CHAPTER I

THE CONC!: T OF PUBLIC INTEREST

THE CCNCEPT OF FJBLIC INTEREST IN GENERAL

The concept of public intgrest which has acquired wide
recognition in the socio~economit sphere, pre§ents a
knotty problem in moulding its acceptable definition.
Though the concept can hardly be defined with reasonable
predicion, the concept itself is of overwheplhing ismportance

importance, particularly in the Welfare-State.

According t$ classical economic's view (Plato & Aristotle)
public interest iri:L aggregate of i lividual utiliti«s.
According to them éonsumer satisfaction, a synonym for
private utility was the standard of efficiency of the
econcmic system, such efficiency is the main public interest.

In the Christian order (St. Augustine & Thomas Aquinas)
the public interest characterized not merely by the
limitation of Government to peace, defence and justice but‘
rather by the par%i;ipation of Government in the transcen-
dent origin and déséination of human life. Feace is the
publle interest. It is peace in the framework of partici-
pétiong th= participation ifn Eranscende.at existence and

destiny which is the characteristic cuiistian formula for



thé public interest. ' It might be called est pay

participians,

In the era of Lock, Adam Smith & Mill, the‘public
interest leads to range from Laiséex Faire to Fublic
“ltanagement, Labour and Resources, the entire range coming
‘under, the heading of public management of private satis~ -
faction. une type of Socialism, Socialism motivated
by private u£ilit§ gnd consﬁmer satisfaction of marxist
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variety.

L e

Karl Marx defined the public interest as that of labcur

management, termed as ergonomia-from ergon (labour) and

nomos (rule-management). By this, Karl Marx aims at the
conversion of privgte utility into the public interest.

After this conversion, no private is left, not even consumer
‘satisfactibn;_‘The concept ofipublic interest in a socialissd
order is the same for-Marx and Lenin., Lenin adds a concept
to define the publib interest in the period of transition
form the 'false' worlﬁ of éhe present tr the 'real' world of
the’futgye, From Lenin's ma@rxism emerc=d a peculiar tyoe

of a combat party - 'd a combat Goverm:ent for the duration
of the period of t xnsitiop,\the public interest reprec znted
by militant communism is confliet mBnagement. This was termed

as Polemofifilg=£from Polers {strife) and nomos (rule, mana-

gement) ,



1.A

EFHICAL FOUNDATION OF THE CONCEPT OF PUELIC INTEREST

The concept of public interest, has been variously
defined. It may be broadly viewed, as synonymous with

'‘general welfare'. Subh a definition helds it capable of

.l
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permeating all actgﬁn; both individu . and institutio- al.

f? be construed narrowly, as an attrisute
4.
g

of certain acts confined to the Governmental sector of

On the other hand

human activity.

(I) Positive View :

Positivist thinking has so deeply permeated our social
sciences that the word 'public' has freguently come to be
applied to ﬁurely procedural considerations. Many lawyers
snd political scientists are prepared to endow any and all
acts which cornform to,'legitimatize&' progedure with the

attribute or quality of public interest.

(II) Economists Vgéw .

i
To them fFreé%éonsumer choice! replsces 'legitimacy'
as the criterion of public interest and Governmental
activity designed t~ nvomote such choice is therefcre
clerely intended'to be in public interest, In U.S.A.

Anti-Trust legislations and regulations designed to promote

honesty in advertising and trading -will serve as examples.

In India, provisions of M.R.T.P. Act dealing with unfair



practice 1s also example of such public interest,

(I1I) Sociolcgists *few ¢

The public interest in & given soclety at & given
time is that which conforms to' the moreé (norms) of the
socieiy. Here is the basis vf ethical relativism.
According to thre: view point Af the particular society,
given acts may 5@ deemed in or not in the public interest.
The trouble is this point in providing guidelines for
individual conduct is that other sociéties with different
mores will come ﬁp'with different answers. A further
difficplty is that within a given society or nation;vafied
‘groups will like wise have different mores or will, cloak
their parficdiar ixﬁez,sts with tre s. ;tity'of mores &nd

;
even as an operati, al definition the sociologist's

critefion is aimoatjas likely toc be 'Obscurantist' as
useful. The proulem is even worse in transitional culture,
where the mores do Aot haveAeven the temporafy stebility of
& settled society. However, the‘&eciologist's arproach «
dogs at least have the merit of identifying tﬁe ‘value'
element, ethical in naﬁure, in the search of the individual’
for value guidance-eventhough the value is relativistic and

absolute.

These definitions of public interest are therefore either



purely procedural (legalist) or based on atomistic

personal preference (economist) or relativistic and

" ephemeral (sociologist). In exurably the concept of

public interest leads one to search for criterion of

general welfare.

 MEANING OF PUBLIC ‘N1.REST
H

©

According to Iincise Oxford dictionary, public
interest means an idea of class of objects or & genercl
notion, It is an ahetwraction from a particular thing,

event, etc., forming general notion.

In the words of Hoarse M.Gray 'the concept of public
interest like equally vague and undefinahle ccmmor law rule

of reason, has a validity and usefulness as a functional

devise for the ordering of human affairs though we never

can succeed in defining it with scientific precision.

According to Jerfing public iﬁteroct is a subjective
conception, the v:iiue of which is psicholngical and dces not
extent beyond the significance that each respbnsible civil
servant must find in the phrase for himself. Jerrihg‘
appafantly viewed the concept exclusively from the realm
administered by civil servants. Against these restricted
definition, C.S.Rao coined it as 'while it is true £hat the

“oncept may contFipute nothing te the formulation of valuable

b



generéliSﬂtion and theories abéut policics and public

. administration it is word entitled to, if not enjoying
top priority in €1y list of ambiguious wourds and phrases
which never woulé ce missed @n the unending dialogue
between scholar and man of wordly affairs éf any country

having any claim *+~ »n 2nlightened socisal life.'1

To\Friedméﬁ - public interest.is & constantly shifting
composite and balancg between the value that aire;t a
particﬁlar societg at a given time unless we accept & rigid
natural law position. It must be distinguised from regulée-
tory, supervisoty,.enterprisory, corrective and other
processes, They are not public interest but method of
ensuring and pro?eqting them, It muét also be distinguished

from private inte..=s! which is consi” red as ttose of

>
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special group‘orifjdlvidual as opposed to the interest of
the community as Qﬁole. There & genuine public intérast
which we mighf call ‘reserve function' of the State, an
embodiment of values énd interests that bind to gather the
many conflicting and contending grcoups. This reserve
function usually becomes consclous and articulate only in
times of great emergency such as war, economic or natural
disasters. Public interest constantly needs redefining

and re-assessment ip a never ending re-adjustment proceeding

through many channels: such as public ~iscussion in



universities, press and other media of public communi.-

; . . . 1
cation leading in due course to legislative changes.
i

In the words Qf Justice Felix Frankfurter of the
U.S.,A. Supreme Co&rt, quoted in an Indian case, M.R.Murthy
V.I.D.Corporaticon of Orrisaz"the idea of public inéerest
is vague, impalpable, but all‘contrqlling consideration,
A thing is said éo be in public interest where it is or it
can be made to appear to be conducive to the general welfare

rather than to the special priviliges of a class, group or

individual". Buv: tb= vague concept 'doses much of it

X

vagueness as a ro; ult of political debate, judicial inter-
pretation and transaction into a specific goals of ecrnomic
performance and achievements. Vaguness disappears when it

applies to & specific or particular context or situation.

Justice Mahajan (C.,J,) observed, “that the expression
pﬁblic interest is not capable of preéise'definitiog as has
né rigid meaning and is elastic and takes its colours from
?he statute in which it occurs, the concept varying with
time and state of s:cciety and its needs. Thus what is
public in*erest todéy may not be so ccasidered a decade

later",?

CONCEPT OF PUBLI(. INTEREST - DUAL SEfISE:

The concept of publi¢ interest is usually used ir

dual sense i.e. (i) Logical sense and (ii) Instrumental sense.



(I} Logical Sense :

Firstly, it is used in logical sense to explicit the
measuring of the*egtablished basic values of the community.
" This would be iﬁ’t%e public interest to pursue certain goal,
bécéuse it weould be consistent with the measuring of fhe

basic community value.

(1) Ins“rument Seise :

A policy wc;ld be in the public interest i1f its
conaequencesvéould implement one or more of the e:stabli- }
shed basic value ¢f the community. Where there is a conflict
" in the values of the different communities,they are tre
values of the comﬁdnlty, considered to be on the highest
rung of the hierarchical ladder that prevail; Implicit in
this poﬂcept of commﬁnity‘is a system of basic values yhich

bind togather diverse human forces and relationship into an

ordered way .of life.
PUBLIC INTEREST, PUZLIC PURPQOSE, PUBLIC CONTROL AND PUBLIC
POLICY :

While elabor< ir~ the céncept of mnublic interest, one
should keep in m’ .4 concepts of public purpose, publi:
control and public policy, as they are closely relate:l to

each other,



delic control of business can be justified only on
tne ground of public interest. On the otherhand, public
interest by itself may nothmean much if there is no
‘corresponding public contrcl to serve public interest,
e.g. under the Compgzies Act, 1956 Central_Government his
been entrusted with%pdwer to supervise and control the
activities of joiﬁtvstock companies in public interest,
For the exercise of'anykind of control of business by the

Government, it is necessary to show that there is a public

purpose behind the exercise of such control,

Public policy comes in as a guide to steer the control
on right Qirection‘to achieve a particular geoal. While
an ad-hoc measures may be justified in public iaterest
in some exceptional cases, it is the formulation of certain
rules . or guidelines which would lend cre<ience to the
exercise of public control of business In public interest.

" .

Thus & public poliéy;is ohly a forrun:.er cf public cont:-ol
and both a?e‘neces%ary linked up with the concept of pubdlic

interest.

PUBLIC POLICY MEANMTNG THEREQE

Public policy'ié defined as that principle of law
which holds that "no subject can lawfully do that which has
4
a tendency tc be injuriousrto tre public good or welfare“.4

In-the words of Burrouygh J. "public policy 'is very unruly
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horse, and when once you get astride it you never know
where it will carry you".5 Lord Davy, in another case6
observed that 'public pclicy is always an unsafe and
treacherous ground‘fdr}legal decision..." In one of the
Indian case7~;t was'dﬁécribed as a vague and unsatisfactory

term and also as an e./.sive concept.

Public policy, it:LS necessary to emphasise is a term
of administration or management. It can connotes the
formulation of rules ov guldelines,whiCh;preCed action.

In order to justify any particular measure of control
exercisea by the Government in pursuance of public policy,
even where such a measure of control is in public interest,
it has’ to be shown that there are definite rules or guide-
lines preceding the exercise of such control. This is not
so, where the contegéated action is not in pursuance of
any public policy but is otherwise justified in public

interest.

%2
Py

It may bé submitt}g that while ho one éan formulate
the abstract principle called 'pﬁblic interest' and it
cannot be considered in vaccuo, it can fairly be understood
and aﬁplied to policy dicision. It indicates a standard
of 'goodness fo6r judging private acts and conduct in the
social context., It may have tor distinguished from the
self interest as spch is not necessargly opposed to public

\
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interest, What is reéuired is that it should not be
such as to be prejudicial to the public interest, i.e..
the common good or general welfare of the community or

nation as a whole as also the State of Government which

represent it,

:

It comprises within its ambit the interests of the
public health and morais, economic stability of the
country, maintenance of purity in public l1ife, prevention

of fraud and amelio:rction of the condition of workmen. The

¥

concept of public irtzrest is thus capaole of such a
] . ~
. : . . : . - X
conprehensive interrretation-as might be required to subaeﬁe

social gosal,

THE CONCEPT OF PUBLIC INTERESL - STATUTORY SUPPORT :

In respect of the concept. of public interest a guestion

arise - How far it is supported by statutory provisions?

There is a clear evidence in Artha Sastra, that state
irtervention in business was common feature in the days of
Chandragupta Maurya., Punishment had been provided for

infraction and there were rules even for the judges to

. decide the issues r. sed before them. In recent past tre

origin of statutory .upport to the pubiic interest in requ-

lation of Gerduct o businessmen can be traced to Conmor

Law doctrine, that any agreement in restraint of trade is
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void and that any contract which is agéipst public policy

is veid, This Common T.aw doctrine was later on‘incor—
porated in Statute  relating to Contrects e.g. Section 27

of the Indian Contréct Act, 1972 provides that ¥%all agreements
in restraint of trade is void". The circumsténces in which

a cbntract is likély‘to be struck down as one opposed to
public policy are fairly well established in England as well
as in India. So a contract of marriage brokerage, the
creation of rerpetuity and gaming ard wagering agreements

are all void agre :ients on the ground of public policy,

Y

It is, however, ii the'second half od nindteehth,centpry

that the Courté éLéwly realised the need for validing laws
which interfereélw%th the .freedom of private business in
public inte:est. “ne proc.ss was 8low but certain., In the
United States of America, the Federal Court recogniéed for
‘the first time separate categories of business affected by
public interest in 1877 in the case of Mann v. Illions.8

In the words of the court, 'property does become clothed with
a public interest when used ir a manner to make it of public
consequence, and affect the community at large when, thereford
one devoted his property to a use, in the property public

has an interest, .e *n fact, grants +o the public an Lnt;rest
in that use and "~ ust submit to the controlled by the >ublic |

for the common guod'. The Court went on expanding thea



P i
categories of business and industries, includingibasic

industries, employment agencies, or ice business. The
process of, expanding the categories of business affected

by public interest went on untill 1934 when the Supreme

" Court gave‘its decision in the case of NARBIJ. V., NEW YORK.

In this‘case the Court b?ld that 'there is uou closed class
or category of busiqéss%?ffected with public interest. The
phrase 'affected with p%&lic interest' can in the nature
of things, mean no more than that an industry, for adequate
reasons, is subject to ~om+r~l for the public good.

PUBLIC INTEREST AND BUSINESS AND BUSINESS ORGANISATION:
IS THE BUSINESS CLOTHED WITH PUBLIC INTEREST?

S0 far as the business and business community is concern,
they were governed by the norms laid.dcwn by their associa-
tion. No sooner the theory of laissez fair was proponded
to state that it is the. sum total of inéividual welfare that
guarantee econnomic we]fafe then i£ was realised that there
is an inherent fallacy .@ {+is theory énﬁ ».at given the
temptation, the individ il businessman may pro@ote his welfare
in complete disregard of the welfare of tﬂe cormunity., The
reason for the behavicur of-businessman is the inherent
confliqt between the selfninterest and the interest of .
community, which may be described as conflict of interests.

It was realised that the behaviour and attitude of an
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individual businessman cannot remain the concern of the
businessman o¥ business commrunity alone. The business
whether carried on L? an individual or bv an association
of persons is clotha% with public interest. How it is

clothed with public intérest can be judged from two stand

points. The positive stand point and negative stand point.

(I) POSITIVE STAND POINT :

_ Business and businessman cannot function in vaccum.
Their activities are dependent on the society and the State,
and therefore, business itself is a matter of great public
concern. It is business which ensure that the waﬁts of
community would be satlsfied in the best possible manner.
The prosperity of the nation also depend$ oﬁ the Eusiness
and commerce. In sh~vt, we may say that since business
contributes to naticr.al weélth, business must deemed to .e
clothed with publié interest. Thus, public interest ari%es
directly from the underlying public interest of all econcmic
activities which ar~ =zzri=d on through business, be it
production, distribution or supply of goods and services.,
It is this positivérsFand point which account for the
institutional supportlwhich is afforded by the State and

other organs of the State.

This insitutional support may be in the form of :

(a) providing infrastructure,
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(b) providing b:¢ xing facilities,
(c) providing financem to business through financial
institutions.

(d) providing subsidies, etc.

In order to provide all these facilities, the

Government uses public fund.

(II) NEGATIVE STAND POINT :

0
The extent of pubiic interest in business can also be

s
gauged from negative stand point.

-

Having provided t :» facilities and n-~ressary ipfra-’

structure to allow bi:lness to function with utfost

efficiency in congeniél atmosphere, the State cannot

‘proceed on the basis that its responsibility is over.

The money employed in-business has come ffom *housands of
\small)investors, it béing immaterial whether their saving
have been channalised thrcugh-stock market, bankers, financial
institutions, public éeposits'or otherwise. The State must
have some means as its disposal to oversée the direction

'of investment, whether the investment is put to optimum

use, whether the same is frittered away in unproductive
activities and also whcther the sading of the investors

are lost to satisfy t. 2 last of unscrupu vus businessman.

Any - law, regulatior »>r éther means at the disposal of



the Government to protect the interest of investors or
publicrhave therefore, to be deemed in public interest.
The Companies Act, 1956 considered to be the harbinger of
pubhlic welfare by éafegugrding the public interest

enshrined in its. body either expressly or by implication.

This Act is regarded as a progressive pieie of legislation

having public interest as its sheet~ancho. . Looking to the
2

various provisions ci the Companies Act 1950 it may be
i .

? .
taken as a best examdie of negative stand point.

The plain meaning of the term pubklic interest refers
to the pecuniary-stack concer~ing the people &s whole in
commercial uﬁdertaking. As observed in the case of
SOUTH HETTON CO. V. NORTH EASTERN NEWS ASSOCIATION the
English Court defined public interest by saying that 'a
matter of public interest 0P general inteérest does not
mean that which is interesting as gratifying curiosity
or a love of inférmation or amusement, but that in which a
class of community has-a pecuniary interest or some interest

"by which their legai?rights are affectc”.'

[¥)
i

A company or co:;oration must, therefore, act for the
économic betterment and social welfare of the community
which created it. Profit can be its goal only to the extent
¢f which it enables it to survive and serve its members and

creditors. Soclety would not like to creat an artificial
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child or entity who is,selfish and acts oniy.in its own
interest. In fact company like a natural »erson must
cultivate conscience, and profit‘must nc+ be its only
goal, but it muét ma au effort to ser e not only its
shareholders but als . its employees, consumers and societys
at large; Social accountability must be iné@@capeq by al.l

companies and corpourations.

Recently, in the case of NATIONAL TEXTILE WORKERS )
UNION ETC. V. P.R. RAMKRISHNAN & OTHERS, BHAGWATI J.(S5.C.)
observed %hat the concept of'COmpany has undergone radical
transformation in the last few decades. The traditional view
that the company is the property of the sharehclders is no&
an exploﬁbd myth. Today social scientists and thinkers regard
5 company as a liwing, vital and dynamic social organism
~with firm and deep r\?tpd aeffiliation with the rest of tt:

community in whicﬁ‘ié functions. It would be wrong to lodk
upon it as somethiné éelonging to the shareholders. It :.s
true that the éhareholdefs brings capital but capital is not
enough. '2t is only one of the factors which contributes to
ﬁhe production and there are employees who provides labour
and lastly there are the éonsumers and rest of the members
of the community who are vitally interested in the product
manufactured in the concérn..."

This shows that th~ concept of public interest takes the
’ /
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company outside the c ventiona}sphere of being concern
in which shareholders or members &lone are interested,
It emphasize the idea of the company functioning for the
public good or general welfare of the community, at any
rate but in a hanner}détrimental to the public interest.

* ?
Here it may be submitted that the concept of public

‘ interest has to be viewed in its proper perspective depénding

upca the objective sought to be achieved and context thereof.
Business today has' to move side by side with the rest of the
society. In the words of Professor Kenuetn Andrews ‘this

is the form of a new :>cial contract in which kusiness has

)
.

to play a leading pa:.

LR S

THE CONCEPT OF PUBLIC INTEREST AND CCMPANIES ACT, 1956 :

The Indian Comp.anies Act, 1956 is regarded as a progre-

ssive piece of legislation having public interest as its

‘sheet-anchor. IEf is also considered to tbe harbinger of

¢

public welﬁare\by safeguarding the public interest enshrined

in its body either expressly or by implication. In this part
of the chapter I have tried to analyse those pro&isions of the
Act which expressly provides for the protection of public

interest.

EXPRESS PROVISIONS ¢ CUMPANIES ACT. I'7ORICRATED FCR

PROTECTING FUBLIC IM 'SREST 3

() Section 81 (4) ; Sub-Section 4 of Sec. 81 inserted
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by the Companies (Ancu.auenc; Ant, 1963 empowers the
Central Government to order the conversion of debentures
issued to or loans obtained from the Government into

share capital in public interest.

So fa;‘as this provision is concérned, it may be said
that the‘progressive Ehinkiﬁg is genersally not for out-
right loans by the Government to priva&e ehterprises. It
. is felt that Govermuert should have a right, where it is
necessary énd‘desiraéle co convert its Jans into partic: -
pating capital and tﬁa provision here will enable the
Government to do so. However, the loans that are sought
to be covered by tiis provision are :» loans directly
given by Government and it is not to include the lcans

given by the financial instiitutions owned by the Government.

(II) TERMINATION OF DISPROPORTIONALELY EXCESSIVE VOTING
RIGHTS = POWER OF THE CENTRAL GOVERNMENT TO GIVE
'EXEMPTION IN PUBLIC IKTEREST (Sec. 89 (4) ):=

1This section requires that voting rights shall, in
respec£ of all equity share bear the same prOportioﬁ as the
amount of share capi:aE paid up that i= to say voting r.' ghts
should in all caseslﬁe in the same proportion as the amount
' of share capital paid ﬁp. However, Sub-Section 4 empow:rs
the Central_GoverJ@e?t to give exemption to any company from
the reguirements oﬁ §ub-Sections (1), (2) aad (3) of the

|

H
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Sectioﬁ in public ipterest. This power of the Central
‘Govsrnment is subject to one condition.~ Every-order of
exenmption made by the Ceutral Government under this Sub-
Section reguixes to be 1aid before -both Housés of
Parliament as soon as may be after it is mede. It is not
made cleaf, whether t.:is laying down of order is for
approval or just for inférmapion. If it is for approval
and if either Héuse of Parliament does not appro?e such

eﬁemption, legislatiosi o wue ~nly remedy.

An order of exemption under Sub-Section (4) if un-

‘conditionally made cannot be subsequently revoked by the
11 '

P
Court,12 though an order passed in exercise of power under

Central Government, But as pointed out by the Supreme
. b .

a statute cannot be ch@llenged on the ground of propriety

of sufficiently, it is liable to be quashel, if the Court
. - i ‘

is satisfied that in passing that order trz Government did

not apply its mind t.. the relevant fact:.

(III) RESTRICTION O., THE TRANSFER OF SHARES IN THE
PUBLIC INTEREST (Section 1088) :

One of the charycteristics of a company is transfera-
bility'of shares, The shares of a public company are,
subject to certain conditions, freely transferable, sc that
no shareholder is permanently wédded to a company. When the

Joint Stock Companies were established the.great object was
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that the shares should be capable of being easil&
transferred. Section 82 of the Companies Act, 1556
enuciates this principle by providing that the sheres

or other interest of any member shall be movable property
transferable in the manner provided for in the/the Article
of Association of the company. This provwides liqdidity

to the members, as hei:an freely sell hi, shares and ensures
stability to the comgiay, as the member is not withdrawing
his money from the company. However, an important power
has been given to tie Central Government, through which the
Central Government may interfere with the fight of the
member to transfer his shares. This power to interfere is
conferred by Sub-Section (2) of Section 108 B of the Act,
which provides that, if the Central Government is satisfied
that as a result of a transfer of shares, a change in the
composition of the compiny's Board of Directors is likely

© to take place, and that such a change would be prejudicial
to the interest of tre company or to the public interest,
it may order thé&t no guch transfer shall be made to the
propesed transfree ox‘}n certain cases it may direct the
transfer of shares to itself or to a corporation owned or
controlled »y it. In nudei not to affect the liquidity of

sheres, the period of restriction is limited to sixty days.
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{(IV) RESTRICTION OF THE TRANSFER OF SHARES OF FQOREIGN
COMPANY (Section 108 C) :

Sub-Section (1) of Section empower: the Central
Government to refhsa;;ermission for treisfer of shares
of foreign company l:ving a place of business in India
to any citizen of India or any body corporate incorporatsd
in India under certain oircumstances, if it is satisfied that

"such transfer would be prejudicial to the public interest.

This provision is intended to meet the situation which
has cémé to the notice of the Government of companies which
are incorporated’ outside India but having substantiél business
in India changing_hands, and funds derived from such transfer
being misused'for obtaiping control over oth-xr Indian
companies.
(V) POWER OF CENTRirie&éERNﬁENT TOADIi;JT COMPANIES NOT

TO GIVE EFFECT 'O TRGNSFER : (Section 108-D):
i .

