board may give such directions as it thinksfit, including the
direction, that one member present in person or by proxy would constitute the
quorum.

Likeany other general meeting, the noticeof theextraordinary general meeting must
asobe given at least 21 daysbefore thedate of the meeting specifying thedate, time
and place of the meeting. The notice must also specify the special business to be
transacted at the meeting. Y ou should note that unlike an annual general meeting,
extraordinary general meeting 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.

Meetings and Winding Up

Check, Your Progress B
1) What is an annual general meeting?

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

2) What is the purpose of holding annual general rneeting?

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

3) Whatbusinessis usuai Iytrahsacted at theannual general meeting of acompany?

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

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

4) What is an extraordinary general meeting?

5) Who can call an extraordinary general meeting?

'6) Whatistheminimum number of members whocan requisition an extraordinary
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7)

general meeting?

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

.........................................................................................................
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State whether the following statements are True or False.

i) Thetihmeinterval between twoannual general meetingsshall not exceed fifteen
months

i) Thefirstannual general meeting must be held within fifteen monthsfrom the
date of its incorporation.

iii) An annual general meeting may be called by giving a noticeshorter than 21
daysif all members entitled to vote give their consent.

iv) Declaration of dividend is an item'of ordinary business. .

v) Onehundred members of acompany can requisition anextraordinary meeting.

vi) In an extraordinary general meeting of a company all business transacted is
deemed to be specia business.

vii) Therequidtionistsmay themselvesconvenean extraordinary general meeting
within six months of depositing the requisition.

viii)An extraordinary general meeting can becalled onapublicholiday and at a
place other than the registered office of the company.

13.7 REQUISITESOF A VALID MEETING

The decisions taken at thegeneral meeting shall be validand bindingonly if themeeting
itself hasbeen properly called and conducted. Any irregularity in callingor conducting
the meeting shall invalidate the proceedings of the meeting. The company' meetings
must beconducted inaccordancewith therulesand regul ationslaid down in the Act
(Section 171 to 186) and the articles of association. The following are the requisites
of avalid meeting:

)

2

3

Proper Authority:. The.meeting shall be valid only when.it iscalled by a proper
authority. The proper authority toconvenethemeetingistheBoard of directors.
TheBoard of Directorsshould passaresolution at itsmeetingtocall thegeneral
meeting, otherwise the notice caling the meeting will become invalid and the
proceedings of the company shall not be effective (Harban V. Phillips). Thus, a
notice issued by the secretary without the authority .of a resolution of the board
is patently invalid.

Though the Board of directors isthe Hropér authority to convene a general
meeting, but under certain circumstances the meeting may be called by
requisitionistsor by the Company Law Board.

Proper Notice: 'Notice’ means an advance intimation of the meetingso asto
enablethepersonconcerned to prepare himselfforit. A proper noticeshould be
given to every member, auditors, directors of the company and to every such
personwhoisentitled toattend themeeting. The notice must be clear and should
state the purpose for which the meeting is called. The notice must be in writing
and it must be given at least 21 clear days before the date of the meeting,

Y oushould notethat deliberate omission toserve noticetooneor morememb: :s
will invalidatethemeeting. Butan accidental omissionwill not render the meeting

invalid. Similarly, the non-recéipt 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 members whose presence is
necessary at the meeting for transacting the business of the company. In the
absenceof aquorum, nomeeting cgn behel:* .y resolutionpassed at ameeting
without quorum shall be inval‘id.
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4) Chairman: Every general meetingof thecompany should be presided over by a
chairman. Thechairman hasto bethere toconduct the meeting In a proper and
smooth manner. The articles usually provide the mode of appointment of the
chairman of a meeting.

If thearticles do not pravide otherwise, the memberswho are personally present
at the meeting shall elect oneof themselvestoact asthechairman of the meeting.
The chairman should act bonafide and in the interest of the company, he must
act in an impartial manner.

5) Properly Conducted: It is essential that the businessat the meeting must be
conducted according to rules. Company meetingsare held for discussing particular
issuesrelating to thecompany"* workingand taking adecisiononthe same. The
matter should be placed in the form of a resolution, it should be discussed
thoroughly, amendments toit should be carefully considered and then it should
be decided by voting by show of hands or poll.

6) Proper Record: A proper record of the proceedingsshould be kept in the Minutes
Book. Every company isrequired to maintain minutesof the proceedingsof every
general meeting and nieetingsof the Board and itsCommittees. When the minutes
areconfirmed and signed by thechairman, they areacceptablein acourt of law
as evidence of the. proceedings. '

13,8 NOTICE OF MEETINGS

The normal rule for any meeting of shareholders of a public company is that the
meeting should be called by giving a notice of not less than 21 clear days.

'However, a private company may provide in its articles for a shorter notice. The
essentials of a valid notice are:

a) It must clearly state the date, time and place of the meeting as also the purpose.
of the meeting,

b) The notice must be issued on the authority of a resolution of the Board of
directors. :

¢) The notice should be signed by a person authorised by the Board. Usually, a
director of the Board or the company secretary would sign the notice.

d) It must besent to all persons who are entitled to receive the notice.

The words" clear daysnotice indicatethat the day of serving the noticeand theday

of meetingareexcluded. Thusin normal practice, 21 clear dayswould mean 23days.
Further, if the notice is to be sent by post, another 48 hours are to be added to the
23days. Thusthe noticemust be sent at least 25 daysheforethe date of the meeting.

‘A shorter notice can also be given. In the case of annual general meeting, all the
members should consent to the shorter notice and in the case of any other meeting,
members holding not lessthan 95% of the paid-up sharecapital or voting rightsshould
consent toit. The consents can be given either before or at the meeting, and has to
be given in the prescribed form.

PersonsEntitled to Notice
The persons who should be sent the notice of any general meeting are:

a) Every member of the company;

b) Persons entitled to a share in consequence of the death or jnsolvancy of the
member;

c) Auditorsof the company for the time being; .

., d) Publictrusteesin respect of holdings to which Section 153B is applicable.

Further, if the notice pertainsto the meeting of aparticul ar classof sharehol ders, then
it should be sent only to the shareholders of that class.

139—CQHORUMFORMEEFNGS———————

A quorum is the minimum number of personswho must bepresent in order toconstitute

.a valid meeting, If thereisnoquorum, the meeting shall not bevalid and the busiriess



a valid meeting. If the quorum is not present, the meeting 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 a meeting by a small minority which may not be
acceptable to the vast majority of members.

Generally, thequorum isfixed by thearticlesof the company. According toSection
174 of theCompanies Act, unlessthe articles providefor alarger number, fivepersons
personally present (and not by proxy) in the case of a public company and two persons
personally present in the case of any other company, shall constitutethe quorum for

a general meeting of the company.

If within half an hour from thetime appointed for holdingameeting of the company,
aquorumisnot present, themeeting, if called upon the requisition of members, shall
stand dissolved (Section 174(3). . -

In any other case, if there is no quorum within haf an hour from the tinde fixed

for hblding the meeting, the meeting shall stand adjourned to the same day in the -
next week, at the same time and place, or to such other day and at such other time
and place as the Board may determine.

If at the adjourned meeting also, there is no quorum within haf an hour fromi
thetimeappointed for holding the meeting, then the members present shall form the
qguorum. But you must remember that there must beat | east two personstohold the
meeting. These provisionsarealso applicable to privatecompanies, if thearticlesdo
not provide otherwise.