This section empowers the Central Government to dirfct
Cot

s

the companies not to give effect tc transfer of shares if

"as a result of such transfer, a change.in the controlling
interest of the company concerned, prejudicial to the interest
of the company or public1interest, is likely tg take place.
,This sectiqn freezes the vqting rights or othe; rights in

respect of shares or block of shares in relation to which
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any-direction has‘been‘made by the Central Government,

"Rights of affected pa y @

+

In case the centr . government intereferes by exercising
its power of direction as provided in the section, the
grounds on vhich it pooesedo te exercise the power are open to

- judicial review, where they are ngt sustainabkle,

-Although section does not specifically provide for a
hearing being given to the persons likely to be affected,
it does not specifically prohibit such a hearing and the
petitiongrs whose §aluable righps were being adversely affected
" were held to be entitled to @ hearing before the final order

pussuant to the rule of natural justice.13

(Vi) DIVIDEND TQ BE \ID ONLY OUT OF PRJOFITS :

(Section 205)

PR v

1
One of the main objects of commercial enterprises i:
to earn profits whicu are uistributed among shareholders by

"way of dividend.

Accor@ﬁng to Sec., 205 (1) dividend can only be paid
’6ut of (a) the current profits of the company, or (b) past
’gccumulated profits or (c) money provided by the Central
Government or State Government, after providing for depreci-

ation in accordance with the provisions of Sub-Section (2).

Accordingly, div*Aend cannot be paid vat of capital. In
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one of - the cése14

it was held that if & dividend is
improperly paid ou£ of cébital, it amounts ;o.a breach of
trust. It results in an unauthorised reducticn of capital
and is ultra vires and void. [The directors who are knowing!y
a party to such payme?t becomes jointly and severally liatle
to repay the amount sé‘paid with interests. In this respect
observation made by iessel‘M,R. in Flit oft's casal5 is

worth quoted :

tr e

the creditors has no debtor but that
impalpable thing the corporation, which

has no property except the assets of the
bus.ness., 7Tne creditors, therefore, civen
credit to that cepital, gives credit to the
company oi: the faith of the representation
that the capital shall applied only for the
purpose of the business and he has therefore
a right to say that the corporation shall
keep its capital and not return to the
share holders.’

However, an important exception has been provided to
Sub=-Section (1) of Section 205 by Sub-Section (1)§c) in the
public interest. It provides that the Central Government,
may if it thinks neuESb?ry to do -so in ‘e public interes«t,
allow any company t- declare‘of pay dividend for any
financialy year out of the profits of the company for ti :t
year or any previcus financial year or yeors without providing

for depreciation.

Position in England :

In England there was no general and direct authiority on
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this point. The Courts have éought to pravent the payment
of dividend out of capital by doctrine *-at 'dividend must
not be paid out of r;piual' or that 'dividerd must only

be paid out of prof:yé}. These two propositions are
generally assumed to be idt-z-n’(::'u:al.1.6 Section 121 of
‘Cémpanies Clauses Act, 1845 relating to statutory companies
provides that ‘The company éhall not make any dividend
whereby their capital stock will be in any way reduced...
But the section further provides that a.part return of
capital is éermissible with the consent of all secured
‘gfeditors'. The same is now expressly included under

act, 116 of Table -A,

Cne of the important rule regarding dividends followsd

- in England is 'divi::nd cannot be paid if this would re::lt
: 3

4

in company's being yaable to pay its debts as they fall
dqe'17 Secondly los;es,bf fixed assets need not be made jood
before treating a revenue profit as available fér dividena, -8
and it is not légally essential to make any provision for

19 it was held that 'if an

depreciation. Yet innanothef‘case
allowancelig made for depreciation and the directors are
satisfied that the actual value of the assets in question
is in excess of the éepreqiated value shown in the books,

. N . C
they may write back the appropriate part of the depreciation
|

and thus increase the profits available for dividend. .
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In England Jenkin Committee recommended that <his
should be necessary in the case of working assets with
limited exception for existing companies, Hut that

there should be no general statutory dbligation to make
. “4 . ;

L5 ] . : . 20
good capital losses “&fore distributing reverue proflts.(
: ‘ - ] .

In India, Sacher Comﬁ%ttee has recommended far reaching
o

changes in Section 205 of the Act :

So far as Sectic.. 233 (i) ¢} and its provise is
concerned, it has recommended that since we are not in
favour of the company paying dividend without providing
for depreciation, we also recommend that the proviso.(c)
to Sub-Section (1) and %he further proviso the:}eunder should
be deleted. |

(VIIY PROCEEDINGS FOR RECOVERY OF DAMAGES OR PROPERTY,
(Seco 244) S

‘This section %ﬁuherates the powe .. of the Central
Governﬁent, which me& ?be gxercised by it, én the basis o
Inspector's report. It p&ovides that whére from the répbct
of the ipspector ic apégars to the Central Government that
a fraud,)misfeasance oﬁ;other misconduct in connection with
the promotion or formation or management of tﬁe affairs of
a company or misappropriation of property has taken place

and the company is entitled to bring an action for damages

for the misconduct, or for recovery of any property which

i
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has been misapplied‘or wrongfully retain, the Central
Government may itself bring proceeding in che public
interest for.that ﬁurﬂﬂse in the name of the company or

<

body corporate.

Here’it may be medcione& that no proviéion haslbeen
made as to what‘is to be done with the damages or property
recovered as a result of the p.roceedings taken under Sub-
Section (l).‘ In the absence of any express provision to
‘the contrafy, presumbly they are to be paid or delivered to
the company or body co;porate on whose behalf, the Central
Goverﬁment has taken action,

’ In the case of Selanger United Rubber Estate Ltd. V.
Cradock (No. 3)21_the gquestion was about t’.e interpretstion
of the expression 'or other miscoﬁduct;.' Tt was held by the
court thét the expression ‘or othef misqznduct“ sﬁoul& ne
be interepreted ejusc:m generis with fraud and misfeasar:e
" but may be taken to include also misconduct not involving
moral turpitude. In %ngl2nd also Section (3) of 1967 Act
provides that 'if it appears. to the Board of Trade that any
civil procéeding ought,” in the public interest, tc¢ be brought
by a compaﬁy they may themselves bring such proceedinés in
the name and on behalf of the company. This section has

-replaced section 169 (3) of 1948 Act.
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(VIII) IMPOSITION OF R . 3TRICTICNS UPON SHARES .AND

-~

DEBENTURES AND PROHIBITION OF TRANSFER OF SHARES
OR DEBENTURES IN CERTAIN CASES :(Sec. 250 (3) & (4):

‘This section provides that if as a result of investi=-
gation of the ownership of a company under Sec¢tion 247 or
investigation of the interest of members of a company under
Section 248 or inveétigation of assoéiateship with managing
agent or otherwise, it appears to the Centrai vaernment
- that ﬁhere is good reason c¢o find out the relevant facts
about any share: in a company, the Central Guvernment may
impo;e restrictions on .hares for such period not exceeding

three years.,

Imposition of restrictions in public interest

Sub-Sections (3) &;(g) of Section 250 provides that as
,a result of any transfer;of shares a change may take place
in the composition of thé Company's Board of Directors, and
such change may be prejudicial to the public interest, thé
Centrél Government may restrain such change from taking place
and direct that voting rights on those shares shall not be
exercisable for any period ﬁét exceeding three years, The
Central Government may also direct that a éhdnge in the

composition of Board of Directors before the date of order

'shall have effect unlecs confirmed by it.
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1 i | N
Power of the Central Go&ernment to declare transfer

of Shares void Co -

|

Where the Central Government has reasoncole ground

to belleve that & transfzr of sha;es in a comrpany is likely
to take place whereby é change in the comiosition of Board
of Directors of the cm%}any is likely to result and it is
of opinion that any such change would be prejudicial to the
public interest, it may 1 awder direct that any transfer

~of shares in the company during the specified period shall

be void.

The object of the Section is to make the investigation
effective and also to thwart the take over»bid by unscrupy-
lous persons, by rendering cornering of shares by unscrupu-

. lous persons more difficult.

’

This Section was amended in 1960 by the Companies

(Amendment) Act, 1960, , The important inc ;;ion made in théﬂ
. new section is the a@dation of the word 'otherwise', By ;
this addition, the scope of section has been widen so as
to gnable‘the Central Government to impose restriction in
suitable cases althougﬁ.there may not be any investigation
under Sections 247, 248 and 249 of the Act.

Position in England :

fn England under Sectien 172-174, the Board of Trade

has power to investigate the true ownership or control of

companies.
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Under Section 172 an inspector may be apointed to
inQestigate and repoft on the membership of a company
lfo; the purpose of determiniﬁg who are financially
interested in it or able to control or influence its
policy.

Altefnativelyf under Section 173, the Board of Trade
may take the less drastic step of thems ives demanding
information on this Soint. Whether they proceed under
Sections 172 &¥173 they ére, by Section 174 given powerfil
sanction of ordering that the shares shall subject to
restrictions which present righté in respect of them being
éxercised or enjoye§ Pntill the holders have given full

information. s
i

In England it was thought that they might be useful in

r=lation to foreign control or the control of newspapefs,

Rl

but in fact in most of the very few cases where Sec, 172

~

has been invoked, it has been to enable the existing

cont¥ollers to asce'tain the identity of a potential bidder.

'No use has yet beer made of Section 173 & 174, %2

(IX) APPOINTMENT CR RE-APPOINTMENT OF MANAGING DIRECTC:
(Sec. 269 (3) & (4) = '

Formerly Section 269 required approval of the Central
Government for the appointiment of Managing Director or

Whole time Director for the first time. Now it has been
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S
amended and acéordipgfto new provision the approval of
the Central Governme.; is made obligatorv for the first
appointment as well ;c for re-appointment. The Companie:
(Amendment) Act,.197i has also provideé guid@lines for ths
Central Government, which provides that the Central Goyéxn—

ment shall not accord its approval unless it is satisfied,

that .

(a) it is in the interest of the company to have

Managing Director or Whole Time Director;

(b) the proposed Manéging Director or Qhole Time
Director ié £it and proper perseon to be appointed
as such and that the’appointmenaxof such person
as Managii:, Director or Whole lime Director is

.not againct the public interest, and

]

(c) the terms and conditions of appointment are fair

and rearsonable.

of
Linclusion of guidelines for the grant or

I
refusal of such approval is to ensare the exercise of power

The object

fairly and justly.
23

Sacher Committee's Recommendations :

In the Chapter of management structure and professiona-
lisation of management it has made following recommendation

in respect of appointment of Managing or Whole Time Directors:
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Consistent with our generél approach to insist on
governmental approval only in exceptional cases and to
allow the coﬁpanies to function freely within the limits
of certain statutory safeéuards,‘we suggest‘the rerlacement
of the provision of Section 269 by provisions to the

following effgct -

(1) A public limited company may appciat a whole
time managing . director or one or more whole time
director or nzaaging director by passing & specia.

‘resolution, if the following conditions are

satisfied :-

(a) The whole time or managing director proposed

to be appointed -

(i) has completed the age of 30 years and is
not above the age of 65 years;'and
(i), is’ngt arrelative of any director, is not
a.Shéreholder or a relative of. a share-
holde; of the companyzholéing, in either
in ‘¢asi, more than twc. percent of the piaid
up wquity capital of the company;
(b) A return has been filed with the Registrar iu
the prescribed form containing a certificate

as may be prescribed; and



{(c) In the explanatory statement sent to members
alongwith the notice for the annual general
meeting/general meetihg, all material particu-
lars relating to the appointment of the mana~
ging or whole time director i-cluding infor-
mation now contained in Forr 75 A to 26, as
may be r;aevent to the circ mstances of the
case, st.: 11d be incorporated in accordance
with the rules to be prescribed in this behalf.
However in so far as Form 25A to 26 are
concerned, reference to 'proceedings in which
the person concerned has been involved' should

be changed to ‘Prosecution launched against him'.

(2) Where on an application made to the Central Gcvernment
by 100 members or by persons holding 10 per cent of the
total voting power, or on its ownxinformatioh, it
appears that the person, arpointed as managing or whole
time director haszﬂeea prosecuted an . convicted of an
offence specified‘in the eqpnomic offences (non-appli.-
cation of Limitation Act) and of the provisions of ‘
the Companies Act and the MJ.R.T.P. Act and that the
Central Government is prima facia of the opinion that
he is not fit to be appointed as managing or whole time

director of a public company, the Central Government



(3)

(4)-

may refer the sam:'ia thz Company Law Board with
a{reéuest that the Board may inquire into the case
ané recqrd a decision as to whether or not, by
reason of the said conviction such a person is not
fit and proper to hold the office of managing or

whole time director.

Provided that before the Central Government
decides to refer and state a case for the decision
of the Company La., Boxrd, it shall g. .= the person

L
concerned an oppo:unity of being heard.
The person against whom the case is refered to the
-~
Company Law Board .ades this section shall joined as

& respondent to the reference and no order shall be

passed by the Company Law Board without giving a&n

~opportunity to the person concerned of being heard.

én order by the Company Law Board that by reason of the
pfosecution and conviction of the person concerned of
the offénées referred to in clause (2) above, the
person appointed as managing or whole tiﬁe,difector is

. : ! . . .
not fit and,propé? to be arpointed a: managing or whol =

. . alaple.
time director sha. ! g;giéﬂéﬁ; to the High Court if it

LFFC

satisfies the provision of Sec. 100 of the Code of

Civil Procedure,
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(5) The High Court on -earing. an appeal inder Sec.100

" of Code of Civil J'qcedure, shéll in addition, have

the power to order removal f;om office of any managing o7F
whole time director, and in the event of there beiny
no aﬁ%al from the decision of the Company Law Board

'may order the removal of such person as Managing

or whole time director of the company.

(é) The Company Law Board shall ﬁave nower on a reference
being made to it to pass such an intrim order as the
nature of the circumstances of the case may réquire,
provided that no such oéder restrainiva a person to
act as managing oﬂ whole-time direct. r shall be passer

without giving an opportunity of being heard.

The Committee has also recommended for tﬁe
deletion of Seétioé'268.
(7) Where the whole tiée or managing director proposed
to be appointed does not fulfil the cbnditions leid.
down in para 5-12, the appointment by special resolution
can be made only with the previous approval of the

Company Law Board.

(8) Notwithstanding anything contained in . he forgoing

provision the Corpany Law Board may anprove the

. ~k
appointment of ary whole-~time or managiny director,
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on an appiication made by the company, on such form
and condition as it may deeded fit. If it is shown
to the Company‘La@ Boérd that_it would be in_ the
interest of thé épmpany to accord such approval,

The Cormpany Law Board may reject the ipplication &f

it is of the opinion that keeping iz mind the interest

of the ccrmpany, %t‘would be proper to reject the

application.

P

So far as this recommendations are concerned, it
may be submitted that the committee has altogether
deleted the concept of public interest. If these

recommendations are implemented, Company Law Board
. L&

"will be the sole judge ip respect of the appoint of the

whole time or managing director.

POWER OF THE CENTRAL GOVERNMENT T0 EXEMPT 4 COMEANY
FROM THE PROVISIOM OF SUB-SECTION (1) OF SECTION
300 IN PUBLIC INTEREST (SEC. 300 {(3) 3

Director st&..de in a fiduciary v:letion and he (o

£

bound by fiduci. -y duties. One of the fiduciary dut.es
is, that directcr must not, without the consent of the
company place themselves in a position in which thert:

is a conflict between their duties and their personal
interest, Good faith must not only be done but manifestly
be seen to be done, and the law wiil not allow a

fiduciary to place him in a situation in which his
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judgement is likely to be biased énd then to excape
‘liability by denying tﬁat in fact it was biased, 1In

order tc put the matter beyond doubt, Sub-Section (1) of
Section 300 of the Cou. énies Act, 1956 prohibits interested
directors from taking cart in the prqceedings of Board's

meeting ‘and it furthe: provides that their presence shall

not be considered for the purnose of qu&rdm,

Howevér, an importathexception has been created by
Sub-éection ﬂ3)_of Section 300 which empowers the Central
Gerrnment to exempt a pﬁblic company or a private company
which is sﬁbéidiéry §f F qulic company from the provision

oy
of Sub-Section (1) of ?ec. 300, if the Central Government
is of the opinion thétwwith regard to the desirability of
establishing or promoting any indusgry, business or trade it
would not be in the p. .lic intérest to apply all or any cof
the prohibitionS‘contﬁ‘hed in this sectiun i.e. Sub-Secficn
(1) of Sec. 300, So ‘ir as this sub-Section is concerned
it seems that it h-¢ been provided to work as a safety valve
in case of ﬁecessi&ys Sub=Section (1) puts a blanket ban on
the interested directors from taking part in the proceedings
of the Boards ﬁeeting. Some times, it may become necessary
in the public interest to exempt @ ccmpany from the provisions

of Sub-Bection (1) of Sec. 300.
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SACHER COMMITT'S RCCCOMMENDATLION @

This committee Hc recommended worker participation

in the management of 17e company in Chapter XI of the
Beport. Consgquentiy-it has 38lso recommended changes
to be made in Seétions 299/300 of the Act. It has reco-
mmended thav "Worker Director, should not because of
Sections 299/300 be barred from participating in the
Board's meeting ori the item concerning the terms and
condition of the employment including question of wages,
bonué etc,, which would be Common to other employees of the
company. Because if that was soy we would be debarring him
from participation in the most important aspects with which
the wbrkers‘are conéer@ed. If their representative is not
to participate in sucé me tters, the concupt of worker's

k .

participation will h&,2 no meaning.

&

(XI) POWER OF THE CENTRAL GOVERNMENT T(O MiKE REFERENCE
TO THE HIGH COURT OF CASES AGAINST THE MANAGERIAL
PERSONNEL AND REMOVAL OF MANAGERIAL FERSCNNEL IN
PUBLIC INTEREST : (Sections 388Bto 388C)

Chapter IV of part VI of the Companies Act, 1956, which
was amended by thé Companies (Amendment) Act, 1963 gives
power to the Centrél Government to remove ménagerial
personnel from office on the recommendation of a High

Csurt,

Under Sub-Section 1(d) of Section 388 B the Central
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Government may state a case against-the managerial
personnel of a company and may refer the same to the

High Court with & request that the High Court may inquire
into the case and record a finding whether‘he is a fit

or proper person to hc!(. the office of director or any

3

z
H

other office connected ;ith the conduct and management

of the company. The cétdition laid down for exercising
this power is that the circumstances must suggest that the
buéiness of @ compény .s or nas ween conducted and\managed
by such person with inten£ . to defraud its creditors,
members or any other person or otherwise of a fraudulent or

unlawful purpose or in a manner prejudicial to public

interest.

Section 388 C empowers the High Court to issue interim
order, either on the application of the Cent:al Government
or on its own motion, difecting the respond:nt to not to

discharge any of the dutles of his office untill further

5
i

order.,

The peculiar ﬁeature‘of this section is that intrim -
order ﬁéy be passed not cuiy in +he interest of the members
or creditors of the company but also where the public interest
requires .that éuch order should be passed, eventhough the
interests of the members or creditors may not require the

passing of such orders or may even be prejudicially affected
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' thereby. No appeal ..es against intrim orders passed by

\

the High Court as there is no provision for apgal against
‘1

such orders.

Section 388 E empéwers the Central Government to remove
the respondent from the office, if the finding or the

High Court is against the respondent.

The objects and scope of thesé sections becomes clear
from the explanation given by the Finance Minister while

introducingythe Bill in the Lok 3abha :

The existing ovisions in Sections 397

and 398 of tl : Companies Act and the

others that f:1low provide for the removal
‘from office in a company of persons found

to have been guilty of mis-management in
regard to the 2%fzirs of that company only.
Section 274 disqualifies a person from being
appointed as the director of & company if .
he is convicted by a Court for any offence
involving moral turpitude and sentenéed to
imprisonment for a peéeriod of not less than
six months., Under this section conviction
by Court is a pre-requisite. It is well
known how difficult and long drawn out a
process 1s to secure & conviction even when
& prima faci: case is made out,...

The main points in regard to this consideration are
. that provision is bring introduced in Law to deal- swiftly

and effectively with management of companies where the



41

behaviour of the officers has been found to be not
proper. Such pwrson even if théy have oommitted,such
anti-social acts in respect of.one company only under

< their management, wili»be debarred froﬁ eing emploved
by other companieé. 1': affected persons will be given an
opportunity of a fair hearing before‘the tribunal. &n
aggriéved‘person will =272 Rave the right of appeal to
High Céu?t and before removing a person from office, the
Central Government wili give him. due notice to explain

his position and make ‘a8 representation.

Observation

Section 388 B apply to companies both public apd private,
~ but do not apmly to such bodies corporate -r féreign
companies which are ipcorporated outside India, as they are
no£ éompanies within éne dgfinition givea in Sec, 3 of tr:
Companies Act, 1956, Fu;thér section deals only with a

person who is or-hasibéen in management and with one whos:

concern with the manamement-has ceased.

The difference between the provision of Sec. 388 B and
Sections 397 and 398 is that under Sec, 388 B only Central
Government can apply whereas under Sections 397 and 398

any member etc, can apply for relief.



(XII) PROVISION FOR FACILITATING RECONSTRUCTION AND
' . AMALGAMATION OF COMPANIES-POWERS OF THE COURT-
CONDITIONS REQUIRED TC BE OBSERVED BY THE COQURT
(Sec. 394) : '

Section 394 contain provisions for facilitating
reuonstructiog and amalgamation of companies by sale and
\dissolution‘ér by acquiring undertaking. However, the
powers of the Céurt under this section are subject to the
conditions lald downﬁinder the two provisdas of Sub-Sectirn
(1) according to whif g the Court will not sanction any
scheme of compromlse,or arrangement- - for the amalgamaticn
of a company which is being wound up, with any other comr any
or companies unless the Court nas received & report from the
Cdmpany Law Board or the Registrar that the affairs of the
company have not beéq%conducted in a manner prejudicial to

the interest of its mémberé or public interest.

Besides, that nc order for the dissolution of any
transferor company shall be made by the Court unless the
Official Ligunidator has, on scrutiny of t'e Books and
Papers of the company made report to the Tourt that the

affairs of the comocév have not been co.aducted in a mannec

prejudlcial to - the ﬂpperest of its members or public intcrest.

Further the Court is alsc reguired to give notice of
dapplication made to i, unuer “azc. 394 to the Central Govern-

ment and shall take intq/éonsideration.the representation,
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N

if any, made to it} the Central Government before

passing any order.

These two provisos adaed co Sub-Section (1) by the
Amendment Act of 1956 are based on the findings of the

Vivian Bose Commission on the Dalmia-Jain Concerns, and

-

‘are intended as additional safeguards. In the case of

25

R, Summani (P) Ltd, it was held that the obtaining of

reports required by the two provisos is a pre-reguisite
' befoere ordering dissolution of the transferor company.

7

Prejudicial ‘to the public interest H

If'the object ;;d purpcse of the cmalgama£{;n as foundg,
was to get the benzgit of avoidance -of capital gain tax, it
would be prejudicial to the public interest, even thpfou jh
it did not amount to tax evasion or other illegal &act or
conduct. The Court in sﬁch case woulé not extend its
helping hands to-help to do a@nything which will have tlhe

effect of’defeating'the tax law of the country, though-in
a legal manner.26

But in the case of Imfe A.,W, Figgis & Co. (P) Lt6.27

it was held that a scheme cannot be considered fraudulent
‘or iljegél because it is éo arrange as to avoid capital
gailn tax or any o-.-er tax liability as a person is lawvfully
entitled to do an-thing or-sc conduct his affairs as !>

avoid or reduce l.ability. BSo far as the second prov.sa
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of Sub-Sec (1) conce aed conflicting views have been
expressed by the courts as to the scope of the said
proviso. Culcutta r.¢n tourt nas consistently been
holding the view tﬁat;the said proviso applied only

in cases wehre one of(the companies of the scheme of
amatgamation is wound up or is in the process of being
wound up and that it will not apply to cases where there is
only a technical winding up. A contrary view has been
taken by & Bench of the Karnataka Hiéh Court and according
to that Court the proviso applies in all cases, and it is
necessary that the Cyir* should have th ©benefit of the
report filed by the ifficial Ligquidator before any
dissolution order can be made. It may be submitted respc -
ctfully that the view.express by the Karnataka iligh Court
is correct, as the view express by the Culcucta High Court
obviously ignores fhe fact that Clavse (iv) of Sub-Sec, (1)
(b) expressly covers all cases of dissolution without winding
up whether winding up proceedings in respect of the ccmpany
are pending or not. The object of calling for the report

of the Of{ficial liquidAtor is to satisfy the Court that

the interest of the shareholders or the prblic interest are
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Sacher Committee's recommendations.28

. «o Whatever may be the legal position, we feel that
it may not be necessary f.r the Official Liguidator to
make scrutiny cf the bocks and papers of the company and
. report to the Court tho*+ the affairs of the company have
not been conducted in .’ manner prejudicial to the
public interest or to ..e interest of its members, before
tﬁe'company can be dissolved. In the winding up chapter we
have already recommend:’ c¢uwdc ir the case of voluntary
winding up it is not necessar§ that before the company is
dissolved, the Official Liquidatoreshould file & report
pursuant to Sections 497 (6) or 509 (6) of the Act. In the
*case of amalgamation too the matter is already beﬁcge the
Couri, the Court is expected tc¢ protect the interest oﬁ
everybody concerned, ;t;is not apnreciated why a further
report by the Official Liguidator pursuant tc second proviso
to Sec. 394 (1) should ie ~ecessary. vwe . cordincly recom ene
that this requirement ;;ould be dispensed'with. Instead it
should ge provided in t%e Section that at the expiry of six
months after certified copy of the order of the Court anpro-
ving the scheme of amalgamaéion is filed with hegistrar,
transferor company should be deemed toc have been dissolved.
Even otherwise, Gec. 559 already provides for declaration
"by the Court of any dissolution beina veoid whether in

pursusnce of Part VII or under Section 394 or otherwise, and for
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passing such order as i may think fit. We cwinink that
thié would dffered suff . :ient protection tc¢ any person
to re-open the matter w.:zhin a period of five years of
the date of dissclution, as recommended by us in Chapter

XII",

By this recommendation the Sacher committee has
recommended thé deletion of the second proviso of Section

394 (1).