According to Article 49 of Table A, the quorum must be present at the time when
. themeeting begins and proceeds, to take up business. It meansthat thequorum must,
be present at the beginning of the meeting and it need not be present throughout or
"' the time of taking voteson any resolution. But asregards the meetingsof the Board
of directurs,, the quorum must be present throughout the meeting. Y ou should note
that a quorum is presumed unless it is questioned at the meeting.

13.10 PROXIES

The term 'proxy' is used both for the person who is authorised to act and vote for

another at ameeting of thecompany and the instrument throughwhichsuch aperson

is named and autharised 'to attend the meeting. Section 176 of the Companies Act,

statesthat any member of acompany whoisentitled toattend and voteat ameeting

of thecompany, isentitled to appoint another person as hisproxy toattend and vote

instead of himself. Thus, any person may-be appointed as a proxy whether heisa
*,member of the company or not.

UnIessthearticIeSprdvide otherwise: (a) aproxy cannot be appointedin thecaseof
a company having no share capital and (b) a member of a private company cannot
appoint more than one proxy to attend on the same occasion.

Theinstrument appointing aproxy must bein writing and signed by theappointeror °
hisattorney duly authorised inwriting and must bestamped. Theinstrument appointing
a proxy should be deposited with the company forty eight hours before the
commencemént of the meeting. Any provision inthearticlesof thecompany requiring
the proxy form to be deposited earlier than 48 hours will be invalid.

The proxy has no right to speak at the meeting, but he can put questionsin writing

* and sending thesame tothe Chairmanfor answer. For each meeting aseparate proxy
isrequired. A proxy can demand a poll and unless the articles otherwise provide a
proxy is not allowed to vote except on a poll. .

Every notice of a meeting must clearly state that a member is entitled to appoint a
proxy and that the proxy need not be-a member. If default is made, every officer in
default shall be punishable with fine upto Rs. 500. But no invitation to appoint any
person asproxy be madeat the expenseof thecompany and in case any suchinyitation
isissued, the officer in default will beliable to fine upto Rs. 1,000.

Every member entitled'tovote at ameeting of thecompany isentitled toinspect the

proxies deposited at any time during the business hours. Y ou must'remember that a.
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proxy is always revocable, but it can be revoked before the proxy has voted. For
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 revoked.

13.11 VOTING

Y ou havelearnt that the businessof thecompany istransacted at meeting. A motion
becomes a resolution when it is duly passed at the meeting. The shareholders have
therightto discussevery proposed resolutionand propose amendmentstherein. After
themotionis discussed, it isput to vote. Thevoting may be (a) by show of handsor

(b) by taking a poll.

a) By showof hands: At any general meeting, aresolution put tovoteisdecided first
by show of hands. Onashow of hands, each member shall haveonevote. Unlessthe
articlesotherwiseprovide, proxiesare not entitled tovotein case of such voting, The
chairman countsthe hands'for' and 'against' aresolution and declarestheresult and
whenitisrecorded inthe minutesit becomesaconclusiveproof of thefact. However,
thedi ssati sfiedsharehol dersmay challenge the validity of thepassing of theresolution
or they may demand a poll.

b) By taking a poll: If there is dissatisfaction about the result of voti ng by show of
handsapoall can bedemanded. Thechairman on hisown motion may demand for the
poll. The poll may also be demanded even 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 holding shares having not less
than one tenth of the total voting power or, on which not less than Rs. 50,000 has
been paid-up. In the case of a private company having share capital, a poll may be
demanded by onemember personally present or by proxy if seven such membersare
personally present in the meeting or by two members if more than seven members
arepresent. Yo should notethat assoon asademand for poll ismade, all decisions
taken by voting by show of hands stands cancelled.

Inapoll, thevoting rightsof amember arein proportionto hisshareof the paid-up
equity capital o the company. If the'articles so provide, members holding shares on
which calsarein arrear or in regard towhich thecompany hasright of lien, may not

be alowed to vote in a poll.

The demand for poli may be withdrawn at any time by the person or persons who
madethedemand. When morethan oneresolution isput to vote, poll shpuld be taken
oneachseparately. A poll demanded on the questionof adjournment of themeeting .

.mustbetakenimmediately and in al other cases, thechairman must take poll withir

48 hours of the demand for poll.

Thechairmandf the meetingshall appoint two scrutineersto scrutinise the votesgiven
on the poll, and to report thereon to him. Out  the two scrutineers, at least one
shall bethe member of the company but heshould not be an officer o1 anemployee

of thecompany. Theresult o the poll shall bedeemed tobeadecision of themeeting
on the resolution on which the poll was taken.

1312 CHAIRMAN

Chairmanisthe person who has been designated or el ected to preside over and conduct
the proceedings o a meeting. A chairman is necessary for conducting a. meeting
properly. Heisthechief authority inthe meeting, heisthe umpireof,debates and he
regulatesthe meeting.

Articlesusualy providethe mode of appointment of thechairman of ameeting. But



if thereisnothingin the articles, the members personally present at the meetingshall Meetings and Resolutlons
elect one of themselves to be the chairman of the meeting. If a poll is demanded on

theelection of thechairman, it must be taken forthwithand achairman iselected for

the purpose. Y ou should note that these provisionsasgivenin Section1750of the Act

are applicable only if there is no provision in the articles.'

cgulations 50t0 520f Table A state the rulesregarding the appointment of chairman.
The articles usually provide at the general meetings of the company. If there is no
such chairman or if heisnot present within fifteen minutes of the time fixedfor holding
the meeting, or is unwilling to act as chairman of the meeting, the directors present
shall elect one of their member to be chairman of the meeting. If"at any meeting no
directoriswillingto act aschairman or if nodirector ispresent within fifteen minutes

of the time fixed for holding the meeting, the members present shall choose one of
themselves as the chairman.

Thechairman has primafacie authority to decidedl questionswhich ariseat a meeting
and whichrequire decision at thetime. I-le hasthe power to give hisrulingon points

of order, toexpd any unruly member, to adjourn the meetingif it becomesimpossible
to conduct the meeting smoothly, to regulate the taking of poll, to sign and date the
proceedings of the meeting. If so authorised by the articles, the chairman may give
his casting vote to decide the issue where the members are equally divided for and
against the resolution.

The chairman must see to it that the proceedings of the meeting are conducted
according to the rules, that proper order is maintained at the meeting, that proper
opportunity isgiven to members toexpress their views. He should see that the voting
isfair and thesenseof themeeting isproperly ascertained on each and every motion.
He must act bonafide at al times and in the interest of the company.

13.13 RESOLUTIONS

Decisions of the members at a general meeting are expressed by way of resolutions.
At themeetingsadefiniteproposal in theform of a'motion' isplaced, it isdiscussed
thoroughly and finaly is gut to vote. When the motion is gassed by a majority, it is
calied a resolution. In simple words, resolution means the decision taken at the
meeting.

TheCompanies Act providesfor threetypesof resolutionsthat may be passed at the
general meeting of a company — (i) Ordinary resolution; (ii) Specia resolution; and
(iii) Resolution requiringspecial notice.

13.13.1 Ordinary Resolution

""Anordinary resolution isonewhichispassed by asimple majority, that isto say that
thevotescast infavour of theresolution exceed thevotescast against the resol ution.
Forexample, if at ameetingwhere, say, 81 memberscast their votesin amanner that
41 cast votes in favour and 40 against the motion, the ordinary resolution is said to
betaken aspassed. The voting may beeither by show of handsor by poll. Anordinary
resolution is required to pass the annual accounts, to declare dividend, to appoint
auditors, to elect directors, to issue shares at a discount etc.

13.13.2 Special Resolution

A special resolution is one which is required for transacting special business and is
required to be passed by athree-fourths majority. Thevoting may beeither by show

of handsor by polls. In determining the three-fourths majority, al the votes cast by
members, whether personally or by proxy, are considered.

According to Section 189 (2} of the Companies Act, a resolution shall be a specia
resolution when:

i)  theintention to propose the resolution as a specia resolution has been duly
specified in the notice caling the general meetings;
ii)  the notice hass be};an duly given of the general meetings; and 29
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iii) the votescast by membersin favour of the resolution are not less than three
times the numbei of votes cast against the resolution.

Thespecial resolutionisnecessary totransact importang business. Thearticlesof the
company may specify purposes for which aspecial resolution is required. The
CompaniesAct hasal so expresdy required thepassing of special resolution on certain
meatters. The following are some of the instances where specia resolutions are
necessary:

j) toalter the memorandum of association;

ijy toalter thearticlesof association;

iit) to create reserve capital;

iv) to reduce capital;

v) topay interest out of capital;

vi) to alow adirector to hold office of profit in the company;

vi1) for voluntary winding up of the company.

13.13.3 Resolution Requiring Special Notice

A resolution requiringspecial noticeis,infact, not atypeof resolution, butisakind
ofordinary resolutionforwhicha prior noticeof intention to movetheresolution has
to begiventothecompany. With regard tocertain matters, aspecia noticeisrequired
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. Wher e special
noticeof aresolutionisrequired by the Act or thearticles, thenoticeof theintention

to movetheresol utionmust begivento the company at |east 14 full daysbeforethe
dateof themeeting. On receipt of such anoticethecompany must givenoticeof the
resolution to the members at |east seven days before the meeting either individually
or through an advertisement in a newspaper having an appropriate circulation or in
any other mode allowed by the articles.

According to the Companies Act, a resolution requiring special notice is required to
transact the following business:

i) toremove a director 'before the expiry of histerm;

ii) to'appoint an auditor in place of the retiring auditor;.

iif) toappoint a new director ig, place of the removed director;

iv) topassaresolution that retiring auditors shall not be reappointed.

13.14 MINUTES

The Companies Act, provides that every company must keep the minutes of the
meetingscontaining afair and correct summary of all proceedings of the meetings.
The minutes of a meeting should be recorded within 30 days of the meetingin the
books cadled 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 minutesduly signed by thechairman ar e presumptiveevidence that the meeting
was duly called and held and all proceedings duly carried out. The minutes book
should be kept in the saf e custody so as to avoid any tempering of the same. The
minutesof ageneral meeting should al so be signed within 30daysof the meeting, by
thechairman of the meeting or any other authorised person. The minutes book relating
to the general meeting is open to inspection of any member of the company without

. charge during business hours at least for 2 hours.

Further, a member of the company is entitled to be furnished withiq Seven days of

histequest with a copy of any minutesof the general meeting on payment of such

sum as may be prescribed for every 100 words or part thereof.

Check Your ProgressC ~ .. . .,
1) What ismeant by 'notice’ of a meeting?
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'5) What do yoﬁ understand by 'proxy'?

6) When should a pmxy be deposited with the company?
A
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i
7) What is'poll'?
3) What isaresolution?”
9 What isa special reso]utlon"
N e tre et e e et rearaaterens e e SRR e
10)  List three instances which require aspecml resolumn’2
e O PO APPSO s
I1)  What is a resolution requiring special notice?

y . . 31
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13) State whether the following statements are True or False.

i) The quorum at ageneral meeting of a public company is the personal
presente of three members and in case of aprivate company the personal
presence of two members.

ii)  Forthepurposesof quorum, only members present in person and not by
proxies, are to be counted.

iii)  One person cannot constitute quorum under any circumstances.

iv)  The proxy must be a member of the company.

v) A proxy canspeak at ageneral meetingand cast hisvoteon ashow of hands.

vi) A resolution put to vote at ageneral meeting shall be decided on ashow
d handsin thefirst instance.

vii) A poll can be demanded by any ten members of the company.

viii) * An ordinary resolution is passed by a simple majority.

ixX) A special resolution is passed by a two-thirds majority.

x)  A.special resolution is required to be passed for changing the name of a
company.

xi)  Anordinary resolution is necessary for issuing shares at a discount.

xii)  For appointing another director in place of the removed director,
resolution requiring specia netice is necessary.

13.15 LET USSUM UP

Tt]e general meetings of members are of great importance in the working of the
company. Themembersin the general meetings give theguidelinesto thedirectorsfor
carrying on the business of the company.

The meetingdf the memberscanbe of threetypes: (a) statutory meetings(b) annual
general meeting (c) extraordinary general meeting.

Statutory meeting isthefirst meeting of the shareholdersof apublic company and is

held only oncein the life-time of thecompany. Thigmeeting must be held not earlier

than one month and not more than six months aster the date on which it became

entitled to commence business. At least twenty one days clear notice must bc given
'and the notice must be accompanied by a statutory report. This report contains all

the necessary information ig regard to theformation of the company. The main purpose

of holding this meeting is to inform the shareholders about the progress of allotting -
- the shares and the position of the company.

An annual general meeting is required to be held each year to transact ordinary
business, such as presentation of audited accounts, declaration of dividends.
appointment of directorsand auditors. Thefirst annual general meeting must be held
within aperiod of not morethan 18 months from thedate of incorporation. Thetime

. gap between two annual general meetings must not be more than 15 months. Every
person entitled to receive the notice, must get a notice at least 21 clear days before
the date of the meeting.

Any meeting other than the statutory and an annual general meeting is called an

extraordinarygeneral meeting. Such meetings may be convened at any time to transact

some urgent businesswhichcannot be postponed till the next annual general meeting.
3P * Such meeting can be convened by the directors either on their own motion or on



requisition from membersor by the requisitionists themselves on the failure of the
Board to call the meeting or by the Company Law Board.

Unless the articles provide for a larger number, the quorum shall be two members
personally present in the case of a private company and five members personally
present in'tize ~=& of a public company.

Membersof acompany havingshare capital have astatutory right to appoint proxies.

A proxy need not beamember of thecompany. A proxy cannot speak at the meeting
but he can vote at a poll. The voting at the general meetings may be either by show
of hands or by taking a poll.

The decisions in meeting are taken in the form of resolutions. There are three types
of resolutions: (i) ordinary, (ii) special, and (iii) resolution requiring special notice.

Ordinary resolution isone which is passed by simple mgjority of votes of members
present in the meeting. A nordinary resolution isneeded to transact ordinary business,
for example, to pass annual accounts, declare dividend etc.

,Special resolution isone where it is specifically mentioned in the notice calling the:
meeting. Suth 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, for paying interest out of capital etc.

A resolution requiring a specia notice is one where the mover of the resolution is
reguired togive noticeto thecompany at |east 14 days beforethe date of the meeting
abe* “<intention to movetheresolution. A special noticeisrequired before moving

a resolution for removing a director before the expiry of histerm, for appointing
another person as a director inplace of the removed director, for providing that the
retiring auditors shall not be reappointed etc.