50 far as this rgcommendation of the Sacher Comnittee
is concerned it may be svbmitted that the Committee has not
taken into consideration the views expressed by the Vivian
Bose Commission on the Dalmia-Jain concerr< that "this
two provisas are inteaged as additional sifeguards", that
is to say, ip additior. to the existing provisions of the
Companies act, 1956,

(XITII) POWER OF THE CLENTRAL GCVERNMENT T0O FPRQVIDE FOR

AMALGAMATTON OF COMPANIES IN NATIONAL INTEREST
i.e. PUBLIC INTEREST { Sec. 396 (1)):

This Sub-Section is intended to provide, at the
instance of the Central Government for the amalgamation of
two Or more companies in the public interest. The words
Publi¢ Interest were substituted for the words National
Interest by the Companies (amendment) #Act, 1960. Thus,

where the Central “o .. rreent is satisfied that it is



47

necessary in the pt . .ic interest that _wo oc more
companies should ém\.gamate, the Central Government
i

may by order notified in the Official Gazad#provide

for amalgamation of *r:z: comnanies into single company.

~

The power to ord;r compuisofy amalgamation is evidently
an ancilliéry power intended to‘be used in casés of un-
satisfactory situations in the private sector. Under such
power, the Cehtral Government, instead of nationalising
tne whole of a particular indugtry, may, in the national or
public interest, choose to imprové-operqtive efficiency and
enégre better manaéement by @ process of amalgamation of
small and inefficieéﬁ ulits into large companies with

sounder capital strj:tures and better system of managems: 1t,

s

This power of the Central Government is made account atle,
to the Parliament and therefore Sub-Sec. (5) provided that
Copies of evefy order-made under this section shall, be laid
before both Houses of Parliament. So far as this section

is conéefned, the observation made by the Sacher Comnmittee

is worth considering.29

Under the existing scheme of the Act,
amalgamation of companies could be
ordered by the Court or by the Certral
Government {Sections 391 to 394 and
396 of the & :) While in the case of
approval by e High Court, some
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¥

procedural requirements (Sectionsi391

393) have to be gone through before the

~ scheme becomes final., In the case of

approval bf the Central Government a

case of public interest has to be shown

to exist before the Central Govevnment

can exercise jts power under Sec., 336 of

the Act. Lver')'in the case of an ocder

by the Centras;Government‘thereea:e some
procedural reclirements, but then there

are not as elaborate as ﬁhe procedure

under the Ccapanies (Court) Rules, 1956.

The Central Government has so far been
exercising its powers under Sec, 396 only

in the case of whoiiy owned public sector
companies. The provisions of- this section

not so far been applied to private sector
companieé though we do not see any bar against
its application even in respect of private
sector companies. Recently, under a
notification issued by the Department of
Companies Affairs pursuant to Sec. 620 of

the Act, the. :ord 'Court' occurina in

Sec. 394 has ?égn substituted by che words
'Central Gove:it ment' thereby giving jurisdiction,
to ‘'the Central Government to approve scheme of
amalgamation of Government &bmpanies. Thus,
the Zentral Guvermment s already in a position
to exercise poﬁer both under Section 391

to 394 and 396 of the Act in so far Govern-
ment Companies are concerned. This dual
option for Government companies, in our

view can be reduced to a single option under



4

Section 396 on /.

In case of~prcéadural mattei, the
Committee has poserved and recommended>C
that "we have earlier referred to the

two alternat.ve modes by which amalga-
mation of Government Companies can be
brought abuuﬁ'bb the Central Government,
Government‘Compénies, by their very nature,
are meant to subserve public interest or
\public policy in some manner. The
ownership of such companies also vests in
the public at large. In view of this
ownership patteri., the interest of
shareholders, which is one of the irpor-
tant interest to be taken care of in any
scheme of amai%amation is not likely to

be adversly ai%ected in case of a.analga-
mation of Government companies. The \
interest of créﬁitogs are to be proteczted
in any case irrespective of the authority
passing the o.uex of am2lgamation. It can,
‘therefore, be safely assumed that a scheme
of amalgamation or merger of Government
Companies, which has been already carefully
considered by the concerned Governmental
authoritjes will be in public interest'as
gauged at the relevant time. We therefore,
see no difficulty in the Central Government
exercising its power under Section 396 in
all cases of amalgamation between Government

Companies. Tr-ere need be no occassion for

£
¢

i',
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exercising of power of the Central
Government in respect of government

companies under Sections 391 to 394,

SICK INDUSTRIAL UNITS AND SACHER COMMITITEE'S

RECOMMENDATIONS :31

There is another categofy of cases of
amalgamation ‘heme. We feel, the
provisions of :3ection 396 of Act can be
readily evoke i by the Central Government
in sanctioning scheme of amalgamation in
the public integrest. These cases pertains
to amalgamati~~ ~f sick industrial units,
with healthy units. In order to facilitsate
such amalgamation, Finance Act. No. 2 of
1977 had inserted & new 3ec. 72A in the
Income Tax Act relaxing provisions
contained in the /ct relating td set-off
of accumulated:- business loss and un-
absorbed depreciation allowance. The cases
covered are of amalgamation of companies
wninyg and industrial undertaking. The
pre-requsite for availing of the *Yax benefit
is that the Csatral Government ¢ . the
recommendati(i of the specified authority
is satisfied .hat certain conditions
specified in: this behalf are fulfilled and
thereupon Lhe Central Government makes &
declaration to. that effect. The declaration
referred to above will be made by the Central
Government if three conditions specified in
this behalf are fulfilled. Among them there



is one conditi a el th< ‘amalgamation g{:~ S
is in public interest'. The Central . i A
Government has evolved certéin guidelines ‘
for the purpose of determining whether

schene of amalgamation can be considered

to be in the public interest or not.

There is also a provision in the proce-

dure - laid down for this purpose, that

if the specified authority is satisfied

that the scheme of amalgamation is in the
public interest and that other condicvions
mentioned in Sev. 12 (1) of the Ir_-ome Tax

Act are also fhéfilled it may indicate the
amalgamated and amalgamating companies that,

Yin the event of amalgamation being finally
affected on the lines of the scheme presented

' and approved by the specified authority, it

would make recommendation to the Central

Government for, making a declaration under

Sec. 72(1) of the Income Tax Act. The point

of departure from the existing arrancements

which are emphasising is that in such case

of amalgamation where the existence of public

interest has been clearly acknowledged by the
specified authority, the scheme 0f eralgamation

8hould be approved by the Central Government

itself in exerc rse of its powers uvnder Sec.

396 of the Act rather than by forcing the

companies tc ay roach the Court for this

purpose under the provisions of Secticons 391

to 394 of the &ct. " This would in fact

facilitate specuy amalganation ef sick units



) with the heéithy ones ard would thus
advance the very purrose for which the
benefit under Sec. 72 A of the Income
Tax Act has been extended. We would,
howevermn suggest that the exercise of these
powers under Section 396 by the Central
Government may be confined to companies
which do not come within the ambit of the
M.R.T.P. Act, Whereever the amalgamating
company 1s covered by the M.,R,T.F. «ct the
scheme of amal. mation would still be on the
existing linesé;nder the act. We would
further suggesi that necessary rules may be
framed by the ééntral Government for facklik-
atibg the passing of an order under Sec.396
on applicaticr »zi=z~ made by the companies
and for these purpose Sec, 396 may be
modified to confer powers on the Central

- Government to frame the necessary rules,
So far as this recommendation is concerned, it may

be submitted that it will not be wise to implement: it,

The reason for t!is sugrestion is that in order to take

advantage of the liberal policy of the Govzrnment some
unscrupulous industrialis+§ may convert tneir »=zlthy units
into sick units., and the Qrocedure under Set¢ ., 3%€ as comparec
to Sections 391 to 394 is 'iberal, it will not be possibkble
for the Court or the Central Government to discover the
unhealthy practices adop+:z? Ly these unscrupulous industralists

to convert their healthy units into sick units.
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(XIV) PREVENTION OF QPPRESSION AND MISMANAGEMENT
POWER OF COURT ( Sections 397 and 398) :

Company form of business organisation is essentially
democratic in form. Practicaliy every questions relating
to the management of the affairs of business is recuired
to be decided upon either by a simple majority or by a
special majority of the votes of the shareholders or it
may be said that supermacy of majority is the fundamental
rule of company law. Scmetimes majority shareholders are
tempted to utilise tiés rule to serve th=*r own personal
gnda and to ignore~mj%3rit§ interest. It may be pointea
out here that under the 1913 Act, there were no effective
and adeguate remedies to protect minority interests.

' (#Hmendment)
However, the Companies[Act, 1959 intorduced twWwo sections
153Cand 153 D in order to provide an alternative remedy
to winding up in case of mismanagement of companies and
oppression of the minority by the majority, These two
sections were based on Section 210 of the English Companies
Act, 1948, Now thiéiséction has also been replaced by
section 75 of the English Companies Act, 1°€C. 1In the new
section, the word ‘'Oppression' has been renlaced by
‘Unfairly prejudicial . .in India presen. Act provides the
prQwvisions under sect »n 397 and 398 to protect the
minority members particularly agaifidt oppression by the

majority and mismansgement of the affairs of the company.
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Section 397 lays down that when the affairs of the
company are.being conducted in a manner prejuéiciai to
publié iriterest or in a manner oppressive to any membe?
or members, an application mé& be made to the court Sy
the requisite number of members for appropriate relief.
Oppression, complaiﬁed &f,wust be of such ~ nature as
“would justify the makif;;of winding up order on the
ground that it is just and equitable tﬁat~the company should
be wound up but that to ;ipding up would unfairly prejudice
such oppressed member or members. If this i§ proved, the
Court may with a view to bring to an end the matters comple-

ined of, make such an order as it think fit.

Looking to the wordings of Section 397 shareholders
rights er interest may be protected by exercising gqualified

rights in two cases :

Firstly that the affairs of the company are being
conducted in a manner gfreindicial to the pnblic interest,
. 8
or secondly that the aZfairs of the company are being
H

conducted in a manner oppressive to any number of members

ofthe company.

Sc far as the first case is cbncerned, the wordings
‘are being conducted in & manner prejudicial to the public
interest or' have been inserted in Sections 397 and 398 by

the Companies (Amendment) Act, 1963 in order that the Court
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" and the Central Government may have power to interfere
in cases where eventhough, there may be no prejudice
to any shareholder, the oppression or mis-management

complained of i1s prejudicial to the public interest.

While iniroducing the §nen6meht Bill, the Finance Ministér
Explained the object cé insertion of the concept of public
interest‘as under :32 f | ’
The Bill also seek to introduce the
concept of public interest, under
,those provisions of the Companies
Act where minority shareholders or the
Central Government have been given powers
to apply to the Court for prevention of
opbfession or mismanagement, by the
provisions of the amendinc bill. It
will nowbe possible for the Central
Government to move to the Court under
Scction 397 and 398 of the Actg or take
action for apprinting directors unaer
Sec. 408, suo retto on the ground of
publiC=interesgifand not merely where,
a company'‘s affairs are being conducted
in a manner prejydicial tc the interest
of shareholders.

Scope of Section

N

Clause (b) of Sub-Section (2) 0f Section 397 indicates
that the Court will entertain an aponlication under this

section only when oppression is of such & nature as will
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make it jﬁét and equi ,ibie for the Court vo wind

up the company, but t. order winding up would unfairly
prejudice the interest of the oppressed member or members
and the remedy of m*ﬁding up tc eliminate oppression may
be worse than the diseasgitself, Here it may be submitted
that section 397 provides for an alternate remedy to

P
oppressed member or members of the company.

'
I

Procedural defects :

Though by this amendmentg right to apply has been given,
vhere the affairs of a company are conducted in a manner
prejudicial to the public interest but question arises
whether an applicatioé qader this sectic 1is possible,
because of the condit{oﬁ 1aié down in clause (b) of Sub-
Section (2). The conditions l&id down under this clause
cannot be satisfied in such case as conducting the affairs
of a company in %‘manner prejudicial to the public interest
cannot be just and equitable for ordering the winding up of
the company.

But in the case of Balchandra Dharmajee Makaji V.
Alokock Ashdown & Co. Ltd.33 it was observed that having
regard to the provisions of Sections 397, 398 and 408 as
amended by the Companies (Amendment) #cc, 1963 where the
concept of 'public i.ferest' is introduced, it would a ne:r

i

that the Court windirse up a company will have to take int:
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consideration not only the interest of shareholders and
creditors but also public interest in the shapgg of needs

of the community and interest of the employees etc.

What is Oppression ?

Oppression as per Tord Simonds is any act exerwised in
a manner burdensome, horsh and wrongful. “n the case of

Elder V. Elder & Waston Ltd34

it was obuoesved by Lord Cooper
'that the essence of the matter seems t> be that the corduct
complained of shoulc at-the outset involve deéarture frow
the standard of %aif dealing and a violation of the condi-

tions of fair play ~n -shi~h every shareholders who has

entrusted his money to the company is entitled to rely.'

’

Here succiﬁkly it has been stated that the complaining
shareholders must be under a burden which is unjust, harsh
or tyranical. A persistent course of unjust conduct must
be shown where allegaiion of these nature are made in &
petition and substantiated, the comrpany can even be ordsred
35

to purchase the mirority shares at & fair value,

’

But in the case « £ Mehta Bros. Y. Culcukta Landing .1d

Shipping Co. Ltd136

vt was held that negligence and inef Ti-
ciency do ngt amount to &pP3ression or mismanagement as

X 37 ., ,
. comtemplated by the An+_ TIn another case it was held

that act of ompission may amount to eppressive conduct if
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it is designed to achieve an unfair advartage. In an

Indian case38

it was held that inefficient management
will not amount‘to opp *‘ssion, though it 1.ay amouﬁt to
mismanagement SO as to\fome under Section 398, Nor will
oppression not relating to the companv's affairs but
directed fo&ards a thi=4 y=r-~on come under this section.
Recentiy the Swupreme Court, after reviewing the leading
authorities, observed39 "it is not enough to show that
there is just and equitable cause for winding up of the
company, though that mgst be shown as preliminary to the
application under section 397. It must further be shown
that the conduct of the majority shareholders was oppressive
t
to the majority as mewbérs and this reguires that events have
to be considered not ii islat.on but as « part of conse;
cutive story. There mu;n be continuous act on the part
.of'the majority shareholders, contimiing upto the date of
petition, showing thet the affairs of the co: pany were
being conducted in a manner oppressive to sone part of the
members, The ¢onduct must be burdensome, harsh and wrongful
"and mere lack of confidence Between the maiority and mino-
rity shareholders would not be enouch unless the lack of
confidence springs from opﬁression of minerity by & maiority
in the management of the ~ompany's affairs, and such

oppression must ihVolve ot 1dast an element oFf lack of



probity or fair dealing to members in the matter .of his

prioprietary rights as a shareholders.”

SOME bF THE GRQUNDS WHICH HAVE BELN ACCEPTEDR BY THE

COURTS AS PROPER REASON. FOR ACCEPTING PETITION AGATNST

OPPRESSION & !

(a)

(b)

(c)

()

(e)

. ordinary membership rights.

When an attemp’ is made by the majority to force

L c o . ... 40
new and risky .uvbjects on unwilling minority |

When an attempt iis made to deprive a member o6f his
41

When the conditions of fair play are violated,

Refusal to register transfer of shares b§:§ueatheﬁ
- . 2

to member cwing to private dlspute.4

Where a majority shareholders persistently flotted

the decision of the Board of Directors and made it

3
impossible for the company to function.4

Where the affairs of the company arc being conducted

'by the directo+: {ning nothing to “2fend its inter: st

when thev ough. tc do something.44 It was observe:

"IThe affairs of a company can be ccnducted onvressively
by the~direc*ors doing nothing tc defend its interest
which they ocught to do smomething just as they can
conduct its affairs oprressively by doing something

injuriocus tc its interest when they ocught not tc do it"



In England Cohen Committee Report itself instances two
situa#ion eviné%d for 'the émployment of the Section

210 (now Sec. 75, of 1980 Act) of the English Companies
Act, 1948 corfesponding tc Sec. 397 of the Indian Companies

Act, 1956, They are :

(1) vwhere controlling directors unreasonably refuse
to register transfer of the minority's holding as

»

to force a sele to tnemselves at a low price, and

(2) Where they take excessive remuneration sc as to leave

nothing for distr: ‘ution by way of d'—ridend.-

;

The Jenkin. Committee aé&ed two further illJustrations :-
' I

(i) the issue of shares to Pirectors and others on
advantageous termg, =2nd
(ii) passing of non-cumulative preference dividends

shares held by the majority.

So far as former is concerned, it seems very doubtful
whether this would in fact be cought by the section as
at present worded unless it was done habitually.

CONDITIONS FOR AN APPLICATION UNDER SECTION 397 OF THE
COMPALLES ACT, 1956 : -

The conditions lai- down in elauses () and (b) of s/s

(2) must exist befcre e Court can entertain an applicatica.

(a) There should be oppression : The members permitted




(b)

to apply to the Court under' Sec. 397, must show

that the affairs of the company are being conducted
in a manner opuressive to some part of members in
their capacity as memberg or members of the company

as such,

The fact must justify winding-up: It is to be noted

that Sec. 397 does not purport to apply to every case
in which the facts would justified the - aking of winding-

up prder to thosei;éses of that characZzr which have in
them the reqﬁisi&egqlement of‘OppressAon. For this
purpose the term jggt and gquitable be intrepreted in
liberal way. |
éower?s while qrit%ging the decision given in the case
of ﬁg. Bellard Silk Ltd.46 observed that the interpre-
tatiﬁn placed on the requirements that it must be just
and equiﬁable to w;nd up the company is particularly
unfortunate, it seems clear that this was intended to
crelate merely as a prodf of grounds and not to require

the petitioner, to show that he was entitled to &

winding up order.

Oppression must be »f 3 continuing nad.ure : The phrase

of the affairs of “1e company are being conducted
suggest prima facie a continuing process and 1is wide

enough ta@ cover uppression by anybody who is taking part



in the conduct of the affairs of the company

lwhéther defacto or de jure.

‘
i

(d) victim of the oppressive act must be a member : The

section gives nc guidance as to the meaning of the
term oppressive %th}ugb it does in. .cates that the
victim or victim- of the oppressive ‘conduct must be-é
member or members of the company as such,

PREVENTION OF MISMANAGEMENT - SECTION 398

$ection 398 of the Companies &ct, confers verzﬁmportant
right on the members of the compény. It lays down that the
requisite number of members as laid down by section 399 of
the Act; may apply to the Court for relief on the ground
df wismanagement of the affairs of the company. As per the
preovisions of the Section, the petitioners must &= established
that ¢~
(1) the affairs of -2 company are beina conducted in

a manner prejudl:.ial to thg public interest or the

interests of the company or

(2) a material chenge has taken place in the management
'or contr&l of the company, whether an alternation in
the board of directors or in the ownership of the
company's shares or if it has no share capital in its
membership in any manner whatsoever anc that by reascons

. of such a change, it is likely that the affairs of the



company will bc conducted in a manner prejudicial
to the public interest or the interests of the

compény.

So far as this section is concerned, it may be submitted
that unlike section 397, this section has no counterpart in
the Engllsh Companies Act. It was racommeﬁ%ﬂ by the Company
Law Committee to provide rellef against mismanagement of thce
affairs of the company;jwh;ch cannot otheir~1se be suitably
dealt with under any og?er provisions of the Act. In order
to grant relief under this section, it is not necessary for
the Court that there are facts to justify the making of
winding up order. It is enough if the affairs of the ccmpany

are conducted in a manner prejudicizl to tHe dinterest of the

company or public interest,

In an Iﬁdian'éase.47 a petition was filed against the
compény by certain shareholders on the gfoﬁnd of mis-mana-
gement)by directors. The Court made a through egaguiry and
found that considerable amount had beenﬂdrawn by the Vice-
Chairman for his persc il use, large sums were owing to the
_Government, machinery]é?s lying in & state of desrepair and,

moreover, that shareholders outside the Vice-Chairman's

.y . . :
group were not powertful!enough to set things rioht., All these
facts clearly stated a position of mismanigement and the. court

appointed two administrators for & period of six months to
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manage the affairs of the company and vested in them all

the powers of the boa:. of directors.

\
:

Who may apply to the (curt for relief (Section 399):

As per the provisions of the Sectioq, an application
can be made (a) by reguiisiic nurker of members as specified
inASub-Section (1) and it ig immetarial whether the members
are Equity shareholders or Preference shareholders. The
section does not limit the right to members holding equity
sharés only or (b) by the Central Government under Sub-Sec.

{4) and (5) of the Section.

Can Majority Shareholders apply for Relief?

The answer is yes. In the case of In Re.Sindri Iron

Foundry (P) Ltd.48

it 3.as held that it i. aot only the
oppressed minority wh «~h can épply to the Court for relief.
rather an oppressed majority may also apply, if it is
rendered completely ineffective by the wrongful acts of

" the minority group.

Powers of the Court : The power ofmthe Court under Sections

397 and 398 are very wide. Therefore, the petition should
state in clear terms the nature of relief sought. The order

of the Court may provide for :

(a) - the regulation of the conduct of the company's

‘affairs in future;



(b)

(c)

(@)

(e)

(£)

Aag)
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the purchase ovi the shures or interests of any
member of the company by other members or by the

company,

in the case of a purchase ¢f its shares by the
compény, the consequential reduction of its share

capital,

the‘términation, setting aside or modifica£ion of

any agreemeni Uetween the company &and the managin-
director, any?other director anc the manager upon such
terms and cor;itions as may, in the opinion of th:
Court be just anq equitable in all the circumstanzes

of the case,

o
the termination, setting aside or modification of any

agreement with any person provided due notice has been

given to the party concerned and his consent obtained,

the sgtting aside of any transfer made by tle company
within three months before.the date of application
under Sections 397 and 398 which vould, if made by an
individual be Adeemed in his insolfency'to be fraudulent

preference,

any other mai. .er for which in the opinion of the {ourt,

it 18 just and eguitseble that proﬁision be made.
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Curtailment of the Power of the Company to alter,
R | N
Memorandum and Article of Association 3 ’

The Acf empowers‘tﬁe company te alter or add to its
memorandum and Articl. s of Association by speciel resoclu-
tion. But where a Coa&t order makes any alternation in
the Memorandum or Art;;les of Association of a company,
‘the company shall not have ;he power to make any alter-
ation in the Memoranduw or Artizles of Association that is
inconsistent with the Courtlorder exce; t by the leave of
the Court.. If any such alternation is made, it shall be

communicated tc the Registrar within thirty cdays of the

Court's order.

—

{XV) POWERS OF CENTRAL. GOVERNMEKT TO PREVENT OPPRESSION
" OR MISMANAGEMENT ( Section 408)

*8

This section wés inserted by the Joint Committee, as
in their opinion's the Ceutral “overnmen: should be v-sted
with powers to preven. mismanagement or oppression, by
nominating one or two members.of the conpsny to hold office
as director (Now such number) for a period not exceeding

three years. (Report para 186 sub-para 4}.

According to the provisions of the section, where
there is oppression or mismanagement within the scope of

secticns 397 and 398, at least one hundred menmbers of the
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company or members holding no£ less than one-forth of

the total voting power therein may apply to +he Central
Government for relief against oppression or mismanangement,
The settion also empowe. s vae Central “ove mment to move in

the matter of its own wgtion.