13.16 KEY WORDS

Meeting: An assembly of two or more persons for transacting some lawful business.

Statutory Report: A report containing vital information about theinformation of the
company.

Notice: An intimation in writing about the date, place and time of the meeting.

Quorum: Minimum number of memberswho must be present at a meetingto transact
a business.

Agenda: Matters to be discussed at the meeting.

Chairman: The person who presides over the meetings.

Motion: A proposal put before the meeting for considergtion.

Resolution: When a motion is duly passec!, it becomes a resolution or decision.
‘Proxy: A authority to represent and vote for another person at a meeting.

Poll: A method of voting whereamember rkcordsthe number of votesin proportion .
to equity shares held by him.

Minutes. Written record of the proceedings of a meeting.

13.17 ANSWERSTO CHECK YOUR PROGRESS

A 6 i) False i) False iii) True
iv) True v) False . Vi) Fase
vii) True viii) True ;

B 7 iy True i) False iii) True
iv) True v) Fase vi) True

vii) False viii) True , 33
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13 i) Fase ii) True iii) False

iv) Fase V) Fase vi) True
vii) False viii) True ix) False
x) True xi) True xii) True

13.18 TERMINAL QUESTIONS

What are thedifferenttypesof meetingsof acompany? Explain the purpose of
holding such meetings.

What are the requisites of avalid meeting?

What is a statutory meeting? When is it held? What business is transacted at
such meeting?

What is a statutory report? What it must contain?

What is'notice’ of a meeting? Explain briefly the rules regarding the notice of
general meeting.

What is the significance of annual general meeting? What business is generally
transacted at such meetings?

How an extraordinary general meeting be convened?

What isa'special resolution? For what purposesaresuch resol utions necessary?
Isaspecia resolution and a resolution requiring special notice something?
Indicate four instances where specia notice is necessary.

What do you mean by 'quorum'? What happensif there is no quorum at a
meeting? . e . .-
Write an explanatory note on proxies. a

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

answersfor them. But do not submit your answersto the University. These
arefor your practice only.
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140 OBJECTIVES

After studying this Unit, you should be able to:

® explain-the meaning of winding up.

¢ distinguish between winding up and dissolution
& describe the different types of winding up

@ [ist 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.

141 INTRODUCTION

You havelearnt that acompany isan artificial person created i by law and assuchits
lifecan beended only by alegal procedure. Winding upisameans by which acompany
isdissolved. A company shall cease toexist only whenitisdissolved. Therearethree
waysin which a company may cease to exist in the eyes of law, they are:

a) Underaschemeof reconstruction and amalgamation, acompan'y may bedissolved

by order of the court without being wound up (Section 394);
b) When thecompany becomes a defunct company, the Registrar may remove the

name from the Register of Companies (Sec. 560);

¢) Through winding up process.

[In this Unit you will study the different typesof winding up, thegroundsforwinding

35.



Meetings and Winding Up

36

'up and the consequences of winding up.

14.2 MEANING OF WINDING UP

The winding up is the process of putting 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 aresold and the proceeds areutilised in paying off thedebts and liabilities.

If any surplusisleft, itispaid back to themembers in proportion to their contribution
tothecapital of thecompany. An administrator, called aliquidator, isappointed and
hetakes control of thecompany, collectsitsassets, paysitsdebts and distributesthe
surplus, if any, among the members. Thus, with the windirg up, acompany ceasesto
beagoing concern, all itsoperationscometoahalt. Y ou should notethat the process
of winding up beginsonly after thecourt passesthe order for winding upandtill such
an order is passed there is no winding up.

Further, a company may be unable to pay its debts but it cannot be adjudicated
insolventasthelaw of insolvency doesnot apply tocompaunics. Only individuals can be

~ declared insolvent, not abody corporate. | nsuch a case, acompany can only bewound
" up.

14.3 .WINDING UP AND DISSOLUTION

Winding up and dissolution of the company arenot thesame thing. A company isnot
dissolved immediately, on the commencerpent of winding up proceedings. Winding
up isthe prior stage and dissolution is the next On dissolution, the name of the
company isstruck off by the Registrar from the Register of Companies i.e. it ceases
toexist. While onwinding up, the Companies' nhameisnot struck off from theregister.
Thelega entity of a company 'remains even after the commencement of winding up
and it can be sued in a court of law. Dissolution is the final stage of the Company's
winding yp process. But acompany can bedissolved without winding up under certain
circumstances such as when it merges with another company.

The main points of difference between winding up and dissolution are as follows:. .

i) Inwindingup theassetsof thecompany aresold and theproceedsare utilised
in paying off the debts and other ligbilities of the company. It isthe first stage
of terminating thelife of acompany. Whilethe dissolutionisthe next stage and
after this the company ceases to exist.

ii) Thewindingup proceedingsarecarried out by aliquidator of thecompany while
in case of dissolution no such proceedings are carried out.

iii) Creditors can prove their debts in the winding up but not in the dissolution of
thecompany.

iv) Inthecasesof winding up it is not always necessary to obtain an order of the
court because voluntary winding up may take place, but for dissolution of the
company, the order of the court isessential.

From the above discussion it should be clear to you that winding up and dissolution
of a company is not the same thing.

144 MODESOF WINDING UP

Under Section 4250f the CompaniesA ct, acompany may bewound upinany of the
following ways:

1) Compulsory winding'up by the Court.
2) Voluntary winding up. It may further be:
a) Members' Voluntary winding up; or
b) Creditors' Voluntary winding up.
3) Voluntary winding up under the supervision of the court.



Let us now discuss these modes'one by one in detail.

14.5 COMPULSORY WINDING UP

Chewinding up of acompany by anorder of the courtisknown ascompul sory winding
up. Section 433 of the Act contains the cases where the Court may order for the
wmdmg up of a company on a petition submitted to it.

14.5.1 Grounds for Compulsery Winding Up
"The company may .be wound.up by the Court under the following circumstances:

i)  Special Resolution by the Company: If the company has passed a specia
resolution to the effect that the company be wound up by the court. Theresolution
may be passed for any reason whatsoever. In such cases, the court may order
the winding up of the company on & petition submitted to it. Rut the Court’s
power is discretionary, that is, it may net pass an order for winding up even if
the company has so resolved if 'such winding up would be detrimental to the
interests of the company or public.

This made of winding Up isnot very popul ar as members' voluntary winding up
is preferable because there the interference of the court « least.

i) Default inholding statutory meeting: ¥ou know that a public company musi hold
the statutory meeting within six months o obtammg the certificate tocommence
business and file the :tatutory report with the v, T e company makes
any defanit in holding the statutory meeting oy in filing the report with the
registrar, the court may order the winding up o a g 2Ction of the registrar or of
acontributory. If a petitionisfiled by any othr prrson, e.g. acreditor, it must
then be presented before the .expiry o fourteen days after the last day on
whichthestatutory meeting ought to have been held (Sec. 439(7). However, the
court isnot bound toorder for winding up on thisground. 1t may instead order
the company to file the statutory report or hold the statutory meeting,

iii)  Failure to commence business: If the company failsto commence business within
oneyear of itsincorporation, or suspendsitsbusincssfor awholeyear, thecourt
may order the winding up of the company only when it is satisfied that the
company has no intention of carrying on business or is unable to carry on its
business. Wherethedelay in commencing the business or suspension of business
isduetotemporary reasonsand therearereasonable prospectsaf thecompany
starting business within a reasonable time, the court shall not pass the winding
up order.