After due enquiry, if the Central Government, is
convinced tﬁét the affaire ~f the comsany are being
conducted, (&) in a manner which is oppressive to any
member of the company, or (b) in a manner which is preju-
dicial to the interests of the company or to Public interest,
it may appoint such number of perscons as it may, by order in
writing, specify as being necessary to effectively safeguard

| H R
tlhe interest of the canpany or its shareholders or the public

, .
interest. ‘

So far as this sect,Ub 8 concerned, &. important
amendnent was made by t!.: Companies (Amendment) Act, 1960
whereby the words! being‘members of the company' were
omitted. The object ~f this amendment is to facilitate thre
choice of independent persons as nominees of the Covernment,
By another amendment the number of members reguire¢ to join
in the application to the Government was reduced to 100
menmbers lnstead of 200 in order not to make it too difficult
to present Such applicaticns. Fuzﬁher to prevent chéenges

in the Board of Directorg #=hat may stultify the nomination



of directors by the government, it has been provided

that no change in the Board of Directors of a company on
which Government has appointed directors in the exercise
of the powers conferred by this section shall have effect

unless approved by the Government.

Limications on the Powers of the Government :

Before resorting to this section, it is a condition
precedent that the Central Goverrment should be satisfied

that the affairs of thﬁ coapany are being conducted

(1) either in a manne.: oppressive tc any members or

(2) in a manner prejudicial to the interest of the
company or public interest. This Suégest that tke powers
of the Central Government is not an absolute power, but it
is subject to the limitations laid down in the section
itself. The Central Government does not have absolute
diécreg%ion to appoin£ directérs only on its subjective
satisfaction. »fhe satisfaction of the Government cannot
be arbitrery-or whimsical. Since the exercise of the
powers under this sectlion has grave consesuences and must
have serious consequences on the reputation and credibilitv
of‘thé"management of tlr company, it must bpe exerwised
sparingly &nd only wher the reqguisite conditions of the

section are fully complied with, It has been helﬁkhat the
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Government cénnot e the final arbiter of the conditions

. Lo . 49
under which the power.can be exercised.

|

i
Government Policy undexr this Section :

The power under this section can be invoked only in
those genuine cases where minority shareholders case show
prima facie with documentary and other evidence that there
has been misménagement or oppression, and that for the
‘proper management of the company, it is essential that the

Central Government st ul.” appoint one o1 <wo directors or

¥

the Boa;é of the"compﬁny in the interest of the company

as a whole,

The powers under this section are extraordinary angd
are exercised only where government is satisfied that the
affairs of a company are undulye oppressed, and vhere it is

felt that quick action is needed such as cannot be had under
of
the necessarily protected proceedings of a CpurtLFaw.

Government will take great @are to see that the section

" is not only invoked lightly by disgruntled shareholders to

satisfy their own private ends .~

i

Amendment made by the: ‘cmpanies (Amendmer .) act, 1974,

During the workir.. of this section it has been found
in few cases, that the Government nominated directors have

nct been able to function effectively, being in hopeless
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minority, Having regafd to the composition of the Board
of Directors. The only proper course open to Government in
such cases was to resort to such time consuming proceedings
) 0¥ 3658
as applica#ion under Sections 397 or 398L? as the nature of
the case reéuired or to order an investigation or special
audit. In‘ordeg, therefore, to make such @ppointment more
purposeful and effgctive, it is considered necessary to |
empower the Central §§ve;nment to appoin. such number of
) ¥,
directors in thé circﬁmstances of each case as may be required
A .
to enable them effectivelﬂto discharge their responsibili :ies
in the light of objectives for which their appointment were

made. It is also proposed to empower the Central Government

to issue directons to companies where an appointment of

I3

[(S .
directorsL@ade under Section 408, The directors appointed

under this section are also require to keep the Government

informed about the affairs of the company from time to time,

This new provision was added by the Companies (Amendment)
Act, 1974. ‘The merit of this new provision is that it
gives a power of dir%%? action to interefere and contrél
the management of thé%companies by contrelling the Board :f
directors itself, by é@pointing such number of directors
as may be reqguired for the purpose. Now, it is hope, that

the.power‘to call for report (Sub-Section (6) )} and power

to issue directicds(éub~8ection {(5) ) will play a vital



role in disciplinin~ the company's management.

Experiencé of the working of this section has shown
that the nominee directors, majqrity of whom are govern-
ment servents play vgry—littlﬁ role in achiewing the goal
,as laid down in the section. The reasons for this may be
staced to bé (a) lack of time (b) lack of knowledge,

{c) lack of 'liking for mdnagement, and (d) lack of interest
in the cgmpany,<baving n;thing at stack in the company
managed by them, 'In -rder to remove this defect, it is
necessary that while :.zking appointment under Seétion 40E&
the Central chernme?t!should take into consideration, th:
back ground'of the ﬁér%ons, his knowledge, experience and
liking for the:ménagémaﬁu, The appointment of government
servants or other officers of the government as a directors
under Section 408 must be avoided.

' Is this Section (Sec, 408) Violates Article 14 of the
Constitution of India ?

The answer 1is in negative., S8ince the vowers vested in

the Central Government by this section are of urgent

)

emergent nature, the government is not reauired to give

notice individually to each shareholder «nd conduct a tine

¥

consuming enguiry be.ore taking action under this sectior,

Such a course of action would frustrate the object of the

%

section which is to step into the company's administration

H



in certain circumstances, so as to prevent oppression

of the shareholderé, the company and the public. The

powers exercised by the Central Government *nder this

section are not intended to interefere with the existing
management or to repleéue it, but only to 1@intain a contro.
over it. By their ver¢ nature the powers under this section
are restricted on}y to the number of directors tc be appointed

and the diirggtion of the order.s1

Sub-Section (5) and its effect :

This sub-section é;ovides'that after/the Central
Government has appointed directors under the section and so
loné as they:remain in office, no change in the Board of
Directors shall have effect unless confirmed by the Central
Government, In effect this means that at énngal genersal
meeting, unless the same direétofs as retire by rotation
-happen to be re—appoir{eds né new candide+is will havé
chance‘of being appoir .ed without confirmation by the
Central Government. Nor can additional directorsto be
opted by the Boérdf nor new persons be appointed to fill
casualy vacanciles, unless the Central Government is inclined
to confirm them. One*curiéus result flowing from this is
ﬁhat the existing direétors in the Board whose conduct
was the, K cause éf complained, ére themselves enabled to
continue through being reappointed‘at the annual general

neeting. J
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It has been held -7 the Court52 "that the directors

appointed under Section 408 (1) are reguired to hold
office as directors far +hao perind mentioned in the order.

If the operation of order is stayed by the Court, its

validity does not come to an end at the end oﬁ the 'prescribed
period and therefore helection-df ordinary DPirectors after
the date on which the order would have expired is still
subject to confirmation by the Central .Government under
Sub-Section (5)." This judgement is doubtful and poinﬁs

53

requires to be reconsidered.”” -

In the recent casu"4 while dismissin. the petitioh
challenging the orderiuf the Company Law Board and the Central
Government made under<Section 408 it .was held that if the
majority shareholéers act in & manner which is oppressive
to the minorify that iF is one of the circumstances which
can be tkken into cqﬁsideration while exercising such power.
When the affairs of fhé company are conducted in & manner
prejudicial to interest of the company or public interest
or in & manner oppressive to any member of the conpany, the
Central Government has power to take action under Sec.408,
The proviso to Section 408 (1) does not ir any way limit or
control the power of the Central Governme.at to act when
affairs of the compar. are being conduct:d agzinst the

N

‘interests of the comp -ay or public interest., The proviso



to Section 408 (1) gives the Central Government the power

to pass an order directing the co&pany to-amend its articles,
so aé.to provide for appointment of directors by proportional
‘representation inst{? of tﬂe Cen£ral Government itself passing
order appointing dirgc;ors. The condition for acting under
the proviséfremains-th% same, namely that the affairs of the
company\are being éondécted in a manner oppre;sive to any

member of the company %r nublic interest The bare readirg

»

<

of prov;so shows thatiﬁhe Central Governmént may under cer -&in
circumstances come to the conclusion, where the conditions

set out in Sub-Section (1) exist, that it is not necessary

to appoint governmental directors and it would be sufficient
to direct the company to amend its articles in & manner
indicated in 8Section 265 and to make appointments in pursuance
to the said amended Articles. There is no conflict between
the substantive provisions of Section 408(1) and proviso

‘to warrant the conclusion that the powers under Section

408 (1) can be exercised onl& in the case cf oppression on

the minority sharehoiders by the majority. Nor is there eay
ambiquity in the langiige employed in Se-tion 408 (1) whi:in
necessiates taking th: help of proviso in order to interp: =t

the said provision.

The powers of the Central Government under Sections
408 and 409 are preventive in nature, The powers are

exerclsed in order to see that in future the affairs of

¢
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the Company are conduc_.ed in a manner which is not
prejudicial to the interest of the company, its members
or to the public in-rcest. A&n order under Scction 408
may not be able to .. re the illegal or prejudicial acts
which may havwe &1refiy been performed by the company and
its directors, but it can try and prewent repition of such
acts in furture by oopolatling the dirgctors of the Company.

It is said 'prevention is better than cure'.

It was further held thet when an order under section
408 has to be passed by the Central Gowernment, the principle
of natural justice have to be complied with, It is imme-
terial whether such an ordér is being passed for the first
time or an order is proposed to be passed for the continuance
of the directors aliready sppointed, It was held that it is
for the Central Gové?nment to decide a to how meny dirs:.tors
are to be appointedg;nd who should be appointed. The o ly
opportunity which has to be granted to a party is to shc @
cduse whether any director shoulc be appointed or nét. The
section does not Qqstulate hesring & party as to whether it
object to any particular person being appointed &s director
or not., It is for the government to consider who is best
person to be so appo%nted. This is a metter of discrétion

which has to be exercised by the Goverrment and there can

be no question of appiying the principle of natural justice
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at this stage, when once a party has been heard on the
guéstion-as to whether government director should or

shoulcd not appointed. If’a person appointed as a director
Qbose interest is in conflict with that cf the company

and whose appointment is not in the interest of the company
or in public interest than, possibl§ such appointment can
be challenged as being ultra vires of Section 408 of-the

Act,

Sacher Committee's Reccrmendations for Betcer and

Quicker remedies fcr Oppression and Mismanagement

The committee har pjrcposed that whilst the order of the
Central Government ha;ibe appealed against on certain grcknds
to the High Court, the'order itself ought not to be distuined
until adjudicsation of the anpeal by the High Court. In view
of the seriousness of the conseguences of an order passed
under section 408 and in view of the vericus provisions of
the Companies #ct relating to the holding of e@nnual general
meeting, appoinfment of directors at such meeting etc. it
would be necessary to further provide that such appeals to
the High Court should be disposed of as expeditiously as

possible and 1t is for this reason that we are providing

& period of six n: 2ths. for e digpo=al of e apnea .
for s a of si th £ th 8 1 of b nea

With regard to Se’ zion 402 which empowers the Centrel



Government to prevent change in the Board of Directoré‘
likely to affect the company prejudicially we are of the
opinion that this power should be retain but hereafter

be exercised by the'Company Law Board, S~ far as this
recommendation is moncerned, it may be s*%teé that it is

a proper recommendat ., as the pro%%disg uncer Section 409
commence on a compla.t, and necessaé? involves ‘a right ¢?
parties., It would, therefore be appropriate that the povers
under this section are exercised by a quasi-judicial body.
It has further recommended that the complaint specified in
Section 409 (1) should not be restricted to those in manage-
ment but that the provisions of Section 409 (1) may also be
availsble to the shareholders of the company provided they
fulfil the gualificetions of members having the right to

apply under Section 397?6 .

The Committee has also recommended for the deletion
5 &ammendeel
of Clause (2) (b) otfilertion 397. It hﬁcéfar reaching
changes in Sections 47, 398, 408 and 409 of the Act and
alsc for their redrarfting as per its recommendations.57
So far as Section 397 is concerned, it may be submitted that
ip order to mitigate the rigour of the section, it reguires

to be modified. Under the existing provisions of law, in

order to justify intervention of the Court, it 1s necessarv
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that there must exist a3t the date of the pecition & course
of oppressive conduct, "here must be cont:nuous acts on

the part of the majori:{ shareholders continuinc¢ upto the
date of the petition showing that the affairs of the

company are being condu~tzd in a manner bur@ensome, harsh
and wrong-ful, . These conditions are too onerous. In

,order to mitigate the iigour of these conditions, the section
ought to be available even where the complaint concerns &
single act of oppfession, not necessarily a continuing one.
This would enable effectiwve action to be taken through the
xme@ium of Séctioni397 petition - which the rule in Foss V.
Harboftlesa would prevent in a suit at the instance of a
shareholder., The basif principle underlyirng the rule in
Foss V, Harbottle is t%e right of the majority shareholder:

- to cohduot the affairs of the company. In this case it was
laid down that in order to redress a wrong done to & company

| .
or a property of a company, to enforce the right of the

company the proper plaiétiff is the company itself and the
Court will not ordinarily entertain an action brougﬁt on/
behalf of the company by a séEeholder. If each individual
member was allowed to sue in respect of wrong done to the
company there would be no end to fruitless and vexatious

litigation~=-besides if the thing complained of was one which

in substance the majoriry of the company were entitled to do,
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there would be no use in having a litigation about it when the
ultimate ena would only be that a meeting be called,

where the will of the majority would prevail. Tﬁe rule in
Foss V, Harbottle thﬁs;prevents an action gy a member parti-

cularly minority where what is complained of is :

(a) a breach of fiduciary duty by promoters or
directors,
(b) negligent misma. gement of the company's affairs,
(c) procedural irrectlarities which an ordinary resoluti:n

could put right.

Even thouch the will of me&jority prevails, there are
number of occassions when the principle of majority rule
has been misused. The whip of majority has often produced
sullen effects, prejudicial to the best interest of the
company. ©On these occassions an individual member or the
minority shareholders may bring an action. These are thg
gxceptions to the rule in Foss V. Harbottle., In these
casés the will of supermacy of the majorityv cannot prevail.
These exceptions are .ased on the principle of natural

justice and fair playi These are briefly as follows :

o

(a) where the act done is illegal or ultra vires the
company.s9
(b) W®here the majority are committing a fraud on the

minority and are in control of the company.6U
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" (¢) Wwhere the act can only be done by a special
resolution, but in fact has been done by & simple

majority.,6

(d) *“here the persor=) rights of an individual member

have been infringed.éz

4
i

(e) Where there is oopression of minority or mismanagemer.t

of the affairs of the company63

Inspite of these exceptions, the rule in Foss V.
Harbottle has often proved an obstacle in the way of
minority. Now time has come, whgn, without affecting .
rights of action by suit by individual member, an additional
avenue of relief is afforded to minority shareholcers entitled
to apply under Sections 397 and 398. The Sacher Committee

hasﬂrightly ;ecdmmended "that the persons l.aving a right

i

to apply to the Court .under Section 397 iy also compiain

of acts of mismanagem:at on the part of =zhose in conduct

of the affairs of the —ompany and the Court may in its ‘

discreation having regard to the nature of the acts compla-
ined of, grant such r=li=zf as it may think fit."64

. {XVI) PINAL MEETING AND DISSOLUTION (Sections 497
Sub-Section 6, 6A and 6 B and Section 509):

Sub~Section 6'of Section 497 and Section 509 reads

as "The official liquigdator on receiving the account and
i
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either the return me: ioned in Syp-Section (3) or the

return mentionea in Sub-Section (4) shall as socn as may

bé, made ahd the.lizuidator énd all officers, past or
p;esent, of the company, shall give the official liguidator
all reasohable facilities to make a scrutiny of the books:
and papers of the company and‘if on such scrutiny the
official liguidator makes a report to the Court that thé
affairs of the company have not been conducted in a manner
prejudicial tc the interest of its members or to public
interest, then f;om the date of the submis.ion of‘the report
to the Court the compaﬁy shall be deemed t¢ bs dissclved,

Sub~Section 64 provié 3 that i1f on such scrutiny the official

e F R

liquidator makes a reort td the court that the affaigs .o
the company have been conducted in a manner prejudicial

© as aforesaid{ the Court shall by order direct the Official
Liguidator to make a further)investigation of the affairs
of the company and for that purpose shall invest him with
all such powers as the Court may deemeé fit. Sub-Section
6 B provides that on the receipt of the Official Liguidator's
repart on such further inves%igation the Court may either
make @n order that the company shall stand dissolved with
effect from the déte to be specified by the Court therein
lot méke,such other orc¢oer as the circumstarces of the éase

brought out in the rernrt permits. These Sub-3ections we:rs

)

.

g.
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substituted in the place of original Qub-sections'by the
Companies (smendment, .w<¥, 1965 for the following reasons:
"On the basis of the findings of the Vivian Bose Commission
énﬂ the recommendations made by. the Daphtary-Sastri Committee,
it is proposed to amend Section 497 and 509 to provide that
a company which has been brought under voluntary licuidution
should not be dissolved untill the Official Liquidat&r has
scrutinised the books and papers of the conpéany and made a
report to the Court that its affairs have not been conducted

-~

in a manner prejudic: 1 .o the interest -7 its members or

5

: (Chauses 55 and 56, Notes on Clauses) .

the public interestﬁﬁi

Sacher Committee's Observation and Recommuendations

in respect of Sect*oné 497 and 509 ;

In voluntary winding up, the entire proceedings are
carried our in accordance with the direction of the members
or creditors as the case may be. Unless some aggrgeved
person applies to the Court for making suitable order, the
encire process is not subject to scrutiny of either the
Court or any other outside agency. Sometimes, it is likely
that directoré with impreper and for dishonest motlives put
the company into vel: atarv liguidation, so that their
mismenagement and/ «i misapplication oi company's fund
would be coveréd up, 3nd the whole affoirs is quitly
forgotten. The observation of Enguity on the administra.

tion of Dalmia-Jain (raras 423 and 810 Part 5) companies
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regarding the manner jn which some compziies in the

groﬁp had been wound ip voluntar?, and the methods

that were adopted by the management led to constituting
Daphtary~Sastri Commit++es which recommended that Sections
497 and 509 be émended to provice for scrufiny by CGfficial
Liquidator, and until that is done, company shall not be
dissolved. Accoréingiy, Sections 497 and 509 were amenced
.in 1965 by substituting Sub-Sections (3) (4) and (5). As-
a reéult of this amendment, the voluntary 1iéuidation now,
after the final meeting is recuired to file an account
showing how the winding up has been conducted énd the
~operty of the company has been disrosed

manner in which the

of with the Registreér and the Officisl niquidator within one

3
:
week after the final .neeting.

The Official Liquidators uﬁdér Sub-Section (6) of
Sections 497 and 509 on receiving the &ccoun: has to scruti-
nise thé‘bgbks and papers’of the companf. After such
scrutiny if the Offidial Liguidator is of _the opinion that the

By
3

affairs of the company have not been conducted in & manner

t

H B
prejudicial to the interest of its members, or to the

public interest, he has to file & report in the Court to
P .

that effect. The cumpany shall be deemed tc be dissolved

only thereafter. P“ﬁ?r to the amendment, three months

after lying of the z.counts at the finel meeting and
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£illing copies of the ame with the Registrar, the
company was deemed to have been dissolved. This position
exists even now most of the other ccuntries of the world.E/

1

The amendments ;ﬂtroduced in 1965 have imposed & heavy
and onerous burden on ﬁhe Officizl Liquiéator. After the
affairs of the company are finally concluded, the Official
Liguidator has tc scrutinise the bocks, &nd other records
of the company from the date of winding up, ané al so,carry
out further investigaticn as may be directed by the Court,
and then file his report. This duty on th- Official
Liguidator-demanded prcfessional skill which in the very
nature of things can élly be rendered by professicnals 1il =z

§
accountants and lawye;s. In fact, it would be @ virtual
investigation into the affairs of the cdﬁpany since the
- incorporatinn of the ~~»~p=»v. *uch an impértant task
cannot be treated lightly, and cannot be dischérged affecti-
vely unless the perscon entrusted with this work has the
necessary expertise. The other point taken inteo consideration
by the Committee is backiog of a number of cases in which
final report have not been filed by the Official Liguidators.
Ag per the Report the number of report pending were 794 on
31-3-75, 778 on 31-3-76 and 758 on 31377, the number of
reports scrutinigef . re 45 on 31-3-75, 65 on 31-3-76 and

14 on 31-3-77, and ti. . number of reports in which advers:



pommeﬁts made were only one on 31-3-76 and three oh
31-3~77. The reason fcr this was the heavv work
schedule with the Cff i«. Ligquidators. .t will be seen -
from the 38bove, that ;:e number of caseshin which adverse
reports have filed is'not even cne percent, This is because
of the existing law, which contains & number of regulatory
provisions which has improved the working of the corporate
sector. In the worHls of the Committee's the corporate sector
is also subject to discipline now., Here it will not be‘out
of place to quote from the report of the Working Group set
up under the Admiﬂistrative Reform Commission on Company
Law in 19€7,

the complaint by Official Liquidatérs

of the heavy burden cast on them as a

result of amen@ﬂent were justifiec and

were &lso suppj#ted by several witnesses

from the profession who gave evidence

before the Group."

The Working Group recommended in para 13«9 that the
legal provision may suitably amended to relieve the
Liquidators of their additional burden of work, which they
can hardiy carry out, .In their view, this importﬁnt work
of investigational nature should“ﬁe undertaken by the

Department through different regional and Itate Crganisations

only in the case of public companies.
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g

In view of the Sac r Committee there is no need for
the scrutiny by the Of .cial Liquidators as provided in
Sub-Section (6) of Secéyon 497 and 509 of the «ct, as the
scrutiny by the Official Liguidators has not indicated
any serious defaults, rhe commictee hés therefore, reco-
mmended that Sub-de:tions (6 &) and (6 B) of Section 497
and 509 should be deleted and to make ccnsequential\changes

i
in Sub-Section {3) of Sections 497 and 509.68

It has further recomﬁended that the procedure provided
in the section 487 énd 509 prior to the Amendment Act, of
1965 will have to be restored with the modif’!cation that the
period of 3 months menciuned in the C1d Suk- Section (5)
should be raised to 6 m;&thaw This Sub-Se ‘tion should s&lso
enable the liquidator t. move the Court for deffering the

date of dissolution.

Obversion in respect of. Li.¢ secormtnendations of

Sacher‘s Committee’ :

The sedtions 497 and 509 were amended in 1965 by the
Companies (Aﬁendment) Act, 1965 on the recommendatiohs of
Daphtary-Sastzli Committee which was constituted, on the
basis of the findingé of Vivian Hose Commission, which
had inguired inio the affairs of the Dalmia~Jain Companies,
The Cormiscion came across number of irreqularities and

also th® manner in whicr scme companies ifi ~.e group hed
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been wound up voluntaflly. The existing pro&isions

in respect of voluntary winding up were found toi?efective.
The defect which was found by them was want of scrutiny of
accounts and other records of the company, which gave
unscrupulous management an opportunity to cdénceal their
mismanagement or misapplication of company's fund. Daphtary-
Sastri Committee therefore, recommended tho¢t Sections 497

and 509 be amended to provide for scrutinv by the Official
Ligquidators, and until tr.at is done, com ,any shall not be

dissolved. The object of this amendment is to bring out :hat

the affairs of the company had not been conducted in a

manner prejudicial to the interest of its members and the

public interest. In other words, the object of the new

provisions is to protect the interests of the members of

the company and also the public interest. It will be not <
wise step to delet these provisions for the sake of
adrinistrative convenience., If the present set up is over
burden, then some other alternative may be found and provided,
but not at the cost of the interestcs of the members of the

compéany or public in c¢rest,

-
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THE PROVISIONS OF THE 1NDIAN COMPANIES ACT, 1956
UNDER THE SHADCW OF PUBLIC INTEREST CR PUBLIC INTEREST
BY IMPLICATION

-

In this part of the chapter, my endouver wlll be to
draw attention towards those provisions of the Companies
Act, 1956 which are incorporsted for protecting public

interest indirectly i.e. by implication and not expressely.

(Iy SECTION 4 A'READ WITH SECTION 224A 3

The financial institutions specified in Section 4A
have been declared as a financial institutions for the
purposes of the Comparifz2s Act, 1956 parti . .larly for those
péovisions of the Act}%hich deals with accounts and audit
of the company. Sectign 224 A is one of them., Now-a-days
the financial institutions ﬁave become a special class
of sharelolders., They plays very impor;ant part in the
manageﬁent of companies through the nominee directors.
Directly or indirectly, the public is interested, in these
fipancial institutions, &s they managed the public fund.
Section 224 A provides that in the case of a company in
whicih not less than 25 prrcent of the subscribed capital}SI”eld
wwiEe by a puklic financial institutions, < Government
company, or Central Grvernment or State Gou.ernment or a
nationalif&g bank of ;)general insura@iice compiny or in
any combination therec:, the appointment or re-anpointmen-



89
!