Sometimes, acompany may havs a nurmber of business units. In suchacase an
interestingquestion may arise asto whether the suspension of any onebusiness
unitisavalid groundfor winding up of the company? The matter isto be decided
by the Curt. Evenif the busincssin all the unitshasbeen suspended, the court
may not order winding upif it iSsatisfied that there arechancesof thecompany
resuming its business.

iv) Reductionin member ship: If the number of members isreduced, in the caseof
apubliccompany, below seven and in the case o aprivate company, below two,
the court may order the winding up d the company.

v)  Inahility to pay debts: Inability to pay debts meansthat the,companyisnotina
position: to honour its monetary commitments i.e. its existing assets are not'
sufficient to discharge its existing labilitics. {n such asituation, the «ourt may
order the windihg up of the company.

According to Section 434 of the Companies Act, a company rhall be deemed to be
unable to pay its debtsin the following circumstances:

a) .If acreditor to whom the company is indebted for a sum exceeding Rs. 500 has
served a demand notice on the company requiring the company to pay the sum

Winding Up
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dueand thecompany hasfor three weeksthereafter neglected topay or otherwise
satisfy him. For caculating the period of three weeks the days on which the
demand natice is despatched and served should be excluded; or

If a creditor has obtained a decree from the court for the payment of his debts

by the company, and the company fails to satisfy in full this decree in favour of
acreditor; or

c) If the court is satisfied that the company is uhable to pay its debts taking into
account the company's contingent and prospective liabilities. This means the
commercial insolvency of thecompany, asituation where thecompany isunable
to meet itscurrent liabilities. The merefact that the company isincurring losses or
running in continuouslossesdoes not mean that itisunableto pay itsdebts. Also
the excessdf liabilitiesover assetsalone does not mean that the company isunable
to pay its debts.

b)

The'court may order winding up on this ground only when:

i)y  thedebt owned by thecompany isundisputed, for adefinitesum and ispayable
immediately;

iy thecreditors right to the debt is clear and undisputed, and

ii1)  the company has neglected to pay without sufficient cause or excuse.

Where the sole purpose of the petition is to put pressure on the company for the
repayment of a debt, the court shall not pass an order for winding up.

vi) Just and equitable: Where thecourtis satisfied, onthefactsand circumstances
of the case, that itisjust and equitablef or the comparny to bewound 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.
Someof the instances under which the court has ordered winding up on the
ground of being 'just and equitable' are as urnder:

i)  When the main object of the company has failed or has become substantially
impossibleto be carried out.

,ii))  When thereis a complete deadlock in the management of the company, for ..

example, wheretwodirectors holding equal voting rights become so hostile that
they would not talk witheach other, it amountsto deadl ock in the management.

iii)  Whensharehol ders holding majority voting power adopt an oppressive attitude
towards minority shareholders.
iv) When the object for which the company was formed is fraudulent or illegal or
-it becomesillegal subsequently. .
v) When the businesscannot becarried on except at aloss, i.e. where thereisno
' reasonable hope of running business at profit.
vi) Whenitisonly a’bubble’ company andit hasnoproperty or businesstocarry on.

, vil)  Whentherehas been grossmismanagement and misuseof funds by thedirectors

o a private company or complete lack of confidence in the management.

}Youshould, however, notethat relief under just and equitableclauseisinthenature
If last resort when 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 compulsory winding
bp may be filed by anyone of the following:

) B the Gnpany: A petition can befiled by the company itself for winding up,
when a specia resolution to this effect has been passed in the general meeting
of the company. Therefore, the directors or the managing director cannot file
such a petition of their own.

i) Bytheaedtas Acreditor canfileapetition tothecourt, if hecan provethat
the company could not pay hisdebt of Rs. 500 or more within three weeks of
making the demand. The term creditor includes a secured creditor, a



dcbentureholder, a prospective creditor and any Central or Stfite Government
orlocal authority towhom any tax etc. isdue. A secured creditor holdingample
security will fail to obtain thewinding g order, if the petition isnot supported

by other creditors. The creditors' petition will not be taken up if the claim of
the creditors has become time barred under the Limitation Act.

iii) By contributories: The term 'contribut'ory’ means a person who is liable to
contribute to the assets of the company in the event of its being wound up. A
contributory isentitled topresenta petition for winding up even though he may
betheholder of fully paid-up sharesor that thecompany may have no assetsat
all, or may have nosurplusassets|eft for distribution among the membersafter
paying off the liabilities.

Any contributory may present a petition for winding up where the ground for
windingupisthat thenumber of membersis reduced below thestatutory limit.
But a petition on any other ground can be presented only by the
a) original allottee or who has acquired shares through transmission or b) by
the person who has been theregistered holder of thesharesfor atleast Six months
during rhe eighteen months immediately preceding the petition.

iv) By the Registf‘é'jr; After obtaining the previous sanction' of the Central
Government, ttie Registrar can filethe petitionfor winding up of thecompany
on the following grounds:

a) if default is made in holding the statutory meeting or filing the statutory
report; ..

b) if the company fails to commence business within one year of its
incorporation or suspends the business for a whole year;

c¢) if the number of membersfalls below the statutory limit;

d) if the company is unable to pay its debts;

e) if the court considers it just and equitable.

Theregistrar can present the petitionon the ground that thecompany isunable
to payitsdebts, only if it appearsto himfrom the balance sheet of the company
or from aspecia auditors' or inspectors' report that the company is unable to
pay its debts.

v) By any person authorised by the Central Government: If the businessof the
company is being conducted to defraud its creditors, or members or any other
person, as disclosed by the report of inspectors appointed to investigate the
affairs of the company, the Central Government may authorise any person to
fileapetition for winding up of thecompany. Usually, theregistrar isauthorised
to present the petition.

14.5.3 Commencement of Winding Up

When a winding up order isissued by the court against a company, the winding up
doesnot commence from thedateof theorder but it commencesfrom anearlier date.
According to Section 441 of the Companies Act, the winding up of acompany by
court shall be deemed to commence at the time when the petition for winding up is
presented. But wherebeforethe presentation of a petition for windingup, if acompany
has passed a specia resolution for winding up, then the winding up shall be deemed
to. have commenced at the time of passing of the resolution.

If awinding up order hasbeen made.on more than onepetition, thewinding upshall
commence from the date of the presentation of,the earliest petition.

Sometimes, legal proceedingsmight be pendingagainst thecompany. Beforepassing
thewindinguporder, thecourt may, on an application made by thecompany or any
creditor or any contributory, issue orders staying further proceedingson such terms
asit thinksfit. In caseasuit or proceedingispendingintheSupreme Court or in any

High Court, the application for stay is to be made in the concerned court in which

the suit or proceeding is pending.

JFower of Court on hearing petition: According to Section 443of the CompaniesAct,
on hearing up awinding up petition, the Court may:

Winding {Ip
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a) dismissit, with or without costs; or
b) adjourn the hearing conditionally or unconditionally; or
€) make any interim order that it thinksfit; or -

makean order for winding-upthe company with or without costs, or any g¢her
pthat it thinks fit.