"of an auditor shall ha« no effect unless made by é
speéial-resolution~pa§sgd at each annual Qeneral meeting
of the company. The Sbﬂect of these provisioné seems to

\protect public‘interest by having ang independent audit
of those compaﬁies in which public financial institutions

have made investment,

It may be noted that the Section provides 25 percent

of. the subscribed capital and not eguitvy share4capita1 onlv'.

This means that in the case of a company, if Public Financial
Institutions holds the Preference Share capital of the

company and such holdi.i: is 25 percent or mnre ot the total

£z
5

subscribed capital, th@fmode of appointment of the auditors

{‘i

of such company will bé'governed by the provisions of

Section 224 A,

(II) SECTION.6 - MEANING OF THE TERM "RELATIVE".

The definition of "relative" as given in section 6
is important for the following Sections 3

Section 2(3) and (4) where 'Associate' includes a relative.

Section 204 A which deals with restrictions on the appoint-

, ment of former M&naging agents ©Ff secretary and treasurer to
to any office excent-with.the previous avrproval of the
company in general mee. na and the Centrol Government.

Seétionéggﬁ AA which emvowers the Central Government to

prohibit theée appeintmenc of sele=Selling agents in certain

Cases,
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Section 295 (1) (b) which lays down the restriction

on making any loans to directors.

Section 297 (1) which provides for obtaining sanction

of the Board of Directors for certain contracts in which
particular directors are interested.

Bection 314 which prohibits directors from holding office

of profit,

Section 370 (1-B) (v) «1ich deals with loans etc. to

companies under the same management.,

The object of alx these provisions if to put restrictions
on the relatives of directors and former managing agents and
secretaries and treasurgs of companies, holding office of
profit in the companies or having céntractual end other
business dealings with them and ensure that the powers‘of
direztors are not abused to the detriment or loss of the

:
companies in their charge and imporper gain or other
pecuniary advantage made by directors themselves and/or of

their relatives.

The Sacher Commitiee has recommended for the re-drafti-g
of Section 2 (41) with an explanation to the effect that if
one ie relsted to the o£her within the meaning of tlis
clause, the latter shall also be deemed to be relsted to.
the former, and inclusion of brothers and éisters of mothey and
father in the schedule. It has also recommended for the

deletion ©f Section 6.
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) SEQTION 7 1 INTERPRETATTAN OF 'PERSON IN ACCORDANCE
WITH WHOSE DIRECTIONS OR INSTRUCTIONS DIRECTORL ARE
ACCUSTOMED TO ACT :

This section provides that except where this #fct

expressly provideé otherwise, a person shall not bhe deemed
to be, within the meaning of any provision in this Act,
a person in accérdance with whose directions or instructions
the Board of Directors of a coﬁfany is accastomed to act,
by reason only that *he Board's acts on alvice given by hin

N }
in a professicnal ca.icity. The object »f this section i«

’ $
to protect or safeguﬁid the position of professicnal advisers
and to limit their liability. It is enécted in order to nake
it clear that such p=zirzcn, by reason only of giving advice

]
in their professional capacity, do not come withnin that

category. This sectidn lays down very importent rule of
interpretaticn, because in the following sections prohibitions
and restrictions, duties and liabilities are imposed on
person in accordance with whose directions or instrucgions
the directors of a company are accustomed to act and penalities
are alseé inposed on them for contravening certain provision.
As it is nét the int - .tion of ‘the Act t» bring within th: =

\

category of person, iféfessional advisers, such as solic: tors

and auditors, etc,

Segtion 162 (1) & (2) which provides penalty for non
corpliance of the provisions of sections 159, 160 or 161

which deals with annual return etc.
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Section 239 (1) (e¢)  icih Zzale with the power of

Inspector to carrv on investigation into affairs of

related companies etc.

Section 248 (2) (c) which deals with information regarding

persons having an interest in company.

Secticn 295 (1) (e) which .deals with loans to directors etc.

‘Section 303 (1) explanation (1) which deal . with Register

of directors etc.

Section 305 which deils with duty of dirzctors etc. to

a

~ make disclosure.

vt PR

Section 307 (10) (&) and (b) (i) which deals with the

register of directors saarenollings etc,

Section 308 which tays down duty of directors and persons

deemed to be directors to make disclosure of sharehcoldings.

Section 370 which deals with loans, guarsntee etc, to

companies under the same management,

Section 538 (3) which deals with the offences by officers

of companies in liquidation.

It m&8y be noted that the words 'by r~>son only' show
that a solicikdf; lav=r or éther professional advisers
will not come within »he expression 'person in accordence
with whose directions or instructions the Board of Direct:rs

of a company is accustomed to act'.only when his advice is
' i J
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professional advice, i.e. advice given in his professional
capacity. If he gives any extra professional advice or
instructicns and the Bcard is accustomed to act according .
to his advice or inscéuctions, he will come within the

-

expression,

et g

The idea underlyiiig the provisions seems to be to hold

reasponsible those pfrsons who truly control the company ind

are able to pull the strings by‘appointing their own pupets

L

or subservients as directors of & comprany.

The persons covered by this section will get exemption
from the provisions of the above mentioned sections of the

companies A¢t.
|
(Iv) SECTION 11 -- PROHIBITION OF ASSOCIATICN AND PARTNER-

SHIP EXCEEDING CFRTAIN NUMBER :

The Section is intended to prevént the mischief
arising from large t ' .ding undertaking being carried on
by large fluctuating hodies, so that persons dealing
with them did not know with whome they were contracting
and so might be put to great difficulty . and expence.

This was ptbli€ miscnietr to be ‘redressed.78

It m@y be noted that the section will apply only where a
company, association or partnership carries on & business
and has for it objects the acquisition of gain either by

itgelf or by any of its members.
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71 that ‘both_

In one of the case i* was held by the Court
L3 t - by ] . T . >
the expressions 'bus:fess' and 'acquisition of gain' are,
however, to be given ihe widest possible meaning, charite:le,
ot

religious, scientific and other essociation not having for

their object the acguisiciun 0ofF gain being alone excluded.

In another case72 it was held that the expression indicate
undertaking of & commercial nature as distinguished from
literary, social and other associations and clubs, The
test is whether what is deone will be considered by ordinary
person as carrying on business, In all ceses, the ordinary

businessman's point of view has to be adopted.

It may be noted that the application o the section
is confined to 'comp:ries' and does not zxtend to body-
corporate, The prohiﬁition has, therefore, no applicatic-

s

to corporation, incorporated under any special laws or to

The Sacher Committee not satisfyinc with the present
position relating te Foreign Company73 has recommended for
the rationalisation of law relatinc to foreign company as

. .Y
per lts recommendation.

(V) SECTION 13 (1) (¢) and (d). THE CONTENTS OF
MEMORANDUM OF ASSOCIATION : (OBJECTS CLAUSE)

Sub=Section (1) (2) provides that °the memorandum of

association of &very .ompany shall state in the case of



company in existence immediately before the commencement
of the Companies (Amehdment) Act, 1965 the objects of the
company 3
Sub-Section (1) (d) provides that in the case of a company
formed after such comrencement -
(i) the main objects of the company to- be pursued by

the company on its incorporation and ok 'ects incidental

or ancilliary to the attainment of the main objects;

(ii) other objects of 13 company not included in Sub-clause
(1), ¢

Sub-Section (1) (g) iﬁ the case ol companies (othef than

trading corporation) will. vijacts not confined to cone State,

the States td whose territories the objects extend.

In plave of clause (c) of sub-section (1), clauses (c),’

(d) and (e) have been substituted by Section 5 of the

Companies Amendment &ct, 1965.

The purpose of the aménd@ent was to provide clear
definition of.tﬁe main and the subsidiary obiects ol a
b
company ih its Memorandum of Association, so as to enable
shareholders &and bthers ‘nterested i.e, cr.ditors and
persons dealing with th company, to have a clear idea of -
the main objects and other objects of the company. This

combined with the ameudment of Section 149 inserting a

" new provisidn therein reguiring that both at the initial

i
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z

stage and at later stages, whenever a company embarks
on any kind of business artivity sanction of the company
- by special resolution shculd be obtained, wi.l afford

an opportunity to sharehcolders to inform theuselves of

?
the actual business or fusinessess in which the ‘company
g o : : 75
is engaged or proposes t> engage.,

It may be noted that by this amendment, the Legislature
P
has ' tried to put an enc to prdactice of making the objects
. f A ¢ } B )
of a company's Memorandu& of Association as wide as possible,

¥

in order to (i) obviate the necessity of apolying to the
Court (now Company Law Board) when new venture is contem-
plated and (ii) avoid the doctrine of Ultra Vires.
(VI) SECTION 17 : ALTERATION OF MEMORANDU}M OF ASSOCIATION-
SPECIAL RESOLUTION AND COMFIRMATION BY COMPANY LAW

BOARD RELUIRED IN CASE OF ALTERATION OF REGISTERED
OFFICE AND OBJECTS CLAUSES :

The objects clause3<nd registered office clause‘can
doubtless be altered, but is subject to a number of restri-
ctions. ‘these restriction are intended to pfotect the
interest of the shareholders, creditors of the company
and also publie interest.76 Section 17 lays down the
procedural and substantive limits on the power of alteration:
to the object clause and chahge of registered office from

oné State to another State, particularly in case of alteration

+
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of objects clause. Th: idea is that the company is
incorporated for the cdnditions contained in the
memorandum and should not be allowed to make alteration

of the objects clause a routine affairs.

Difference between the English and Indian Laws

Under the English Act, it is left to specified number of
shareholders or debenture holders onjecting to any altera-
tion of the memorandum of association to take the initiative
of making an application to the Court, whereas under the
Indian Act, an applicathion for confirmation of the alteration
réquires to be made by ' he company and be subjected to
scrutiny by the Compan} Law Board. The alteration is not -
to effect untill conficaned by the Cbmpany Law Board.

Further section 17 provides that a company change
its objects clause or change its Registered Office only
in so far the alteration gs‘necessary for any of the purpose
specified in the section,

SACHER C;G[\‘;M]'LTTEE 'S OBSERVATION AND RECQLMENDATIONS IN
RESPECT OF SECTION 17 @

Section 17(1) provides for the alteration of memorandum
of association of the company inter alia with respect of the
objects of the company. This alteration recuired énprroval
frof the Compény Law B. ard. The object ¢ wuse of a compans

is normally drafted so broadly that little, if at all any,
i
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objection can be raised to the change of the objects when
an application is made by a company. #s a matter of fact,
after- the commencenent of the Amendment Act, 1974, the
total number of applications received by the Company

'Law Board for changing the objects of the conpany as

oﬁ 31st January, 1978 was 524 of which 53 were Gismissed
in default or non-comp ar=e of the rules. Among the 471
effective applications onsidered by the Board, as many i
as in 298 cases alterations we}e allowed (either in whéle
or/in part) and only in 3 cases were rejected. The remaining.
170 cases were pending before’ the Board., This clearly showvs
that practically no oﬁjection is raised tc the alteration

in the objects clause, }Th? law is well~-settled and, there-
fore, there does not.§eém to any reason to follow this
detailed procedure. Wei therefore, suggest that there is

no necgssity for making application éither to the Cémpan§
Law Board er to any other autherity and the company can,

on its éwn, alter the objects &lause of the memorandum

by passing the necesséyy special resolutisn. we would,
however, sucggest that n case any member or members holdir:
not 1€8s than five percent of theltotai voting power of

the compaiy are aggrived by such an 8lteration, such

' menmber or members should have = right to apply to the

Compéany Law Board which shall look inte the grievance,
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if any, and pasgs such{ogders as it may desm fit. &s a
measure of protection ¥ the shareholders, « right may

also be given to. the Ré@istrar’and Govermnrent of the State
" in which the registeréféoffice of the company is situate ’

" to move the Company Law Board. As it is, the Registrar

, has t? be heerd at pre~er-t Y-fore any alteration in the
memorandum ié approved, and, therefore, no greater right

is being given to him. Adoption of section 5 of the English

Act, 1948 with necessary modification will be suitableo78

It may be submitted that, if this recommendation is
implemented, it will give company's management free hand to
change its objects clause at its will, The object of the
existin@ provisions of the section 17 is to afford prote-
ction not only to the snaincholders of the .ompany but also
to outsiders dealing wi:h the company. Further this
recommendation will provide a quallfied right tc the
shareholders Qf the _ompany. In fact, there is nothing
new in this recommendation, the Committee simply recommends
for the adoption of Section 5 of the Enclish Companies
Act, 1948 with necessary modifications.

(VII) SECTIQN 20 : COMPANIES NOT TO BE REGISTERED WITH
UNDESIRABLE NAME

A company is legal entity and it must have a n&me to

estaBlish its independent indentity. Name <lause in the
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memorandum of associt i lon confers proteccion against
violation of name of Ene company. It secures to the
company De Facto monopoly of corporate trading under a
particular name. Generalily no company can trade with—

a pame ideqtigal or similar to that of an existing
company, or a name which in the opinion of the Central
Government 1s undesirable. But mere similarity of name

is not in itself enough to give a right to an injuction or
other remedy as there is no right of property in & name,
As pointed by the Court79 that fhe lawv does not recognise
the absoluﬁe right nf & person to a particular name to tha
extent of en£itling Tum tg present the re of the name bﬁ
another person. In' ﬁé case of company, however, recistration
will be refused if‘thére is likelihood of deception or

|
confusion.

A name can be 'calculated £0 deceive' when it sugoests
that the corpératicn adopting it is in some way connected
or assbciate with the existing corporation.

Further a company cannot adopt a name which attracts

the prdvieions of the Names and Emblems (Prevention of

Improper use) act, 1950.

Sacher Committee's Qbservation and Recormendations in

Repért of Section : W0 =-

2

Section 20 prol - o2its registration of & company unde: a
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name conside}ed<undesifable by the Central Government

or under a name identical or similar to the name of an
existingicompany. The)Department of Co&pany Affairs

has 1issued guiding instructions for deciding cases with
regard to availability ¢f names for registration under

the Act., To obviate any substaptial leaicg.ative amendment,
we are of the view tbét statutory rules .i.culd be framed
under section 642 (1)j3f the Act for thi: pursose. We,
therefore, recommend ;hat section 20 should be amended

so that it empowers the Central “overrment to lay down th:

guidelines as may be przoc-ibed. The guidelines which are

S

currently being followed by it could then be issuved as

statutory rules.

(VII-B) SECTION 31 : ALTERATION OF ARTICLES OF ASSOCIATION:

The proviso added to sub-section (1) of section
31 by the Companies (Amendment) Act, 1960 provides that
‘no 8lteraticn made in the articles under this sub-section

which hag effect of ~~nverting & public <~mpany into a

&

private company, shé ™ . hi“e’gfﬁect unle ;s surh alteratiorn
has been approved by cthe Central Goverﬁment. A copy of such
altera;ion is also required to be filed with the Registrar
within the specifie® +ims., It was held by the Courtso

that the fOtice of meeting for selteration of articles should
disclose full facts and bg accompahied by a copv of the

proposed amendment,



Sacher Committ's Recommendation :

It has recommended that the proviso to sub-section
(1) of section 31 be deleted and it be made clear that
it will not be permissible for a public company to convert

itself into a private company.81

(VviI~) SECTION 34 : EFFECT OF REGISTRATION :

One of the essential characteristic of a comp any
is that it is incorporated. Now the meaning cof this is

thet it is constituted;. distinct and ind~~=2ndent person

T
1

in law and is endowed éﬂth special rights and privileges.

It is in point of law é person distinct from its members.
This chafamtristic kas far—reachiﬁg consequences, and offers
to a company and its share holders many special advantages
and privileges; in particular it enables the company to

contract with its shareholders, to use a common seal, and to

acquire and hold property in its corporate name,

Section 34 provides that on registration company becomes
a body corporateé with a perpetudl succession and common
seal, but with such liability on the part os the membefs to
contribute td the ass¢*s of the company in the event of

its3 being wound up as -s mentioned in this Actl

The property 6I ttr . compafly Belongs to the compary

and not individual sharéholder. It was held by the Court>"
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that & member of a company has no lucus standi to

challenge any decree passed against the company or tﬁe
execution there of‘unless his rights as such shareholders
are affected nor can such challenge be raised by the
guarantor of a loan taken by the company.

(IX) TRUE LEGAL POSITION OF COMNPANY AND LIFTING OF
THE CORPORATE VETL 3

¢

As regards the %rue legal position vf a company or
corporate body and ‘' > circumstances uncer which its entity
as a corporate body ¢ill be ignored anc the corporate vell
lifted, so that the individusl shareholder may be treated
liable for its acts, the Supreme Cour%3has expressed it-

self as follows :

"The true legal positibn in regard to the character
of 8 corporation or a company which owes its incorporation
to @ statutory authority is not in doubt or dispute. The
corpordtion in law is egual to a natural person and has a
legal entity of its own. The entity of the corporation
is entirely Beparate from that 0f its shareholders; it
bears its own name and has a seal of its own; it assets
are separate and distinct from those ¢ . its members; it
¢an sue and be sueo‘exclusively for its own purpose; 1it:
credit®rs cannot obtain satisfactien from the assets of its

members; the liabilitv nf the members or shereholcers is
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'

limited to the capital invested by them; similariy

the creditors or the members have no right to the assets
of the corporation. This position is well established
ever since the decision in case of Solomon V. Solomon &

Co, 1897 A,C, 22 was pronounced in 1897 and indeed, it
has always béen the well recogﬁised priuciple of common
law, However, in th., course of time, the doctrine, that

a corporation or comy;g¥ has a legal and separate entity £
its own has been sub_.ccted to certain exceptions by the
application of the fiction that the veil of the corporation
can be lifted and ito face ex&uained in substance. The
doctrine of the lifting of the veil thus marks a change in
the &ttitude thgt law had orig;nally adopted towards the
concept of the separate éntity or personality of the corpo-
ration. As a result of the-impact of the complexity of

the economic factors, judicial decisions have sometimes
recognised exceptions to the rule, about the jaristic
persenality of the corporation. It may be that in course
of time th#se except -in: may grow in nu-‘a2r and to meet
the requirement 6f ¢-7ferent 8conomic problems, the

theory about the personality of the corporation may be

confined more and ~wre",.

“The doctrine of the lifting of the veil has been

applied in the words of Palmer, in five catecories of cases:



105

I

where companies are in relationshié of holding andg
subsidiary (or Sub-Subsidiaiy) companies where a share-
"holders has lost the privilec. of limited liability and
has become directly liable to certain creditors of the
company on the ground that, wilh.this knowledge, fhe
company continued to carry on business six months after the
number of its members was reduced bélow the legal minimum,
in certain matters pertaining to the law of taxes, death Guties
and stampé, particularly where the question of the "“contro-
lling interest" is the issues in the law relating to exchaae
control, and in thkﬁiaa relating tradi»~ with the enemy
where the test of‘lantrol is adopted (Palmer's Company
Law; 20th Edn. page 136). In some of these cases judic:al

- decisions have nc doubt 1lifted the veil and consideréd

subgstance of the matter."

"Uoider has similarly summarised this position with
the observation that in a number of iﬁportant respects,
the Legislature has rent the veil woven by the Solomen
case, Particularly is this so, says Gower, in the sphere of
taxatich and in the step which h&@ve been taken towards
the recognition of enterprise - entity rather than corporate
entity. It is si. ificant, however, unat acceording to Gower

thé Court have on.’: constructed ptatites s 'craking :wn
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the corporate shell' w.i+n combelled td do so by the

clear wo?ds 6f the staizte, inéeed, they have gone out

0f their wayk to aveoid this-construction whenever possible,
Thus, &t present the ﬁﬁéiqial approach in craking open

the corporate shell is %omewhat cautious and circumspect.

It is only where the legislative provision justifies the
adoption of such a coﬁrse that the veil has been lifted.

In exéeptional cases where the Court have felt "themselves
able to ignore the corporate entity and to. treat the 'indi-
vidual~shareholéers as l.able for its acts", the same course
G

has been adopted. Summarising his conclusions, “ower has

classified seven cate i ries of cases where the veil of a
. corporate body has bein lifted. But it would not be
possiﬁle to evolve a -itional consistent and inflexible
principle which can be invoked in determining the guestion
as to whether the veil o the corporation should he lifted
or not. Broadly vhere fraud is intended to be prevented, or
trading with enemy is sought to be defeated, the veil of
corporation is lifted by judicial decision and the share~
holders are held o be "merson who actually work for the
gorporation".

In U,S.A. also the judicial review is that the Ccurts
will P2 Wwilling to 1ift the corporate veil where it is

L

used "to defeat publiic <3nvenlence, justify wrong, prote::

fraud or defend Criﬂa¢"84
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In short the Court. 1l lift the corporate veil

-

where it is essential ., secure justice, where it is in
the public interest to do so or where it is for the
benefit of revenue. Lul it musti?ept in mind that a
separate legal entity is still the general ruvle,. Tﬁe
corporate entity will be disregarded only in exceptional

cases.

These cases may be divided in two :

(1) Under express statutory provisions.
(2) Under juvdicial interpretation, i.e Judicial

activitism,

{IX-&) fThe followiﬁg ~astance may be inc uded under (1):

'

*(a) Reduction;>f membership below the statutory

Minimum : When the company carries on businers s
I

for morettﬁan six months after its number of
members-isgreduced_in the case of @ public
company, below seven, or in the cuse of a
private company, below two, every pverson who

is cognizant of the fact #hd is & member during
the -time the compsny 80 carries on business
&ftef these six months, is severally liable

for all the debts of the conpany contrected

during th~: time and may be deverzlly sued

"3 . .
therefore 5 It may be noted thet this sectiwun



endbles creditors to look beyond the company 22
to its members 1:: catisfaction of *+reir money.
3 .

Further, itTnay be noted that this section does
not affect private companies consisting of less than
seven members Decoming public cémpanies by virtue of
Section 43A, 1In the case of Section 43A ccmpany there
is no question of the number of members being reduced
below the legal, minimum and tris section applies only
to case of public; companies which originally had seven
or more members bﬁt whose number became reduced
subsequently.

Howzver, recently the Supreme Cc;rt86 has observed
that if a private limited cémpany having 3 merhers
becomes @ deemer public company by virtve of Section
‘43A 3ng retains n its articleé of associstion, the
restriction® &F Seetion 3 (1) (iii), it will "attract
the rigour—o% [e~+tdinan 45" §£ it continues to function
with 3 members. The Court further observed that such
& company would also liable to ke wound up under the
provigions of Section 433 (d), It may be subnmi tted that
the learned judges seem to have nroceeded on the basis
.that certain secticnsvsuch as Sections 174 (1), 220 and

252(1) make specific exempticns in favour of Section

434 dgfPenies while this ee€tipn and Section 433 (&)
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do not. These. observations are agpparently inconsistent
with what has been sta{§i carlier at page "4, ViZ...

the number of members cg .t public company cannot fall

o~

below 7 without attracting the serious consequences
provided for by Seétion 45 (personal liability of members
for the company's debts) and Seccion 433 (d) (winding up
in case the number of its members falls below)., A section
43A company can still maintain its separate corporate
identity qua debts even if the number of its members is
reduced below seven and is not liable to be wround up for

that reason,

(b). Fraudulent Trading :

;f in the course of tﬁe winding up of a company,. it
appears that-any busine:ﬁ of the company hé¢s been carried
on with &n intent to de::aud creditors of the comnany or
any other persens or for any fraudulent purpose, the court
may, if it thinks it pfnr?: =~ 80 do, declare that any
personsg who wefe knowingly party to the carrying on the
business in the manner aforesaid, shall be personally
liable for all or any of éhe debts of the company without

any limitdtion of liability.®’

It may be noted that this
secticn and seéckions 540 and 541 are new and they deal
with matters which were not covered by the Indian Companies

Aczt, 1913 and refer to transactions which disclose frauds

by officers 8f companies vhich have ¢dny in+t~ liquidation.
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,
Tﬁe scope and import of this §eétion, which adopts
the provisions of section 332 of the English Act, 1948
corresponding to section to section 275 of the previous
English: Companies Act, 1929 are discussed in two English

cases.

In the Re William C. Leith Bros.; o8 Maugham J. held
that "if a company continues to carry on business and to
incur debts at a time when there is, to the knowledge of
the directors, no reasonable prospect oi cré&ditors ever
receiving payment ~f those debts, it is in general a
proper inference t'::t the company is carrying on business
with intent to def -wud"., "However, & gloss was placed on
this principle by the samé Judge in another case89 wherein
it was held that" *h: ﬁ:rds ‘defraud’ and 'fraudulent
purpose' where they appedr in the section are words which
cannot actual dishonesty involving, according to current
notion of fair trading among commercial men, real moral

blame", and the onue of proof was on those a leging fraud.
o .
In India, the Kerala High cOurG@Q held that it is

necessary te be proved under Section 542 (1) that the
business was being ¢arried on with fraudulent intent .or
for a fraudulent pirpcse end that the _erson or persont

sought to be charc¢- 1 were knowingly parties to it.