14.5.4 Consequencesef the Winding Up Order

) Alter the sourt has made the winding up order, it must immediately sent
inforraation o the officia liquidaior and the Registrar. ‘ -

ii) The petitioner and the company IS.x'-;;:quired tofilewith the Registras a certified
copy of the order within thirty days of the making of the order. The Registrar
will then notify in the Official Gozetice that such an order has been o

iii) Thewinding up order shall be deeredtose anct ice of discharge to the offioo

and employees of the company, except when the business ot the company i

continued

Me suit or other legal proceeding gainst the company could becommenced or

proceeded with after the making of a winding up order, except with the leave

of the court and subject to such terms and conditionsasthe court may impose.

v)  The winding up order vperates in favour of al the creditors and al the

contributors, asif it had been made on a joint petition of creditors and

contributories.

The powers of the Board of Directors wili terininate and thesamewill now vest

in the official tiquidator. The official liquidator, shall by virtue o his office,

become the liquidator of the company.

vii) Ail debts, including those payable at some future daie, become payable
irmediate ly

viii) The Couit issuing up the winding order shall have the iy

neworpendlng suit against the Lumpany Anysutor mo:u‘ Xk

in another courtshall aiso be iransferred to thecourt which hasiss

up orders.

All the property of the company shall be under the enstody and control of the

liquidator.

vi)

ix)

1455 Conduct'of Winding Up

The winding up proceedings are conducted by the official liquidator and his powers
aresubject tothecontrol of the Court. He may also apply to ihie conrt {0 directiong
in any particular matter in winding up.

The company isrequired tosubmit within 21 daysof the ordar of winding upor within
such time not exceeding 3 months as extended by the court, a Staternent o Affairs
containing particulars regarding the assets of the company, its debts and liabilities,
particulars of.creditors along with details of security, if any. and particulars of 'dcbis
due to the company. This statement is required to be verified by an affidavit of one
or moredirectorsof thecompany and also by the M anager Secretary or Chief Officer

o the company.

fhe official liquidator shall submit a'preliminary report to the court based on the
Statement of Affairs.

Once assetsof the company are realised and contributions from the coniributories
havebeen received thi liabilities of the company areto bedischarged. According to
the provisionsof the A ct, overtiding preferential paymentsare to bemade first, then
thepreferential paymentsand then the other creditors. Any surplusafter discharging
al debts and liabilitieswill be distributed amongst the contributories pro rata

A 'contributory' meansevery person liabletocontributetothe assetsof the company
in the event o it being wound up and includes holders of fully paid :siares, though
theliability of acontributory extendsonly upto theamount remaining uupaid onthe
shares held by him.

The liquidator is required to present an account Of his receipts and payments to the
court twice a year and also file with the Court a duiy audited staztement with respect
to the procsedings and position o the liquidation every year.



When the affairs of the company have been completely wound up or when the court'
is of the opinion that the liquidator cannot proceed with the winding up for want of
funds and assets«i for any othier reason, thecourt shall makean order of dissolution

of the ¢ mpany.

The dissolaiion putsan end to theexistence of the company, and the Registrar strikes
offthe name of thecompany from the Registrar of Companies. Thecompany stands
dissolved from the date on which the order is made by the court.

Check Your Progress A
1) What do you .nean by ‘winding up’ d a company'?

3) -List the different mbdes of winding up a public company.

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

4) Listthefour groundswhen acompény could bewound up on theground of ‘just
and equitable'.

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

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

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

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

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

6) What isthe effect o the winding up order o the officers and employees of the
company?

7)  Who is a contributory?

.........................................................................................................
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g) State whether the following statementsare True or False:

i) A company may be wound up if the members pass an ordinary resolution
to this effect.

ii) If a company makes a default in holding the statutory meeting the court
must order for its winding up.

iii)  Thecourt may order for thewinding upof acompany if itisunableto pay
its debts.

iv) If a company does not commence business within one year from its
incorporation, the court must order its winding up.

v)  Thecourt may order for winding up of acompany if the number of its
members falls below the statutory limit.

vi)  Theemployeesaf the company can alsofilea petition to the court for
winding up of the company.

vii) A company isdeemed tobeunableto pay itsdebts if it failsto pay acreditor
towhom it owesasum exceeding Rs. 500within threeweeksof thedemand
for payment.

viii) A secured creditor cannot file a petition for winding up of the company.

iX) Winding up commences from the date of the winding up order.

x)  When awinding up order has been made, no suit or legal proceeding can
be commenced against the company'without the leave of the court.

146 VOLUNTARY WINDING UP

You have learnt about the winding up of a company by an order of the court. The
company can also bewound up without theintervention of thecourt, and thisistermed
as'voluntary winding up'. The voluntary winding up means winding up, without the
intervention of the court, by membersor creditors themselves. In voluntary winding
up, themembersand creditors areleft free tosettletheir affairswithout goingtothe
court, although they may apply to the court for directions or orders, if and when
necessary.

Section 484 of the Companies Act specifies the circumstances in which the company
may be wound up voluntatily.

These are;

1) By passing an ordinary resolution in the following cases:
a) wherethe period, if any, fixedfor theduration of thecompany by thearticles
has expired; or
b) wherethearticlesprovidethat thecompany isto bedissolved on theoccurrence
of any event and if that event has occurred,

2) By passing aspecial resolution that thecompany bewound upvoluntarily. When
a special resolution is passed by the members to wind up the company, it is not

necessary to give any reasonsfor doing so. When a company passes a special
resolutionfor voluntary winding up, it must within 14 daysof the passingof the
resolution give notice of theresolution by advertisement intheOfficial Gazette,
and alsoinsomenewspapercirculating in thedistrict wheretheregistered office
of the company 'issituated.

Y ou should note that a voluntary winding up is deemed to commence at the time
when the resolution for voluntary winding up is passed (Section 486).

Voluntary winding up of the company isof two types, nantely;

a) Members' voluntary winding up, and
b) Creditors voluntary winding up.

Let us now discuss them one by onein detail.

14.6.1 Members’ Voluntary Winding Up
The members' voluntary winding up is possible only in case when the company is



solvent and isin aposition to pay al itsdebtsin full: Members’ voluntary winding up E Winding Up
is possible in cases where a declaration of solvency is made by the company and is ’
delivered to the Registrar for registration.

Declarzsion of Solvency: Whereitisproposed towind up acompany voluntarily, the
Declaratiy ot solvency isto be made by al thedirectors ﬂf thereareonly twodirectors)
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.

Thedeclaration must state that thedirectors have made afullinquiry into theaffairs
of thecompany and that they haveformed the opinion that the company hasnodebts,
or that it will be able to pay its debtsin full within such period not exceeding three
years from the commencement of winding it.

The declaration shall be effective 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 to the Registrar for registration before that date. The declaration must be
accompanied by acopy of thereport of the auditorsof thecompany on the profit and
lossaccount and the balance sheet of the company and alsoa statement of the assets
and liabilities as at the latest practicable date immediately before the making of the
declaration.

Canduct of Winding Up

Thecompany inageneral meeting, shall appoint oneor moreliquidatorsandfix his
remuneration andliquidator so appointed will takechargeonly after hisremuneration
is fixed. The company is required to give notice to the Registrar of the appointment
of the liquidator within 10 days of such appointment.

Thepowersof theBoard of Directorsshall ceaseon the appointment of aliquidator
except when the company or the liquidator sanctions their continuance.