(c)

(@)
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Misdescription of the Company's Name :

Section 147 requireg that the name of the company
be fully and properly mentioned on all documents issued
by it., Where the name of the companv is not properly
indicated as required by. Section 147, persons who have
committed the ar{ or made the contiract shall be per-

-
sonally liable :¢r it. Thus where a bill of exchang:

.
1

' is accepted by an officer of the company and the name

of the company is not properly indiceted asrequired,
the officer shall be personally liable to the holder

of the bill if the company fails to pay it.

The object of insisting on the proper publication
of the name of the company as detailed in the section
is to make the compény itself continually to bring
to the notice of all those having any dealing with it

the fact of its being & company with 'limited' liability.

In Case of an I vescigation of the ..ffairs of the
Company : '

Seetion 239 provides that where an inspector is
is appointed .o investigate the affairs of & company,
he shall also have the power to investigate the affairs
of any other body corporate which is8, or has at any

relevent time been, the company’'s subsidiary or holding
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-
)
4]

company or a holding {omiany of its sub:.diary, if he thi-
that it is necessary or the satisfactory completion of
the task. In order to determine whether the relation of
holding and subsidfary ccmpany exist it be necessary

to look behind to the persons who centrol them. However,
the separate corporate personality will be duly respected.

(e) 1In Case of an Investigation of the Ownership of a
Company 3 f

Where it a@ppears to the Central Government theat
there is good reason tc do so, if may appoint one or more
inspectors tc inveétigate and report on tl.2 membership of
any company and otheggmatters relating to the company, for
the purpose of detgrgining the true per:tcns(z) who are or
have been financiall;}interested in the success or failure,
whether real or apparent, of the company: or (b) who are
or have been able tr ~zontorl or materially influence the
policy of the company. This will be done by lifting
the veil so as to ascertain the real persons contcolling
ite91

(IX~B) LIFTING OF VEIL-JUDICIAL INTERPRETHTICN-
JUDICI~L ACTIVISM

(8) For Determining the Chatacter of the Company :

"A @eHpany may assulte an enemy character when
person i lde facto control of its affairs are
resident in é@n enemy country or where residents

1

. . g2
are acti.g under the control of enemies, Thas
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fhenever it %§ suspected that the company is owned
or controlled by enemies, the court may lift the
corporate veil and examine the characters of the
persons constituting it. It becomes necessary to do
so because the company can neither be loyal o; dis~
loyal, it can neither be a friend por an enemy as it
"is an artificial y -rogun. Et~is the ;| .rsons behind the
corporate fiction ‘ho determine its loyalty or. dis- "
loyalty, or its character, This is based on a princip%e
that it would bs against public policy to allow alien
enemies to tradesudder the corporate facade. But a

company registered :in England and carrying on business in
{
93

1

an enemy country is not necessarily an alien enemy.

(b) 1In Caée'of Fraud or Misconduct :

The court shall aiso lift the corporate veil where

it finds that the company has been formed to defraud

T ored

e

£ors Q2 €6 defeat the ?XGVisions'of any law or to
avoid any legal o. igations. In short the corporate

veil will be pier: zd where the company has been forme«
for apy fréudulen: or unlawful purpose. This Qas well

illustf@ted by the case of Gilford Motor Co. V. Horne.94

In this case llorne was appointed Managing Director

of Gilford Motor Co., The appointment was made cn the



114

condition that he woull not solicit or entice away the
customers of the company while in-office. He, in the
course of tirme, formed = cooganv to carry on his own
business and this company solicited the customers of
Gilford Moter Co. It was held "that the company was a
mere cloak or sham for tﬁe purpose of enabling the defendent
to cbmit a breach of his promise against solicitation. 1In
this case the evidence as to the‘formation of the company
aéd as to the position of its shareholders and directors
leads to that inferencé.

Ag

Simklarly in Jones V. Jipmangs

the ve .or had agreed t:
sell his house to a bLier. In order to aveoid having to
complete the sale to the buyer, he conveyed the house to

the company formed for the purpose. The court ordered the

vendor and the company specifically to performm the contract.

R C o Cy
(¢) For benefit of revenue or piercing the veil in

Tax matters :

E
'

The court may also lift the corporate veil in the
interests of revenue; The court will not hesitate to look
behind the Qorpérate facade where it is found that. the
company has beeh E6rmed for evopion of taxes. A clear
illustration is provic:3 by the case of In re Gir Dinshaw

Maneckjie Petit.96
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In'\hié case  the aQéessee was enjoying « huge dividend
and interest incbme fr:m investments held by ﬁim. Four
private companies were ‘ormed by him and each private
company would transfer a part of his investments to them.
However, the acéual tranefer was +to take place only when
the company called upon him to so, something that was
never done, It may also be noted that the entire issued
capital of the company was held by him and his nominees,
while he, also held investments as a trustee of the.company.

. . Co
1 i
Later, as soon as the interest and dividends were

P

‘received, the amount Qa% cfedited to the company, and on the
same day was withdrawn as a loan from the company to the '
assesee; this waé peve: p%}@ back by him,  In this way, the
incéme of the assessee,was devided into four companies

and his tax liability was hencefq:th reduced. The court
held that the coﬁéanv was, in fact, not carrying on any
business, It was being used &z a tool-to reduce Petit's
~tax liability. Company and agsessee were held to be one.and
the-same. However, the court may refusé to identify the
shareholders with the company if this results in loss of
xevaﬁue to the Government or if it is not beneficial for

the zeverue of the State;97

In'applying the principle to matters of assessment to

o8

income-tax, thé‘Suprem: Court has thus observed in a

recefit ease, "The incr ne tax authority arxeé entitled to
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piercé»the vell- - of corpciate entity and to look at the
reality of the transacti&n.n It is tfue thic from the
juristic point of vies the company is a leyal personality
entirely distinct frcé its members and t.e ccnpany is
capable of enjoying r;;hts and being subjected to duties,
wﬁich are not the same as those enjoyed or borne by its
rmembers. But in excgpL;angl cases the Court is entitled to
lift the §eil of cofporate entity and to pay regard to the
economic realities behind the legal facade". The éorporate
entity will be disregafded if it is used fqr tax evasion

or to circumvent tax obligation. However in another case
the ‘Supreme'Court‘99 refused to 1lift the veil in the case of
a company Qhose share capital was owned entirely by the
Government of India and held that the company was a distinct
legal entity and thaélthe land~and buildings owned by ths
‘compaqy were the pfq%érty of the company, nqt of the Gowvern-
ment of India, The c%mpany, therefore, could not escape
liability to pay property tax under a statute which exémpted
'buildings and lands owned by or vesting in the Union

Government", from such tax.

i

(IC~C) PIERCING THE VEIL IN HOLDING SUBSDIARY RELATIONSHIP:

- {

The principle of(lifting or piercing the veil
ig also applicable to cases of holding~subsidiary relation-
ships, where in spite of their being separate leéal persona-

lities, the facts and circumstances shLow that they are in



real£%§ parts of one cqnqernfowned by a pafent company

Qr & group as a whole, éectioﬁ 212 of the Indian

’Companies Act, 1956 also provide group accounts. It provides
that there shall be attached tc the balance sheet, profit
and loss account directors' report and auditors' report
of.each subsidéry, and a statement‘of the holding ccmpany's
interest in every suchusubéidiary. Sections 150, 151, 152
and Schedule VIII, para 15(4) and (S5) of the English Act

also provides the same thing.

' ‘ 5 : e
Inspite of ‘the rigig rule in Solomon V,Soloinon & Co.

as regards the indepehqént corporate existence of a company,
the courts especially in U.S.A, have developed a body of
law governing the inst?:?Gs in which the corporateness of

| )
companies as separate legal entity may be diregarded.

Where the corporate %ermalities are not substantially,
observed the b?oader business entity comparising the holding
cohpany and sﬁbsidiary as a whole may be held lieble for
the debts and other liabilities of either or both of them
under following circumstances :

(a) Where the business affairs of both the parent

company and tr: subsidiary are interwined and the

H
E

business transwctions, property, bank and other
{
aceounts, emplouyees, management etc, are inter-

- mingled.
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~

(b) Where the subsidiary is inadequately financed
as a separate business as regards meeting its

normal obligations.

"~
9]
St

Where the parent company and the subsidiary are
operating puitions of a single business and
financing a.} #ell as managerial activities come

from the holecing or parent companye.

(d) Where the =nterprises of both the companies are

not held out to the public as separace.

(e) Where the subsiéiary is being operated in an
‘unfair' manner»i.e. not in its interest of
.primarily but in the interest of the parent
company 8c as to funnel its profits to that

company. - - ' ' ’

Failure to delineate between the operation of both may
misléad the creditor:: ard the public into believing that they
are deaiing with the %roader corporate entity and not witn
the subsidiary as a separate business. Where the subsidiary,
being underfcapitalised, is operating only some portions
of the business of the parent or holding company. there is
no reason why it is not to be treated so far as the liabili=-

ties incurred by it are concerned, as an agent of the parent

company.
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Such is the law in U.S.A. There is no reason why
Ftﬁe éame.principles shpuld not be applied to holding
subsidiary relatioqship in this’country; VWhere the
seperate corporate entity of subsidiary is‘pwt to dmproper
use, such és'tp def}auﬂ ~reditors, or evads the law or
escape ahy,legal obligaéion, tﬁere is no r:2ason why for
achieving the ends of ézstice the Coérts in this country
shouid not disregard tﬁegsepérate corporate entity of
subsidiary and ﬁake tﬂé iarger businessyentity comprising
-the pérent company, and the subsidiary or suﬁsidiaries as
.single business-entity answerable for all the obligations
‘pf‘the group as a Qhole. As Sanborn J. of the Supreme
Court of the U.S.A. stated " Where the nation of legal
éﬁtity is used to defeat public convenience, justify, wrong,

protect fravd or defend crime, the law will disregard the

) ) . 3 3 g N o
corporate entity and treat it as an é&ssociation of persons"i

~ Even in England the tpplicatien of the rigid rule in
Solomon's case has'beeh geparted for in Sevéral cases where
“the circumétances showed that the company‘were mere facade
congealing the true facts. It was observe':g3 "that tendency
of the Courts is to recognise 'erntity' rather than 'corporate
entity' and readily i1ift the veil where fraud'or improper
conduct is involved?? The modern tendency is that in the

case 0f groups of companies in the group, egpecially where
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4

they are related as holding company and wholly owned
subsidiary or subsidiaries, to ignor their seperste legeal

enticy and look instead at the economic entity of the

v
' o
whole groupj 4

In the case of I.C.I, V. E.C. Commission, the European
Court of Justice observed as followed :
% .
The fact that thc¢ subsidiary has a distinct

i legal personality does not suffice to dispose
' of the possibility that its behaviour might be
imputed to the parent company. Such may be

the case in rarticular when the subsidiary,
although being a distinct legal personality,
does not determine its behaviour on the market
in an autonomous manner but essentially carries
out the instructions given to it by the parent
company. “hen the subsidiary does not enjoy
‘any real autonomy in the determination of its
course of action on the market, the prohibition,
imposed by Article 85 (1) may be considered
inapplicable in e relations between the -
subsidiary and tgs parent company w.th which-
it then forms on#é economic unit. In view of
the unity of the droup thus formed, the
activities of the subsidiaries may, in certain

3 1..
cilrcumstances, ks imputed o the parent- corpany.

‘In these circumstances, the formal separa-
tion between these companies arising from their
distinct legal personality, cannot, for the
purpose of applidation of the competition rules,
prevail against the unity. of their behaviour on
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the market. Thus it is indeed the
applicant (I.C.I., which was the holding
company) which carried out the ccncerted

practice within the Common Market.

On the whote, as regards the holding
company- subsi?i%fy relationship, the true
legal position is that, though according to
‘the trend of éecision of English Courts
(our Supreme Couét and High Courts generally
follow them), thé rule in Solomon's case is
not deﬁarted from except in special circum-
stances, there is no reason why Courts in this
country should‘wchhiprgt its alter and not
take to the mor:: vindicable course rollowed by
the courts in(UﬁS.A., of disregarding the
opératév veil, yﬁen-ever'neéessary to achieve
a just and equitable resultJ.

(X) DEFINITZON OF 'MEHPER®:Section 41 (2) :

Sub-Section (2) of Section 42 provides that 'every
pérson who égree in writing to become a member of a
company and whose name is entered in its register of

menmbers, Bhall be a member of the company’'.

The words ' in writingl have been added by the Company
(Amendment) Act, 1960, While making recormendation the
Companies Amendmen~t Committee observea that "it has
been bféﬁéhh to cuy notiee Ehat in some cases on the

verge of liquidafye entries are made in the register
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K (
" of the names of person-t wﬁo have never applied for shares,
-in order to fasten liapility on these persons as contri-
buteries. To avoid this contingency, we suggest tﬁe addi-
tion of the wofds, '‘in writing' after the word ‘agree' in

Sectlon 41 (2)@6 ; ) '

This  amendment has its own significence from the point
of ‘view of public interest. Henceforth, no one can become
a member of a company, unless he has agreed in writing

to become & mewber, A&n agreement to become a member can

W

no. longer be 1nfe*red cr implied from conduc,. Under the

- English Law no such wr;ttng is requlred

-
'

Convertible Debenture @pd"Se&tion 41 (2) :

The compaﬁies have_been issuing debentures with a

conversion clause, the company being under an obligation

to issue fully paid equity shares fo; ﬁart of that amount
with the condition that. without any further act or appli-
cation bf the debenture poider the coﬁpany is obliged to
issue and allot such shares to the debenture holder. It is
also stated in the appliéation form for issue of debentures
that the appli€ant agrees to accept the debentures applieé
for and such other number as may be 2lloted to him éubject

i

to the terms of the coaversion. But the terms of conver-
i

sion would in effect se.:< vo overside the .govisions of

Section 41 {8), unless -ere is adegiiéte compliance with
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SuS;Section (2) of Section 41, there would be an irregu-
lagity Commitéed by the company in alloting equity shares
under tﬂe conversion clause without any further act or
iappliéatioﬁ by the debenture holders. The requirement

of Sub-Section (2) must also be fulfilled in cases of
cénversion-in puféuance'ﬁo the conversion clause in the:
debenture. When the company implements its obligation

to éllot shares under the propectus andhthe a@plication for-
allotment of debentures authorising the company bR wompsEsy
also contains f#§o recitals, it may serve as an agreement in
‘ writin§ by the holder to become a shareholder on allotment
of shares otherwise the allotment may be challenged as

contrary to the terms of Section 41(2).

In one of the case the Madra; High Cour"g7 observed
that "the provisions of the Companieé Act no where provide
that there mus£ be' @ written application for allotment
of‘shares and, therefore, there can be an cral application
for the purpose and an allotﬁeqt made on the basis of an .
oralvépp;icatibnﬁ apparently has'not taken note of the
- words 'in writing!' inéérted by the Companies kAmendﬁent)

" Act, 1960.

(XI) CONVERSION OF A PRIVATE COMPANY INTC PUBLIC
COMPANY DEEMED PUBLIC COMPANY (Section 43 a)

Section 43A is a new section inserted by the

Cdmpapies (Amendment) Act, 1960 with an object .that "privaté
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companies, which employ public money to an &ppteciable
"extent, should be-subject to the same restrictions and
limitations as to disclosure and otherwise, as apply

to public companies".
| |68
The Companies Act Amendment Committee stated that

"private companies are:exgmptéd from theloperafion of o
several sections of theiAct and enjoy.certain privileges,
‘pgincipally on the grouné that they 'are family concerns

in which public is not directly interésted. ‘it is hqwevgr,

’ well known that there are many private éompanies with

large éapital doing extensive‘businesg and controlling a
number of public gompaﬁ;es. This is“made possible because
of funds of other companies, public or private, are invested
in 5ﬁch'pri€at§ companies. As public money invested in

such companies, there is no reason for treating such
companieé as private companies., The problem of private
companies has always- been sﬁmewﬁat difficult. On ‘thé
otherhand, thefe afe genuine private companies which are
nothing but glorified partnerships and on the ofhef, there
are private companigs whose operations, financial énd
industrial, are far w;der than those of many public companies.
To meét this problem; the Cohen Committee created the
category of exempted private éompénigs but the relevant
provisions in the Eﬁglish Act aré yeryyéomplicated{ It was

strongly urded upon us that the sevérai exemptions -granted
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to and the privileges enjoyed by private companies should
be,withdrawn, as they are abused. But to withdraw them
ffbm nll private companies may cause hardship- to geniine
private companies. At the same time, there is no doﬁbt
that privaﬁe conéanies, which employ pubijc wmoney directly
or indirectly to a COnSEderable e%tent, shouid be subject tc
the same restrictions e?d limitations as tu disclosures and
otherwise as apply to péalic chpanies, This section was
once again amended and Sub-séctions (1-4), (1-B) clause (c)
of Sub-Section (8), SulL-“ccilon {(9) and the explanation at
:thg end baye(beeﬁ added by the Companies (&mendment) act,

t

1974,

" The Sécher Committee has Made several recommendations

in respect of Sections 43A &nd Section ég?

(XII)*' MATTERS TC BE STATED AND REPORTS TC BE S=T OUT
IN PROSFECTUS (Section 56) :

This~sec£i§n provides that: ‘&Very prospectus issued
-by or on behalf ¢f & & pany, or"by on beralf £ any person,
who 1s or has been eng..ed or interested in tf: forﬁation
3% a company shall state the matters speeifiec¢ in Part I of
Schedule II #HE set o+ *mz *8Ports specified in Part IIN
of that Schedule; and the said Parts I and II shall have
effect subject to the provisions contained in Part III of

that' Schedile; This section Dfovides for the disclosures
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of certain matters for +the benefit of the prospective

. {
investors and other pefsons dealing with che company.

1

"(XIII) EXPERT'S CONSENI TO ISSUE OF FROBPECTUS CONTAINING
STATEMENT BY HIM (Section 58)

This section adopted from Section 40 of the English
Act, 1948 enacts "a wholesome rule intended to protect the
interest of an intending investors by m?king the experts
a party to the issue of the ﬁroypectus and making him
liéble fer untrue statement. However, by consenting to
the issue of proppectus !the expert doﬂes not undertake
liability in respect'ofianything in the §rospectus except

t

his own s{:atement;qu

(XIV) PROVISIONS RELA"'NG TCO DEFPOSITS

(A) DEPOSITS NOT TO BE INVITED WITHOUT ISSUING

AN ADVERTISEMENT (Section X 58-A)

(B) PROVISIONS RELATING TO FROSPECTUS TO APPLY
70 ADVERTISEMENT (Section 38-B)
These ﬁwo sections are new and aéded by the Companies
(Amendment) Act, 1974,
'Tﬁe object,of these two provisions is_tc control the

companigés inviting deposils from.the public and meke it

obligatory £&6F¢ 5iceh compeny t¢ disclose its financisl

position and other mat’ - rs to the public.
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(XvV) REGISTRATION OF PROSPECTUS (Section 60)

=N

Section €0 provides for the registié{ion of pros-
pecfué. ft prévides that‘a copy of every srospectus must
be signed by every di »2ctor or proposed lirector and filed
with the Registrar oi Companies for registration before i-.

is issued to the public.

The objects of cthis sectioncare (@) to keep an authenti-
cate & records of the issue of prospectus, and (b) to pin

point the responsibility for the mis-statement made in the

prospectus,

Sub-Section (4) prohibits ;he issue of a prospectus more tran
90 days after it had been filed with the Registrar. The
English:Act‘containé no_éucb restriction, The reason for
thisa @f@Vision is tha£ "If the Issue is too long éelayeé,
conditions mey elter :nd what &appears ir che prospectus

when registergd may 1 v longer be valid at the end of such

a long period.’ ,

§
(xVi) gf LTY FOR FRAUDULINTLY INDUCING PERSONS TO
. o5 .

INVEST MONEY (Section 68)

'This section corresponds to Section 12 of the
British Prevehtion of Fraud (Investment) ~ct, 1939, now section
13 of *H8 Freverition of Fraud (Invesement) ~ct, 1958 which

provides that any person who, by any promise or forecast

\
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which he knows to be misleading, false or deceptive or
by any dishonest concealment of material facts, or by
' the rackless makin§ (dishonestly or otherwise) of any
_statement, promise or foreqast which is misleading, false
of deceptive, induces or &ttenpt to induce another persons
to enter into- any agreement for acquiring, distosing,
subscribing or underwriling any secufities or speculating
in them or in other propééty, is quilty of . offence and
. .
liable to imprésonment fér seven£years". This section is.
{ - }
expected to serve 'as a sﬁfficient deterent to ﬁnscrupulous
company promoters agai;st making untrue and deceptive

statement in prospectus with a view of obtaining capiteal

from the public.

The punishment prescribed under Section 68 is imprison-
ment for a term which may extend to five years, or with fine
which ray éxtend to ten thousand rupees or with- both, whereas

English Act provides for imprissénment for seven years.

Fl

(XVII) PERSONATION FOR ACQUISITION OR SUBSCRIBING ETC.
'~ OF SHARES (Sectic. 68 A) :

This section mak~., it an offence te meke appli-
cations feor shares in the name of er induce the allotment
of shares to fictituous persons. Under this section a

person who has subsScribed shares in a fictitious name or-

has in@ueced company to allot shares in & fictitious neme
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can also be held liable for an imprisonment uphbo the term
o -

of five years. It may be noted that punishment to the

guilty person is ceriainly a potent protection to the

3

public but is a poor <onzolation to the individual investor .

s ¥

- who has been cheated.’

¢

This section is new and added by the Companies (Amenc-
ment) Act, 1965 on the recommendation of Vivian Bose

Commission/Daphatry Sastri Committee,

.~ -The Vivian'Bose Commission said "that an instance

¢
i

came-té thé notice of the cohmiésion where shares of a -
-public company to the extent of Rubees 16 lakhs were applied
fof; an béhalﬁ of,1}4jnon;existing sharenolders, Although,
"it cannot be stated téat this practice is of wide spread
usage, still any‘ingténce of'sﬁch praczice shouldwbe dealt

with severly '+ ..."

3

After examining several alternative the Commission

recommendéd that

'

(i) A provigién Sﬁcujﬁ be made in the Companies Act,
whereby any person who, either mekes an application
to the Qompany<to allot or transfer its sheres in
the names of fictitious or non-existent person,
shall be punishable with imprisonment which may

extéhd to five years.
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. (44) Fhe'penal{pfovision suggested in item (i)
‘above shall:be inserted at a prominent place
{a) in eveéy prospectus issued by a company;
' and
(b) in ev Iy form of applicaticon for shares tr 3t

is issued to any person".’11

Daphtary-Sastr. Committee observed!? that "bennami
shareholding and sharehplaing iﬁ the names of fictitious
or non-existing persons are common. The object is to avoid
tax and defraud the revenue in cases Qhere tﬁé super-tax
limit is rea&he¢, and recommended that a provision should be
made in the Companies Act making it a puniéhable sffence for
-a person to apply for c¢r get an allotment of shares or
get a transfer of shares regisferéd ih.the names of ficti-
tious or non-existir: peréons or benemidars and clause to
this effect should lr inserted in every prospectus issuer
by the company and & lications for shareé‘or registration
of transfer of shares.

(XVIII) SWATUTORY RESTRICTIONS ON ALLOTNEMT OF
SHARES (Sections 69 to 75)

4

According to Law of Contradéts, allotment of shares
amounts to an acceptance of a proposal of the investors to
purchase the shares or debentures of the company, and being

a’ contract it will be subjects to all the provisions of the

x
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Inéian Contract Act, 1872. ' In addition to the provisions
of the Indian Contract Act, the Indian Companies Act, 1956
élso lays down certain restrictiocas on the powers of the
coméany to allot shares or aebentureé. These rest;iétions

are laid down under sections 69 to 75 of the Act.

"(a) Prohibitidn of Allotment unless Minimum Subscription

is received (Section 69) :

i

This secticn lays down very important condition in
respect of allotment of shares by the company. It provides
that ‘no allotment shall be made of-any share capital offered
té the public for subscription unless the &m&unt stated in
the prospectus as thg riaimum amount which must be raised
by the issue of sharés capiéal in order to provide for the

. LN
matters specified in clause 5 of Schedule ITI has been 1.
subscribed, and the éum payable on application for the amount
sd‘stated has been paid to and received by the company,
whether in cash or by a cheque or other instrument which

has been pald.,’

'It may be‘noted that the conditions laid down in tﬁis
section apply onlyrto'share and not to debentures. The
purpose of these provisidps is to curtail the promotion of
undef capalitisedmcoﬁpéniés.

Here attention may be drawn to the Circular letter

of Ministry of Finanée,;Department of Economic Affairé13



.on the subject of allotment ~f sheres in the event of

ever-subscription of public issues.

According to the circular in the event of over-
subscription of public issues, especially where the‘issues
‘are heavily over subscribea, the scheme of allotment should
be framed in such é manner that the interests of the genuine
small investors are promoted and~widest possible dispefsel
of thg shareb&lding takes place. IL has, therefore, been -

. decided that in the ever}‘cf over-subscrip*ion of a public

ot
issue offer for sale inrended for the listing of the shares

on the stock exchange, the scheme of allotment is inter

alla settled by the stock' exchange in the following manner:

(a) The allotment is predominantly in favour of the
applicantshin the lower categories of 50 to 200
-shares of the face value of Rs. 10 each. The allot-
ment by drawal of lots;«whereVer necessary, should
begin with. 25 sharés and should be iﬁcreased progre-
ssively ih multiple thiereof, It should be the
_endeavour %o ha{é about 200 sharetoluers for every
RBse 1 lakh 'of shhre capital issued/offered for sale
especially in ths event of‘issueé ever=-subscribed

~~~~~

By Mdke than 10 1 wes.

(b) The allotment pe¢ nplicant does not in any event

exceed 500 shares of the face vealug of k. 10 each.
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In cases of excessively heavy oversubscri=-
ption say issues over subscribed by more than
20 times, the ceiling could even be reduced to

'250 shares g%r vpplicant,
b o

\ (c) It further é:ovided, that if, for any reason,
allotment of more than 500 shares per applicant
becomes unavoidable, the prior approval of the '
Government in’th}s department should be obtained

for the scheme of allotment.

FPublic interest require that small investdrs should be

" encouraged tc invest their saving in shares of the companies
and at the same time it also réquires that the investors
indulging into‘gambing and other transactions in respect &f
shares should be stopped. ‘The purpose of the above circular
'is to have widest dig;efsal of shareholdings in joint stozk
companies. :

\

(b) Probibition of Allotment in certain cases unless
stotement in lieu of prospectus delivered t¢

Regisirafr (Section 79} 4 -

It may be stated that a public company may invite the
general public to subscribe & capital of the company, and
~for this purpoée it must issue a prospectus, However,
if the promoters’afe Eonfident of raising the required

capital frem reiativ%é and friends, it need not issue a
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prospectus in such a case & statement in liwu of pfos—
pectus may be filed with the Registrar of Companies. In
this connection #u section 70 provides that a company
with share capital, which does not issue & prospectus of
which has issued such a prospectus but has not proceeded
to ailot any of the shares offered to the public for subs-
cription shall not allot any of its shares or debentures

unless, at leazst three days before the first allotment of

elther shares or debantures, there have been delivered to
the Registrar for reggstxation a stateme .. in lieu of
prospectus, It shallgcontain the particular set out in

Schedule III.

“

yal
The object of tnis section is,preserve an authori-
Lom

tative record of terms and conditions of issues of shares

or debentures. The provisions of this section is épplicable
to both issue of shares and debentures where the provisions
of section 69 is applicable to shares only. & private
company is neither required to issue & prospectus no¥ to

file a gt&tement in lieu of presgpectus.

An allotment made by & company to an applicant in
contravention of the :cewvisions of secti-~—s 69 or 70 will
be irregular allotmer . An irregular allotiert is voidal.
at the option of the applicant within two montl:s (under
the previous ACt it wes on€ fmonth) of the statutory meeting

of the company or in any case where the conpény is not
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required to hold & statutory meeting‘or where the allotment
is madé after‘héléing such a meeting, wifhin two months
of the date of the allotmené;ﬂ4 |

The éllotment shall be void, notwithstanding that the
company is in the coufsé of 5eing’wound—ul§15 It was helél6
that the éllotee must i;form the cémpany that he avoids Fhe
allotment within two months. It is not nebessary that the
allottee should commen%églegal proceedings ,within the said
period provided he has @iven notice of avoidance within
two months. But legal proceedings shduld be reasonably
prompt thereafter if they are to be brought. in another-
‘casgl7 it was held that ‘unless the allotment is &b initio
void, where an ailotee wants to avcid an irregular allot-
ment, he must do so in the manner and within the time limit
provided by this section., If he does not take any steps
in time ané waits and after the expiry of time wher winding
up proceddings against tﬁe company are taken, he applies
under this section or applies to the Court Zor restidication
of the Register under fection 155, the Courc will not

i
4

exercise its discreati:n in his favour.'.

() Irregulér allotment and Ractification :

In one of the caséle it was held that an irtreqular
allotment of shares made by the directors in excess of their
powers may be subsequentlyrm ractified by the shareholders at

& general meeting.
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It may be stated that this section applies only
in\tﬁé case of applicants i.e. those who have made applications
. for shafe. It does nbﬁ'effegt the position of those to whom
shares have been alloted surrepticiously or withont their applying
for them. For ig such case any allotment made will be a§ intio
void, as there is no power ts aliot shares to pﬁrSOns who ha&e
not applied thereocf. An agréement in writing is neceésary for

. a-
any person becoming & member ochompaang.

Further no allotmzit 3h:2li be made of any shares in or

debentures of a compahny in pursuance of a prospectus issued

i

generally, and no proceedingsishall be taken on application made
’ i

-8 - A l - L3 * *
“in pursuance of & prospectus so issued, untill the beginning of

s

the fifth day after that on which the prospectus is first $ssued
0

0O

or such iater time, if any, as pay be specified in the prospectu%
The object of this provision is to give applicant sufficient time
to stgdy the prospectus and to withdraw their offer to subscribe
for shares o¥ debentures inrﬁise they are not sarisfied with the

prospectus, ;

' The purpesge underlying this segtion is thus explained by

the Company Law Comitiftee :

"Under the existing law, a company is not required to
keep its subscription list open for any period. &n eppli-

cant for Shares is also at liberty to withdraw his application
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before the allotment is made. The state of law has set

in motion two unhewgrhy tendencies to which our attention

has been called by éertain witnesses. It hés been pointed
out that in some cases the subscription list is closed

on the very day it is op;nﬁ conseguently th2 public have

no time to digest the ccrtents 6f the prospectus, much the
less to obtain independent advicé, such precipitate action

is evidently not in accord witﬁ the intentions of the )
Legislature which by prescribiﬁg detailed particulars to be
inserted in a prospectus, must be presumed to ﬁave expected
the intending investor‘to consider the informationﬁ contained
in it before he risked his money in the particular venture.
Furtﬁer a qlass.of persons, colloguially known as ‘stage’
in the investment WOfld, w4 has arisgn who p;efer to make
applications on‘a‘lafge ccale with a view of reaping quick
pfofit on resaie'at a.premium while the going is good, but
who would be quick to wgihdraw the applications of ﬁhe
slightest prospect oh éhg issue being found unpopular,

Both these tendencies éo %ha whilh the Cohen Committee has
also drawn‘attentién in paragiaph 19 & 20 of its Repodw
afe‘attfibutable to the present unsatisfactory state of the
law énd call for some action. A remedy is proQided by the
new section 50 of the‘Engliéh Act under which the subscription

list is to be kept open for three days after publication

of the prospectus. Having regard to distances in this
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country in thé section proposed by us, we have
increaéed this period to five days. In the Englésh
section, a provision has been made preventing applicants
from withdrawing their &pplications unless any person who 1s
a party to the issue of the prospecrus, é.g. an expert has
withdrawn his consent Yy advertisemegt.as provicded by
section 43 of the Engt%sb Act, whicﬁ corxresponds to the
proposed section 97 and item 20 of the Addendum to the
Annextu}e of our Report. We have retained this provision
in the section proposed py us. We have, however, suggested
as addition to Sub-Section (7) to the effect that the closing
of the subscr;ption list sh?uld be announced by the company
and that the allotment should be made and the notice of
allotment given not later fhan the téhth day after such

closing. This additions appears to us desirableﬁd21

As per notificatior{22 subscription list should be kept
open for a maximum pérﬁod of 21 days from the date of opening
in case where the pdbiic issues are not wuderwritten by

|
the public f£inancial institutions.

(d) Allotment of Shares and Debentures to be Dealt’uin
on_Stock Exchange (Section 73) :

Section 73 lays down specific provisions for allotment
of shares and debentures to be dealt in on stock exchance.

It provides that where a prospectus @tates that an spplication
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-has been made or will } & made for pgrmission of share or
déﬁenturés offered thex%by to bevdealt in pne’cr more
reéognised—stock exchaﬁée, such prdspectus shall state
tﬁe name qf the stock-exéhanqes or, as the case may be,
each such stock exchangé.‘ It further provides that any
allotmeht made on an apélication in pursuance of such

a prospectﬁs“shall be void if the permission has not been.
applied for before the tenth day after the issue of the
brospectus or where such permission has been applied for
‘Before thatuda§, if the permission has not béen granted

. before the expiry of ten weeks from the dete of the closing

of subscription lists. -

This section is basid on section 51 to the English
Act and incorporéted on the recommendation of the Company

Law Committeela23

which observed that "it is usual for a
company to state prominentiy on the face of the proppectus
that an application has been madé or will be made to a stock
éxc@ange for quotation 6f the shares or debentures offered
yby subsc#i?ﬁion. The object underlying Ehis statement is

to give an a&surance to the intending investor that the
share will become marketab;e and to induce him to subscribe.
Our attention has been drawn to the facts that in many caéms

in spite of this statenent contaiined in the brospectus the

necessary permission is rot sought ¥ sought only after
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s

considerable delay. cee We have tried to fol'ow section
51 of the English Act ... where the permission has been
."' " M

£ .
refused the company has *'> cspay the moneys co the

applicants,”

:

It may be submitted that the provision that even if one
stock exchange does not orant listing or refuse listing,
the subscription received shoulé be refunded, is top.onerous
a responsibility and may result in dissuading public companies

from getting listed in more than one stock exchange.

(e) Return as to Allotment (Section 75) :

. Whenever a company with a share capital makes an§
allotment of its shares, it must, within thirty days '
thereafter, file with the Registrar a return, known as
‘return as to allotment'. It must contain ine matters

. i
specified in the section.

P

(XIX) . RESTRICTION ON PURCHASE BY COMPANY, OR LOA&NS BY
COMPANY FOR PURCHASE OF ITS OWN OR ITS HOLDING

It

COMPANY'S SHARES (Section 77)

As per the provisions of section 77, no companv
having share capital can buy its own shares unless (a) the
conéequent reduction of capi;al is effected and sanctioned
. in azcoerdance with provisions of sections 100 to 104 or
(b) where the Geust makes au ordef £0r the purchase of its

owni- shéres by the company under section 402 for prevention
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of oppression or mismanagément. Similarly #so public
company'or private compan¥ which is a subsidiary of

I {
‘@ public company can g%;ejflnancial assistance in the
form of loan or guarnntée%or provision~of security to any
pérson for ihe purchase }E its own share or the shares
of its holding company e%cept, in the cases exempted from

the purview of the sectioca.

The reason for thi% restriction is that such purchase
eithef amounts to ‘'trafficking' in its own shares thereby
anabling the company, in an unhealthy manner, to influence
the price of its own shares in the market, or it operates
as a reduction of authorised capital which can only 5e
‘affected with the sanction of the Court, and in the manner laid

down under section 100 to 102224

Further restriction as regards financing the acquisiticn
of a company's own shar:: is‘to’pr@V&nt improuper use of its
assets by spedulators ir manegerient of a cempany, who, by
such a;quision may geek(to obtain controi of'the Conpany

foxr their own advantege.

It m&8y be noted that the sectiof .does not apply tc the
case of any holding company purchasing the shéares of or
lending money to any person for purchasing shares of its

subsidldaries.



142

Although a company cannot purchase or holds it own
shares, & bequest of his shares by a shareholcéer to the
‘company is not 1llegal, fhe companyvmay have the shares
‘transfer:ed to a nominee in trust for itself, the nominee
'being é person qualified to hold shares under the company’s

125

Articles of Association.

It may be noted that what sub-Section (1) prohibits
is the buying of its ow: sﬁaresiby a compar,. It does
not prohibit the receivéng by way of gift, or surrender,
if any, of such shares.: But while holdiné of its own shares
by a compaﬁy, in whatever manner'acquired, will have the
éffect of & reduction of capital, the holding of them by a
nominee or trustee will not havé that effect, though the
nominee or trustee will be obliged to vote as the company

may, from time to time, difect£26-

(XX) REDUCTION OF CAFITAL (Sections 100 to 104)

It may be stated that' the issued capital représemts
a fund available to meet the debts and obligaticns of the
company. Compenies do s ot cenerally eall *..e full value of
shores at one time. Th: uncalled capital acts as a future
security for the company's creditors. Therefore, any
r@ductioﬁ of capital, cal;ed up or uncalled reduces the
security of the creditgré; It is for exactly these reasons

i
i
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that a_cémpany is not allowed toc buy its own shares as

this would amount to reduction of capitsal. Similarly/

there ‘are F:number of gestrictions on the power'of the
company to forfeit shares or to accept surrender of

sharés, as this wou's also reduce its capital. Thus all
safegﬁards have beem;provided fér in the Companies Act to
(conserve the capita?iof & company, However in genuine cises
a company limited by shares or a guaréntee company with a
share capitél is pezmitted tc reduce its capital by section
100 of the Acﬁ: In order to reducg capital the company

is required to follow procedures laid down under the other
sections of the Act, particularl& section 100 tc 104 of the
Act. The object of all these provisions is to protect the
interest of the shareholders and the creditors of the company.
As per section 100 the company is required to pass special
résglﬁtion at the meetihg of the company, under secticn 101
an agplicatkon is reyaired to be made t. the court for
ﬁohfizméﬁion of redu..tion of capital, section 102 lays deown
the power ©f the courst and its also lays down duty of
disclosure, under section 103 the order of the court and
minute are required to be registered with the Registrar

off companies aﬁd section 104 lays dcwn the liability of members

in respect of reduced shares.
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TRANSFER OF SHIéSS IN OR DEBENTURE OF THE

COMPANY NOT TQ 3 REGISTERED EXCEPT ON PRODUCTION

OF INSTRUMENT OF TRANSFER (Section 108 (1-2),4-B,)

(1-C), & (1-D),

Sub~Sections (1=2), (1-B), (1-C) and (1-D) were

inserted by section 13 of the companies (Amendment) Act,

of 1965, but again, Sub-Section (1-2), (1-B) and (1-C)

were amended in their present form by the ccmpanies

{Amerdment) Act of 1966 with provisions that they shall be

deemed

to have some into effect on lst April, 1966,

Sub-Section (1-2) seek to impsse restriction

period

of currency ‘of wiaiik transfer form un the

H

of recommendation in Ebra 19 of the Commission's
H 1

~The- restrictions imposed by this sub-Section are

(a)

(b)

that every ins%rument of transfer shall

the prescribed‘form (Form No. 7-B given

‘on the

lines
report.

»*
*

be in

in

Appendix I) bearing the date of issue stamped

by the prescribed autherity, and

that the said instrument is required to

be

delivered to the company (i) in the case of shares

dealt or quoted on & recognised stock exchange,

at any time before the date on which the register

of members is closed, in aé€ordance with law, for

the first tir. after the date of presentation of

l
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the prescribed form to the prescribed authority
under clause {3) or within two months from the

date of such écesentation, whichever is later;

5
"
%,

(11) in any cgher case, within two months from

the date of such presentation. These restrictions

are designed to curb tne abuse inherent in the

system of blank transfer. However, the &bove time
limit; éhall not apply to any shares held or deposited
in any body corporate etc. as specified in Sub-

( Section (1-C) or Section- 108.

Sub-Section (1-D) empowers the Central Government to
extend, on an application made tc it in tha. behalf, the
period mentioned above “y such further time as it may deem

fit in oeder to avoid | ardship in any parcicular case.

As soon as éhe n2w provisions ceme into operaiion,
gquestion arose as to whether the'éffedt of these new
provisiensg was only to regulate aqﬂ c¢cntrol the currency
of blank transfer of shares or to prohibit them altogather.
As views were divergent on this point, it was thought that
in erder to maintain the smooth functionific of the stock
exchange and ¢apital marksat it should ge made clear that
the object underlying the new provisions was not to prohibit

bldRk transfer altogether but only to restriet their currency.



146

(a) The Sysfem of Blank Transfer - A Legislative
Attempt to Control it (Sub-Section (1-AX, (1-B},
(1-C), and (1-D) of Jection 108 :

What is blank trénsfer? It means to transfer the
documenf.without writi. ; the name of the huver. Usually
“'in the cése of blank té&nsfer the seller only fill in his
name éﬁd signature, Neither the buyer's name and signature
‘nér the daée of sale are filled in,vin thé transfer form.
The advantege of this system is that the buyer will be‘at
1i5erty to sell and transfer it again without filling his
name or signatgre!to a subsequent buyer, thereby he can
avoid the payment for the transfer stamp and new deed of
transfer in favour of the.buyer. The process of purchase
and sale can be repeaﬁed any number of times with the blank
- deed and ultimaﬁely when iﬁ reaches the hands of one who
wants to retain the snares he can £111 in his name and date
and get 1t registered 1 the compéany's bo... For this
"~ ultimate transfer and neéistration, the first seller will !
bé treated as the' transfer or even if it happens years after

his deathl?’

Blank t¥ensfers are comnion, ROt only in cases of sale
of shares but also where shares are offered as‘securit§
by way of mortgage and otherwise. The important features
of & blank transfer is that the transfer instrument is

sigred only by thie transfefor, neither the transferge's name
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and signature, nor the date of sale are filled, in the
transfer form, and then welivered to the transferee along
with the certificate of the shares so that che transferee
or any other person tcwvhom it has been transfered, may
complete the instrumen% by putting his name and siénature
and lodge them with the company for registration of the
shares in his name in the register of members. The
advantaée of this syswenm lé tha* it saves the trouble of
complying with the formalities of transfer every time and
it also saves vhe payment of stamp duty on each successive

transfer,

¥alidity of Blank transfer :

The blank transfer ic one of the recognised mode of
transferring documents from one person to auother. The
ohjeet of the new Sub-Soctions of se€tion 108 is to control
and regulaté the curreucy’of Blank transfzr and not to
prohibit blank transfe aitogether. The Supreme Court,’z8
recognised the vslidity of ‘'blank transfer' where the name
of trihaferor is enterel and the trangferor, signs the
transfer with thé sharé scfip. annegfed, and hands it ovér
to the transferee who, if he chooses, may conplete the
tféflsfer by entering his name aﬁd then apBply to the company

'

to register KHl# name in the B3888 6f that of the trinsferor.
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(b) The éosition of Transferee in the Case of Blank
Transfer : ' ‘

A trensfer in blank, when. accompanies by the share
certificate or scrip carries, to the transferee both the
iegal and equitabie right in the shares and aiso‘the’right
to call uéoﬁ the coﬁpany to register the trenefer. 1In the
words of Lord Watson, "tge person to whom i+ i.e, the blank
transfer along with the gertificate is delivered , can
effectually transfer his interes£ by handing his certificate
to another, and the document may thué pass from hand to
hand untill it comes into the possession of & holder who
thinks fit tc insert hié own naﬁe as transferee, and to
present the document to the dompany for the purpose of
havihg his name entered in the register ¢f shareholders

and obitaining a new certificate in hisg own'favour}29 It

is to be noted, in order tou complete the blank transfer,
the share certificate ;houié alse be delivered along with

the blank transfer.

' The question, wk"usz'!:l'le:}w a blank transfer can be completed
by the é?ansferee by inserting his name &nd signature and
pfesented to the company fof registration after the death
of the transferér‘recently afose in an appeal before the

é30

Compdny Law Board under section 111 of the Ac and

Mr, P.B.Ménon of the Board fellu¥ifig the decision in Bengal
¢ ‘
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-

Silk Mills Ltd.‘31 har “correctly expres: :> the view

{

that a blank transfe_iinstrument can be completed by
filling the ﬁame and ;ignaﬁure of the transferee even

after the death of the transferor, and the company cannot
refuse to register the transfer on the ground that the
signing by the transferee aftervthe death of the transfeoocr

132 it was held that

would not be valid." 1In another case
“where shares in blank transfer forms signed by the transferor
are gifted to a ddnée? and the share certificate relasting
thereto are also hénd%d over along with it, the transfer

will beﬂcompleted on %he signing the Form as transferee; and
the death of the transferor subsequent to his signing and
handing over the biaqk tiransfer form and the share

<

certificate will not{-ffect its validity".

A transfer, when acéppted, relates back to the date

of executicn of the iastgument£33

Whére shares are transfered whether under a reguler
oxliﬁ‘blank transfer form, but the transfer ié not

registered either because the gompany has refuesed to

:registered or the transfer deed has not yet been delivered

to it, the rights of the transferor and transferee in respect

oT the shares are thus summarised by the Supreme Courtg34

"that tlie troansferge of shares trorsfered

1

- by way of bleé X transfer has not .he benefit
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of a legal title until his name is

entered in~the register of members,

although the completion of the

transaction by having the name entered

in the register of mémbers relates back

to the time when the transfer is made.

During the period that the transfer

exists between transferor &nd transferee
without emerg’rg as & binding docunent

upon the compsyy, equities exist between
them, but not ?etween the transferee and

the company. tlhe transferee can call upon
the transferor to attend the meeting, vote
according tou his directions, sign dcocuments
‘in relation to the issue@nce of fresh capital,
call for emergent meetings and inter alia also
éompel the transferor to pay such dividend

he may have received. But these rights,
_though they, no doubt, cloth the transferee
with an eguitable ownership, are not
sufficient to make the transferee a full
owner, since the legal interest vis-a-vis.

the company still outstands in the name of

the trénsferer ané &lso ¢alls upon him to

make payment ~f aﬁy unpaid, capi+al, - which

in a company .nder thé blenk treunsfer and in
whose name th. shares have hot beén registered

- in the books of the .company i85 not a 'share~

holders' in respect ef such shares within
the.meaning oﬁfSec.w18'(5) of the Income Tax
'Act, notwithstanding his equitable right to
the dividend on such shares." '
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{(c) Transfer of Shares and Foreign Exchange Regulation

Act, 1973

Before any transfer of shares by or in favour of
non-resident is considere%? it is necessary 1o sSee whether
it contravenes any prcvisémn of the Foreign Exchange
Regulation Act, 1973, 1In particular, it mﬁst be noted
that no transfer of shares ¢an be made or registered in
favdﬁr of a person not resident in India, unless Reserve
Bank permission has been obtained (Section 19 (1) and (4)
of the Poreign Exchange Regulation'Act;_1973) " And as per
\Sub~5éction (5) no transfer by a non-resident to a resident
6r non resident can be valid, unless the transfer is con-

firmed by the Reserve Bank or exempted by the Central

Government.

{(XXI1) RESTRICTION ON TH[.ACCUISITION‘OF SH[TEé
(Section 108 A) ]

Section -108 A provides that except with the previous
approval of the éentral Government, no individual, group,
constituent of a group, firm, body corporate, or bodies
corporate under the same &agagement, shall jointly or
severally acquire or agréé %o acquire, any equity share
in,a)publig cémpany or in a subsidiary thereof, if the

total holdings e%88ed, because of tnese gcquisitions, by

more than twenty five percent of the paid up equity share
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capital of such a comrany.

Object of the section

This section is inteéded to meet the cases of ‘take
. ‘ f .

over® bids b§ group of cémpanies. Sﬁch a take overs are

apt to adversly affect the interest of non-controlling
sharelhiplders, particulariy public financiasl institutions

who are kept in the dark while secret negotkations are
entered into with these having contrcl of a company.‘The
former are deprived of se opportunity of having any share in
- bargaiﬁ that may prov% profitakble and are forced to
cpntinue with their shaies in the company while management

. passes into unkn&ﬁn or undesirable hanas. ‘Stock exchanges
have complained about the 1nadeguency of the existiné
provision§~to prevent suchnanonymdhs and cladestine take
6ver. Suggestions have been received from other knowledge-
. 8ble guarters as to the need for uréent action to prevent
or regulate such a take overs., It I8 therefore, proposed

to provide for the requirement o¢f Governmental approval
before completion &f any take over either in one transaction
or a series of transactinns resulting in the acquisition

of shareholding in the :jygregate of over t.znty-five per
cent-BY & "group" or ccwbine having the common intenti.

of -acquiring contrel over the company concerhed. The

proposed restrictions will apply to companies having total
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paid up capital of not %esé than Rs. 25 lakhs and private

companies which are subsidiaries of such public companies