If thecompany isunableto pay orintheopiniond theliquidator will not beableto

pay itsdebtsin full within the periodstatedin the declaration of solvency, theliquidator .
should immediately call ameeting of thecreditorsand placebeforethem astatement

of theassetsandliabilitiesof thecompany. In such cases, the winding up will proceed

in the manner of creditors’ winding up.

If theliquidation continuesfor morethan oneyear, theliquidator should c4ll ameeting
of the shareholders at the end of each year and place before them an account of his
actsanddealings and the progressof winding upduring theyear. Wherethecompany

in liquidation proposes to sdll its business or property to another company, the
liguidator may receive shares or other interest in the other company (transferee) as
consideration for distribution among the members of the company (transferor
company) but hecan dosoonly ontheauthority of aspecial resolution of the.company.
If any member of the transferor company doesnot agreetothe special resolution, he
may requiretheliquidator either toabstainfrom carrying theresolutionorto purchase
his interest at an agreed price.

Final Meeting and Dissolution

Whentheaffairsof thecompany arefully waund upi.e. when al the assetshave 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 o
the compuny dealt with. Thisisthefinal meeting of the company. e

A copy of these accountsisto besent to theofficial liquidator and the Registrar within
one week after the meeting. The official liquidator would then scrutinise the books
-and papers of the company and shall report to the court. If the report or the officia
liquidator shows that the affairsof the company were conducted properly, then the

company shall bedeemed to bedissolved from the dateof submission of report tothe
court.

If thereport reveal sthat the winding up affairswkre conducted inamanner prejudicial
to themembers' interest or publicinterest, thecourt shall direct theofficial liquidator 43
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tomakefurtherinvestigations, after which. the court may either dissolvethecompany
or make any other order, asit deems fit.

14.6.2 Creditors’ Voluntary Winding {p

This type of winding up takes pluse when e compuny iSnot in 2 position to pay its
debts in full and where a declaration of soiveacy has pot been made. In this type of
winding up, sincc the interest of the ¢ ceditam b invodved, ibey ure given the powers
to contro! and supervise the winding up of the compuny.

The various statutory provisions governing such « winding up may be discussed under

the following heads:

Meeting of Credifers

The company must call 4 meeting of the creditors to be held either on the same day
on which the meeting o the company is to be held or on the day following the day
when the membess meeting s teld to pass aresolution {or voluntary winding up. The
Board of Direci all lay before the creditors a foll statement of the position of the
affairs of the company together With a list of the creditors of the company and the
estimated amoning of their claims.

Appointment of Liguidsios

The creditorsand the members, at their respoctive incetings, may nominiie a person
tobe the liquidator. Wheie tie members iave ol aominated any person, thenominee
o the creditors, shall bethe liquidator. Where different personshave been nominated
by the creditors and members, the creditors' nominee shall be the liquidator.

Connmittes of Enspeciion {COI)

The creditorsat the meeting may appoint acommittee of inspection consisting of not
morethan five persons towhich the company may also appoint fivemembers. Incase

of any difference of opinion as to the nominees to the Comznittee of Inspection, the
court shal settle the matter.

The remuneration of theliquidator shall befixed by the COI or the Creditors, failing
which, it shall be determined by the court.

The Boards' powers shall cease on the appointment of the liquidator. However, the
COl, orif thereisno suchcommittee, thecreditorsin general meeting may sanction
the continuance of the Board's.powers.

Theliquidationwould proceedin thesamemanner as inthecase of members’ voluntary
windingup. In addition tothefinal meetingof themembers, ameeting of thecreditors
shall also be called'before the company is dissolved.

General Provisionswith respect to Member’s Voluntary Winding up and Creditors
Voluntary Winding up

Statement of Affairs

The Board df Directors is required to submit a statement as to the affairs of the
company, to the liquidator which should state the following particulars and is to be
verifiedby oneor moredirectorsand manager, or secretary or other Chief Officer of

* 'the company:

j)  assetsd the company —cash and bank balances and negotiable securitiesto be
stated separately,

~ij) debtsand liabilitiesd the company.
iit)  namesandaddressesof creditorsindicating the amount of secured and unsecufed

debts.

iv) debtsdue to the company, personsfrom whom they are due and the amount
likely to be realised.

v)  Such other information as may be required.



Liquidator's Power

The liquidator has the same powers as that of the official liquidator in compulsory
winding up. Whereastheofficial liquidator requires thesaiiction of thecourt incertain
cases, the 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.

In addition, theliquidator would also havethe power of thecourt to settlethelist of
contributories, making callsand calling general meetingsof the company. Y ou should,
however, note that the exercise of powers by the liquidator shall be subject to the
control of the court.

Conduct of Winding Up

TheCourt hasthe power to removealiquidator and appoint theofficial liquidator or
any other person as the liquidator in place of the removed liquidator. Y ou should
note, that a body corporateisnot qualified for appointment asaliquidator of acompany
in a voluntary winding up.

Theliquidator shall within 30days after hisappointment, publish in the Official Gazette
and deliver to the 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.

In avoluntary winding up, theliquidator isan agent of thecompany and not atrustee
for shareholders or creditors. He is 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 booksand recording proceedings at meetingsand to havethem audited,
callingmeetings of the cammittee of i pspection, membersand creditors. Asan agent

of the company, an individua shareholder or creditor cannot sue him for delaying
payments etc, except in cases of deliberate misconduct. In apy case, the suitable
remedy is to seek a court order iq reference to his conduct.

'14.6.3 Consequences of Voluntary Winding Up

Y ou know that the voluntary winding up commences from the date of the passing of
the resolution to that effect. This date is important because it helpsin determining
the liahility of past members, The consequences of voluntary winding up ¢an be

" ‘summarised as following:

i)  Fromthecommencement of voluntary winding up, thecompany ceasestocarry
- 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.

iy  With the appointment of liquidator, all the powers of the Board of Directors,
managing orwhol e-timedirector shall cametoan end. But with theapproval of
the general meeting, or the liquidator or the creditors or the committee of
inspection, the directors etc. may continue to exercise their powers.

iii) Voluntary winding up does not always mean a notice of discharge to its
employees, e.g., if itisdonetoeffect amal gamation. But winding up on grounds
of insolvency will mean discharge of its employees.

iv) After the order has been made, na suit or other legal proceeding can be
commenced or if pending at thedate of thewinding up order can be proceeded
with against the company except with the leave of the caurt.

v} Any transfer of shares in the company and any alteration in the status of the
membersof thecompany made after thecommencement of the windingupshall
be void unless it is done with the sanction of the liquidator.

vi) Every notice, invoice, order, businessletter issued by or on behalf of thecompany
or liquidatorof thecompany bearing thenameof thecompany shall containa
statement that the company is being wound up.

Winding Up
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14.7 DISTINCTION BETWEEN MEMBERS AND
CREDITORS VOLUNTARY WINDING UP

From thefollowingtable, you can very well understand the main pointsof difference
between members ‘and creditors voluntary winding up:

. MEMBERS' VOLUNTARY WINDING UP CREDITORS VOLUNTARY WINDING UP

1) Thistakesplaceonly when thecompany isina 1) Thistakesplaceonly in cases when thecompan:
position to pay itsdebts. not in a po-ition to pay itsdehts.

2) Thedirectors must filea'declaration of solvency' 2) Theuuneao sarenot required tofile any sucr
with the registrar. declarat n

3) Onlythegeneral meetingof membersiscalled. 3) Ameetr. *» reditors must hecalled immediate)

after to- ting of the members.
4) Theliquidator isappointed by the members. 4) Ifthecridi-o  and the company nominate

different persons as liquidator. the person
nominated by creditors shall he the liquidator,

5) Thereisnocommittee of inspection. 5) A commitc c of inspection is usually appointed
toassist the liquidator.

6) Theliquidator can exercise'powers with the 6) | hciiquidator can exercise powers with the
sanction of sptcial resol ution of thecompany. sanction of the court, or committee of inspeetion
or of amtetingof creditors.
7) Winding up proceedingsare controlled by .7) Windirg up proceedingsare controlled by
members. creditors.
8) Meetingof membersiscalled onthecompletion 8) Meetingof membersandcreditorsiscalled on the
of winding up proceedings. completion of winding up proceedings.

14.8 WINDING UP UNDER SUPERVISION OF THE
COURT

You have learnt that a company can be wound up without the intervention o the
court, but voluntary winding up, may be under the supervision of the court. At 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 o the court. When the voluntary winding up isin progress and if any
creditor or contributory or theliquidator isnot satisfied, they may apply to the court

for winding up under the supervision of the court. Such an order is passed by the
Court on any o the following grounds:

a) theliquidator is partial or negligent in collecting the assets; or
b) the mgjority is playing fraud with the minority; or
c) therulesregardingwinding up of acompany havenot been fully complied with.

Insuch cases, the court may makean order that thewinding up of the company shall
continue subject to the supervision of the court and on such terms and conditions as

it thinksfit. The most important effect of the supervision order is that is gives the
court the necessary jurisdiction over suits and legal proceedings as in the casc of
compulsory winding up under order d the court.

Generally, the liquidator appointed in voluntary winding up is allowed to continue,
but the court may appoint oneor moreadditional liquidators. Thecourt may remove
any liguidator so appointed and fill any vacancy occasioned by the removal or by
death, or resignation. The court may also appoint or remove a liquidator on an
application made the Registrar in thisbehalf, Theliquidator so appointed shall have
thesame powersand dutiesasin the caseof appointment of liquidatorsin avoluntary
winding up.

* Thecourt will havedl the powersasit hasin the case of compulsory winding up such

as, stayingof suitsand other legal proceedings, makingcallsetc. ; though the winding
up remains a voluntary winding up.

Section527 of the Companies Act empowersthe court to pass an order for compul sory



winding up. in case ol need, superseding theorder of winding up under itssupervision.
In case ol winding up under the supervision of the court, when the affairs of the
company have been completely wound up and the liquidator hassubmitted hisreport
to the court recommending dissolution, the court shall pass an order dissolving the
company. Thecompany istreated ashaving been dissolved from thedateof theorder
of the court.

' Check Your Progress B

i)

7)

What is meant by voluntary winding up?

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

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

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

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

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

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

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

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

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

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

Give two irhportant points of distinction between members' and credit »rs’
voluntary winding up.

.........................................................................................................
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8) State whether thefollowing statements are True or False:

i). A company may be wound up voluntarily by passing a resolution at-the
meeting of Board of Directors.

i) A company may, a any time resolve by passing a specia resolution to be
wound up voluntarily.

iii)y  If thearticles have fixed the duration of the company, the company shall
stand dissolved automatically on the expiry of the said period.

iv) A copy of the resolution passed for voluntary winding up at the creditor’s
meeting, must befiled with the Registrar withinfourteendaysd the passing
thereof.

v)  Voluntary winding up commences from the date of the passing of the
resolution to thatkffect.

vi) . The remuneration fixedfor the liquidatorsin voluntary winding up cannot
be increased in any circumstances.

vii) The creditors may, if they think fit, appoint a committee of inspection
consisting of not more than five members.

viii) Winding up of a company under supervision of the court presupposes a
voluntary winding up of the company.

149 LET USSUM UP

A company being a creation of law, can come to an end by the process of law. This
processisknown aswindingup. A company may bewound upinone of thefollowing

ways:
i) Winding up by court;

i) Voluntary winding up; and

iii) Voluntary winding up under the supervision of the court.

The voluntary winding up may be either {a) members ‘voluniary winding up or
(b) creditors' voluntary winding up.

A company may be wound upcompul sorily by court (i) if aspecial resolution tothis
effectis passed; (ii) if default is made in holding-the statutory meeting or filing the
statutory report; (iii) failure tocommence businesswithin ¢ne year of itsincorporation;
(iv) the number of membersfalling below the statutory minimum limit; (v) if the
company isunable to pay itsdebts; (vi). any other ground whichisjust and equitable.

A petition for winding up can be presented (&) by the company; or (b) by creditors;
or (c) by contributories; or (d) by the Registrar; or (e) by any person authorised by
the Central Government. '

In voluntary winding up, the company and-its creditors are left free to settle their
affairswithout going to the court, although they may apply to the court for directions
or ordersif and.when necessary.

A company may be wound up voluntarily (a) by passing an ordinary resolution;
(b) by passing a special resolution. Y

In the case of members' voluntary winding up, the majority of the directors make a
declaration of solvency duly verified by an affidavit, that the company has no debts
or that it will beableto pay its debts in-full within threeyearsfromthe commencement
d winding up.

In the case of Creditors voluntary winding up, thereis no need of declaration of
solvency and the resol ution for winding upismoved by creditors. It isgenerally done
when the company is unable to pay its debts.

When voluntary winding up isin progress and if any creditor or contributory or
liquidator isnot satisfied with the winding up proceedihgs, hemay apply to thecourt
requesting for winding up under the supervision of the court.
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1410 KEY WORDS

Winding up: A process by which the lifed the company comes to an end.
Dissolution Fite company ceases to exist.

Just and Equitable: Anyground, whichintheopiniond thecourt, isreasonableand
in theinterest of the concerned parties.

Statement of Affairs: A statement containing particulars regarding the assets of the
company, its creditors, debtors etc.

Liquidator: A person who helps the court to complete the liquidation proceedings.
Committee of Inspection: A committee appointed to act with the liquidator.

Declaration of solvency: A declaration made by majority of directors at a meeting of
the board, declaring that thecompany hasnodebtsor that it will beableto pay them
in full within three years from the commencement of winding up.

14.11 ANSWERSTO CHECK YOUR PROGRESS

A 8 i) False i) False ii) True
iv) False V) True vi) False
vii) True viii) False iX) False
X) True

B 8 i) False i) True iii) False
iv) False ) True vi) True
vii) True viii) True

14.12 TERMINAL QUESTIONS

1) What do you understand by winding up of a company?
How isit different from dissolution of a company?

2) What is compulsory winding up? Under what circumstances can a company be
compulsorily wound up by the court?

3) Who may present a petition for winding up? a
4) What are the conseguences of a winding up order by court?

5) What is meant by 'declaration of solvency'?

6) When and how can a company be voluntarily wound up? State briefly the
consequences of such winding up.

7) Explain thecircumstances when thecourt will consider winding up of the company
to be just and equitable.

8) Explain briefly the provisions of the Companies Act as applicable to Creditors
Voluntary winding up.

9) What are the consequences of a winding up order?

10) Distinguish between members' voluntary winding up and creditors voluntary
winding up.

11) Write a note on committee of inspection.

Note: Thesequestionswill hel pyou tounderstand the unit better. Try towrite
* answersfor them. But donot submit your answerstothe University. These

are for your practice only.
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