(clause 10). ) i

It may be mentioned that the.Sacher Committee has

recommended transfer of this section tc Monopolies and

Restrictive Trade Prac.: c~3 Act)ss

(XXIII) TRANSFER AND @RANSMISSION OF SHARE=~REFUSAL TO
REGISTER A TRANSFER (Secticn 111 (5-A):

Although the¢ right to transfer shares is a

‘ statutory righ£ confirmed by section 82 of the Act, yet

it is common for articles to provide'that director shall
have power to refuse to register a transfer on reasonable
ground. The directors in exercising their discreation while
refusing to registef a transfer are not bound to give reasons
for their refusal, However, under Bub-Section (5-A) as
gmenﬂaé 5? the~Companies (Amepdméﬁt) Act, 1267 the Central
Governmént may reguife rthe Company tc disc;ose to it the
;easons‘for such refuséi and, oﬁ the failure or refusal of
the company to disclos such reascns, tﬁe Central Governmer t
' may preSuding that the disclosurey if made, would be unfavou-
rable to the ccmpany. e Central Goverhment may either

reverse the decisicn of the company or confirm it.



154

N

In case of private :m any, the very d:’inition of
kY
¥

private compan3}36 requi%es‘that‘it should, by 1its articles,

=

restrict the transfer of its shares, andlits total number
is also limited. Under the circumstances a very wide

disc:eation is vested in the directors.f37

In addition to this section, section 155 of the Act
confirwé right on the members of the company to apoly for
the rectification of the register of members.

(XXIV}? DECLARATION- AS TO SHARE AND DEBENTURES HELD IN
TRUST @

:

Section 153 B provides that where any shares in or
debentures of a company'#re held in trust by any person.
i.e. trustee, the truste& shall within a specifie¢ time

make & declaration to ti¢ public trustee.
. -
As regards the objeétfand'scope of these sections,
i.e. section 153 A and 1538 B and of section 1874, the
following extract from the Finance Minister's statement

at various stages of the Bill are sufficiently explanatory.

"While “Yovernment have no intention to interfere with
the positlon of trust's equities, it has often happened that
certain types of trust hold large amount of ecguities and the
people who are in managemernt of these Lrust use those

eGuities for the purpose of having control..s

Direct Taxes Admiriscratiofi Enquiry Committee has drawn

attentién to this fact of trust funds being invested and
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i

oo . .
utilised for furthe;inggdonor's»bu51ness interests,..

The intention is only this-that the holding of -
securities by trusts shoulcé not ﬁe psed by a group of
persons for the purposes of augmenting their own voting
fights. That is the mairr intention. It is not & guestion
of divesting aunybody of any rights. I do not see how the
identification of the vights of the p~rson. who exercise
the right to vote and é%at of the trust can be ecusated.

Here nothing is souéh( to be tiken away, except that you do
not exercise the vote direct but exercise through public
trustee... The 5verall intcntion of the Government is that
the aggregate of the voting right of an individual who
control the trust and the property’of the trust was such
which he handles, is not used for some purpose not wholly
necessary in the interests of the trust,.. We do not want to
interfere with the ordinary right of & person w"c is managing
a truse as a shareholder.... The vétes in regard to eculty
holdingse ©£f trust are misused for the purpose of concen-

trgtion ¢of economic puwer"}BB

It may be noted t~at while Section 153 says that no nc:ice
of any tiU&t shall be entered iRfo {i~the recister of membors,
section 153 B requires, that every person tc whom the section

gpplies, holding sharesz or -debentures in trust for any other

‘person Of fer any chariteble er other purpose, should make
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a declaration to the public trustee appointed under section
153A, and should also éénd a copy of such declaration,

-éo the company cohcerngl, vithin twenty o days éfter
making of the declaratien. Thus though no notice of any
trust shall be enteredran the register, the company must

be given notice of the trust., Non-ccompliance-is made

punishable,

Sectioﬁ 153B read with Séctidn 187B does not apply to
anytrust (i) implied or constructive trust or to bbligafions
in the nature of trust. It applies only where shares are
held under an express trust created in writing.\39 (ii) Unless
the amount of the trust's monies invested in the shares
or debentures of any éip@le company excesds one lakh of rupees
and even where it excvfés oﬁe lakh of ruprees if it cdoes not

exceed five lakhs of cvpees or twenty five per cent of the

pald up shares capitai of the company, which is less,

The object of tl.e new provisions as explained by the
Finance Minister is to sto§ the mis~use of the voting rights
by the persgcn who control thevtﬁuat and trust prcperty.

- Debentures does not carry votiné rights and therefore it is
not cleaf why it has been incorporated in the new provision.
The Ssacher Committeé4o has rightly recomme¢nded "for the
deletion ©f the word 'debenture' £Eom the section. It has
also reccmmenced for the consolidation of fections 153, 1534,

153 B and 187 B as this sections relate td the appointment
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. of public trustee, declaration to made to Public Trusteé
and the exercise of voting rights by him. Further it has
récommended for the inclusion of constriictive trust within
“the neaning of the expression instrument in writing, it has
recé&mended for ;ingletc;iteria in for computing the value

J40

of the shsres in place »f iwo criteria.'

(XXV) EXERCISE OF VOTING RIGHTS IN RESPECT OF SH.RES
HELD IN TRUST (Section 187-B) :-

The public trusfee is entitled to exercise the
rights and powers of a member (including the right to vote
by proxy) at the company's meetings in respect of shares
held in trust and regarding which & declaration has been given
to it under section 153 B. However, the public ﬁrustee'may
‘abstain-from exercising these powers if, in his opihion,
the objects‘of the trust Qr interesfs of the beneficiaries
of the trust are not lihklf to be adversly offected by

such abstentionl41

The object of this xeétioﬁ i8 %o prevent the use of
Qoting righﬁ attachéd o shafeg held by trust for the
‘advancement of personal interests of the donof, it is

" considered necessary to regulate the exercise of such-
right in suitable csses, with a view to securing proper

management of the company iﬂ the interests of the shareholders

and the -Company -at large.
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(XXVI) DECLARATION BY PERSON NOT HOLDIKG BENEFICIAL
INTEREST IN ANY SHARES (Section 187-C) :

The Compenies (Amendment) Act, 1974 has also added
two other secticns i.e. gectidns 187 C and 1387 D making it
obl;gatqry that all ben-1i holdings of shares in existance
at the commencement of (Aéendment) Act must be declared both
by the benamidar and beneficial owner and the failure to do
50, will be punishable, ‘Investigation has also been proposed
for the purpose ¢of ensuring compliance with section 1878.. It
is expected that these provisions will be helpful as a check
-upon any possible evasion of the proviksions relating to take
over bid. However, Sacher Coémmittee has recommended for the
deletion of this section on the gtound that no particular
advantage h&s rebulted from the operation of the section and
has led td.considerablu saper work both at thne end of tbe
company and &t the end ;f the Registrar, kesides making the
law little harsh on the general members &f the public owing
small oF insignificant number of shages. In place of section
187 C it has reccmfended for the incorpdration of provisions
like Section 12 (3) of phe Banking Regulation Act, 1949 which
make. aﬁresumption of-tﬁtlé in favour of the registered

. |
holder of 5hares£42
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(XXVII) POWER OF THE CENTRAL GOVERNMENT TO CALL ANNUAL
GENERAL MEETIYIC (Section 167)

%

As per the pr;.isions of section 167, if the company .
fails to call an anpua. §eneral meeting within the time
limits prescribed, Central Qovernment may cali or direct
.the calling of a genéral meeting of the company, on'the”
application of any wember of the company who has a right
. of votiﬁg. Thé Central Government can give any ancillary or
consequential directions which i£ thinks expedient in relation
of calling and conducting of. the méeting. The meeting so

held shall be deemed to be an)annual general meeting of the

company .

So far as thiswsection is concéfned, the underlying
policy is to exercise t .o power only where the :ianagement :
is fQund.to be unwillin; to convene an Annual General.&eeting
of the company with a Qiew of keeping the share-holders in
dark about the affairs ~f +%3 company or where the management
is unable to convene the meeting on account of party faction
or wther like réason. Under the previous Attt this power was
with the @ourt. Under the present‘é@t, the powéfAto call
meeting other than Afinial CGeneral Meeting is now vested nét

in the Court but in the Company Law Boaré%s'-



160 -

Can_an individual membe : coastitute a valic meeting?

ordinarily, a singl: member cannot constitute a
valid meeting. A meeting means the coming together . .of

more than one persoﬁt |Fur#h9§; one of the requirements of

a valid meeting is the péesence of qu@ru$44.

|

However, when the Central Government calls or directs
the calling of an annual general meeting it has a statutory
authority to direct that one member present in perscn or by

proxy shall be deemed to constitute a valid meeting}45

(XXVIII) PROHIBITION OF TAX~FREEZ PAYMENTS (Section 200):

A company is nnt allowdd to make wiy tax-free
-payment: of remuneration:ao its officers or émployees. The
intention underlying th s provision is to prevent création
of & class of persons who are immune from any future increase
-in taxation. Thisgprovisien correspondence to section 189
of the énglish Act, 1948, 1In England Chhen Committee pointed
out the prineipal obfection to the practice of making tax-
free payment is that it creates a class of persons who are
immune from any futu;e increase in taxation. Further,
this practice has the effect of making it difficult for
shareh0lders to assess the burden impesBed on a company by

-4

its salaries and wages bill.
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(XXIX) MANAGERIAL AND EXECUTIVE REMUNERATION (Sections
198, 309 to 311)

The regulation of managerial appointment and
remuneratién is a speciel feature oﬁ the Company Law in
this country. So far as the appointment &f managerial
personnel, particular{v directors are conc-~rned detail
provisions are laid d&wn under sections '52 te 270 and 274
to 279 and 283 and 28@'of the Act. 1In case of remuneraticn
sections 198 to\206 and 309 tb 311 lays down detail provi-
sions, in that réspeﬁt. The present section 198 provides
an overall éeiliﬁg of 11 percent of the net profits as the
magimum méhagerial remuneration that can be paid by a
. company., Within this ceiling, a single maﬁaging director
or a whole time‘direcﬁor as per section 309 can be paid
‘maragerial ;emuneration upto 5 per cent of the net profits
ané if ﬁhere are more than one mandging direc&or or whole
time direétor, upto 10 per-ceant of the uet profits. These

[
maximum percent8ggs ; -wrafént a kind of sub-ceiling withir
- . , .

the overall ceiling ¢! 11 per cent. The present law also

permits the directors other than the managing or whole tine
dire€ter to receive by way of remuneration, for all of thew

.

togather, & réfenerstion USto 1 percent of the net profits.
‘Where the company has not appointed any managing .or whole-
time director, the directors of the company may be paid

.collectively & remuneratien 116t excedding 3 percent of the
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net profits. It is also permissible within the existing
law to pay remuneration bgyond these ceilings provided the
payment of such remuneration is by way of minimum remune-
ration and is also approved by the Central Government, The
ceiling for minimum r:nuneration wnich i, payable in case of
loss or inadequancy ¢i profits is fixed at Rs. 50,000, for .

' , .
all manageriai persongel togather and the payment of miniruam
remuneration whether within or beyond this ceiling is required
to be approved by the Central Goyernment. The present
provisions of the Act and the rules alsoc reguire the Central
Government to take into account the size of the company's
capital, its operations and its profitability on the one hand
and the gualifications and experience as well as the integrity
of the individuai to be appointed as managing or whole~time

(o
Airector, on the other.,

Within the staty ory limits laid dewn by the provisicns
of the Act, the Cent:'.1 Government has also 1aid down cert.ain
administrative guide. .nes prescribing tlie monetary ceilinuzs in

. a5 .. = . . 4
respect Or salary, commissied andg p@rqu1s1tes} 6

The object of all these restrictions on the managerial
rémineration is to safeguard the public interest and the
protection of consSumérs from exploitation. Here it may be

mentioned that in India a ligher price is paid by the



163

consumers more often because of shortages rather than
because off high 'cost of production'. Regulating the
remuneration of one or a few individuals cannot be
justified even if cné were to imagire that 'cost of
production' is thé only factor that determines the price.
After all, the elemen*t of cost of producticn is total
managerial remuneratio?, which is regulats® by section
198, and not what an igdividual gets witlin th'is over&ll
ceiling. Further lac%lof adequate remuneration results

in the managerial persénnel“leaving the country in large
humbers and depleting this scarce resources at & time'when
the country is about to make rapid strides in its eccnomic
activities. ‘Another undesirable effect of such artificial
restriction, which in particuler begs the remuneration at
a given level, is that Faving reached the level-there is no

i

incentive for further efforts. This has resulted in hords
}

£ manégers doing a job which €ould otherwise be done by a

Q

single mendger properly motiv¥&ted and rewunerated, It méy
be stated that though '-ome limitations in public interest
may be desirable, the :xisting limits which already operat:
today are totally insu. ficient to attract competent persons/
professichal managers whom the com@any with the consent of
the shareholiers wish tc engage this inhibits the crowth of

the corpérate sector. Any ceiling that may be provided
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P

has to be épch that %ndian Manager are not lured by higher
salary-which the§ aré liable to obtain abroad, The argument;
that ou¥ is a Sociéé?sx Republic - @ R public in whicﬁ
there should be a fééedom from all forms of exploitatioq,
sociel, political agd economic, and when more than half gf

: : thére
our population lives below poverty line and thereforLis no
justification for the top executives of any company being
s0 lavishly fed is not tenable., Because it is these persons
Qho bring about growth in an enterprise of a compined effort
and for this effort they have to be rewarded for their skill.
The whole approach to’the man&fherial remunerations has to he
looked at in the overzll context of the prevailing situation

and the times to come when industries will be wholly manned

by px@féssional_managers.

The relevance c. sectien 198 no longer exists, This
was incorporated as a hang over of the managing agency,
system. This should be deleted.

{X%X) PREVENTION OF MANAGEMENT BY UNDESIRASLE FPERSONS
(8=gtions 202 to.204 A)

Section 202 lays down that an undischafggd insolvent
‘not to manage companies, .section 203 empowers the Court to
restraifit fraudulent persens f£rom managing companies, i.e.
those Qérsons who are disqualified on account of‘any fraud

committed in the promotion, formation, managément or winding
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up of thé company; The 4kjec# of section 202 is to

prevent an undischarges insolvent from discharging the
functions of a director, or menager, whether he is or is
not styled as a director, etc.and also from taking part in
-thé'formation etc. of a company. Here attention may be
drawn to section 267 (a) & (b) éaccording tc which an un-
dlscharged'insolvent or any person who has at any timg

been adjudged an insolvent or a person who had suspended

- payment or compounded w.. h-his creditors cannot be appointed

as a managing or whole %'me director.

Section 203 is verygwide and oréekpassed under it may evern
disgualified a person starting a private company of his own,
consisting of none ﬁut himself and & nominee of his as member.
It may be noted that‘gg érder under this section will not
only disquaiify a pers&ngfor the office of directoé47 but
also where he is already a director, vacate him from the

bffice.‘48 ' ¢

Recently it has been held in England®® that 2 disquali-
ficetion imposed under this section (Sectisir 188 of the
EnglishhAéti Bh the occission ef EHE éonvidtlon of a person
must date from the dete »f the conviction and not from the
date of the discharge oi the person from prisen or ény

othér date,



Sect%on 204 lays drwn restriction on appointment of
firm or body corporate to office or place of profit under
a company. <The onl% notable point is the contravention
of the section is n(; punishable under section 629-A a n:w
provision introducec’by thé Companies (Amendment) Act, 1960

: C

but no employvment or appointment is rendered void by rea:zon
of contravention, and, further,‘it is not cleer what legal
consequences such contravention will have except that in the

event of resorting to a Court of Law any rights or liabili-

ties arising out of it may not be legally enforceable,

Section 204 A inserted by the Companies (Amerdment) &Act,
'1674 lays down restrictions on the appointment of former

managing agent or secretaries and treasurers to eny office.

Here it may be icentioned that the Comnanies (Amendment)'
Act, 11869 abolished the system of manag ment of companies
by managing agénts a&d Sectetaries and treasurer with eéfect
from ird April, 1970.. Consegilent on such abolition, it is
noticed that Many erstwhile Managing Agents or Secretaries
.and tresurers are trying to continue their control over
the mahaged company by entering into service agreements in
varisus forms like Secretary, Consultant or advisor to
any othefr Bffice. The section 204 A was inserted to provide
for scrutiny and regulation of such agreements to prevent

their continuing control in some guise or form without
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rendering any real services for the benefit of the

company. This sectiou prowvides that all'agreements
-between the erstwhile Managing agent or Sectetary and'
Treasurer entered into within five vears of their ceasing
to Managing Ageﬁt or Secretary and Treasurer shall require
approval of the Central Government, and shall be subject to
such veriftions, in the opinion of the Central Government,
is necessary in the interest of the company.

Is this Section Violates Art, 14 of the Constitution of
India ? ' ’ '

i
50 i
It was helé that it} is not violative of Art., 14 of the
% . i { }7} .
constitution of India. Its object is to prevent earstwhile

i

' ¢
managing agents, secretaﬁies and treasurers from continuing

their control and management of the Company. The section .
provides for scrutiny and regulation of serviée agreements

by the Central Government in order to ensure that appointments
. of Directors are in the interest of the éompany and not a
mere divice to circumvent the provisions of the Act. The
Centrél Government has to exercise‘its discreation lawfully
by inviting it8 attention to &ll reglevant matters before (
coming to conclusion ag;to wheth=r or not thg proposéd
appointment was with thﬁ.object of continu:ng control over

the COmpany by the pers' s mentioned in the section,
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{(XXXI) . UNPAID DIVIDEND TO BE TRANSFERRED TC SPECIAL
ACCOUNT - PAYMENT OF UNPAID OR UNCLALIMED
"DIVIDEND (Sections 205 A and 205 B) :

Section 205 A introduced by the Companies Amendment)
Act, 1974 makes it 6bliga“ory for the companie. to transfer,
within seven’éays after e?piry of forty—ﬁwo days from the
date of declaration of digid;nd; any unpaid lividend 6r
dividends in-respect'of v-ich dividéé warrants have not
been posted, to special account, called 'Unpaid Pividend
Accounf'. It further prowilec that in case any amount
: tran;ferred to sﬁcﬁ ancount remains unpaid or unclaimed for
a period of three years from the daté of suchktransfer,tit
shall.be transferfed by the company to the geﬁeral revenue
account of the Central Government, with such information
as prescribed under the section. In-case.company fails to
comply wigh this provisions, it shall be liable to pay interest
at the rate of 12 per cent per annum from the date of default
 on the relevent accoﬁnt. i.ndevery officer éf +he company

who 48 default shall be gvnishable with fine.

Under Sectign 205 B introdueed By the Compénies ~
(Amendment) Act, 1974 auy person claiming to be entitled to
any maqu‘transferred to the general revenue account of
‘the Central Ga¥ernment, may apply £6 it for the refund

of money due to him. The Central Comernment will pass orders
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for the payment of such money to the claiman: after takin
such security as it ma think fit., The objec: of these
.sections is thus . statez in the notes on clause :

It has been obse:ved that large
established companies have been in
the prectice of declaring dividends
even in the year in which profits are
not adequate for payment of large dividends
out of reserves accumulated in previous
years, Such accumulated reserves, which
should have been normally‘available as a
ploughback for furtherancé of the company's
R business[ are thus used in & manner
prejudicial to public interest. ... to
prevent companies from declaring dividends
when no prof1+s in the shape of iiguid
‘funds are reac }y available... to ,ﬁevent
the misuse of ; he money due to sh.areholders
by management... to empower the Central
Government to‘ﬁay individual e¢laimants as
and when the claims are pfeferred... to
mdkc it obligatczy for the company to
dep0§lt in the general revenue account
unclaimed dividends... (Clause 16).

The legel effect of section 205 A is that from the moment
0E declaration of the dividend the company has no'legal or
beﬂ@ﬁi@ial‘intersst in the amount so declared, but is merelwv
cusﬁodian_in tFi@ nature of & %£rUstee until the amount is
paid or transferred into the special accrunt as provided in

the section.
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The Payﬁent of Divide -1 "o Nou-Resident “areholders : .

As regards the ditidend to be paid to non-resident

Ox:

shareholders, the Coﬁbany Law Department issued the
following explapation:’51

There is ndthing in the sertion to say
that the dividend remittable to non=
resident shareholders whihh requires
approval of the Reserve Bank of India

is exempt from the provisions of Sub-
Section (i) of Section 205 A, ... The
concerned company after obtaining the
necessary arproval of the Reserve Bank

¢f India can draw the amount from the
unpaid leld”Yi account for the payment to
the ron-re51olnt sharehﬁlﬁers.

Here attehtibn mdy D¢ drswn to the criticisd®? that

“the expression" entitled to. payment of dividend must in

the context which is used wean ; sharehslder who has an
lugs&@txicﬁed right to receive péym@nt of dividend. A share-
holder to whth dividend canngt ?éid withéut obtaining

sanction under any law such as the Foreign Zxchange Regulation’
A2t would not deemed to be a shareholde¥ entitled to payment
of Gividend A& if t¥mre i3 fio Shareholder entitled to

payment of dividend there is no éopresponding obligation

to transfer the dividend to the unpaid dividend account.

It is submitted that .his view is not ccrrect. A dividerd3,



i71

when declared, becomes a debt, and a shareholder is
entitled to gﬁe at’law for reco;ery of the same, after
the‘expiry of the period presented by section 207.53 The
person entitled to dividend is prire facie the person
registered as shareholder in the registers- of members.

So far as Sub-Section (}) is concerned¢ a question has been
raised as to what wi]qu%gpend to the divi. end represented
by such of the warragts:which even though posted within
the period of forty-two days remained uncashed. ~ccording

to the Company Law Den::artment*,s4

the amount of dividend which has not been
actually claimed fow whatever reascns,
eventhough the warrant thereof had been
posted within the statutory period of
forty-two days, has to be deposited in
the special unpaid dividend account of
the conpany.

This Vvisw of the Company Law Department 18 contrary
to the decision of the ™“gréme Court. The supreme Court
has held®that a divide. : is deemed to be peid once the
dividend warrent is pos -d. If this intéfpretation is
applied to sectitns 2054 and 205B, once the conpany has
posted the dividend warzents within 42 days, the dividend
is deemed to have besn paid and it is undsr no obligation
to trensfer the anmbunts repredénted by warrants which

!
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have been returned or not claimed to the separate
accoun’.. In view of this decision the view taken by
Department is not c¢crrect.

In order to settle this,the Sacher Committeéss has

rightly recommended-that .ection 205A shoul: Le redrafted
to ptovide for compulsor. transfer of the dividends not yet

received by shareholders’-

(a) where dividend warrants have not been posted,
within seven days of the expiry of the forty
two days after date of declaration of dividend:
and “

(b) where dividend warrants, though posted, are
not yet collected, within ten days, after tﬁé
enplzy of siz montiis f¥om the last day on the
which the dividend warrants should have been

posted by the ccrpany.

(XXXII) PROVISIONS RELATI:.G TO AUDITORS (Sectlons 224 to 234) :

The Fellowing sections whi€R deals with the audit
of the company's accounts and auditofs, are incorporated
with an object to have én independént—audit of the company's
account BY @n ‘independent auditor and to bring to the notice
of the members Qf the company the clear picturé of the
fiﬁancial position of the company. The need for an independent
audit c@8RhBt ke over empﬁa;ized.' As p%ihted out by Carey in

i

i
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. L
his professional Ethics of Public Accountings: 'independence

Do
is the keystone in thre gtructure of the accounting profe-
ssion... Clearly there would be no great store by the
ceftified Acc0§ntant's opinion or certifiicate if they

(users of his published report) were not confident of his
independence of judgement as well as his technical
com@etence... The basic difference between privately

employed accountants as professional practitioners is in their
. responsibilities, moral cr legal, to the corporation or the

-

public, and in the extent to which their relsztionship may
¥

tend to influence thei judgement. In the last analysis,

therefore, it is his iniepenéence which is the certified

: geo - x "
public accountantslpomlc excuse for existence,

Section 224 lays down puovirions for the appointment
and remuneration of auditors, which follow closely the

provisions ofssection 159 and 160 cof the English Act.

Section 224A inserted by the companies (Amendment) Act,
1974 lays down that 'auditor not ko be appointed except

r

with the approval of the édmpany by special resolution

in certain cases. This section is new and there is nof
Gorresponding section under the English Act. fhe ocbject
of the 1lkeertion of th:+ section is %o pr-tect the interest
of public financial insuitutions, nationalised bank o
'general insurance companf in those coﬁpanies in which they

i

have invested their funds,
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Section 225 lays down provisions for the appointment

of person as auditor oth ¢ .han a retiring ~4ditor and
also for the removal of ;ie auditor. This section lays

i‘sl.
down safeguards for the protection of independent auditor.

" The safeguards provided under ‘the section makes the removal

of independent and conscientious auditors difficult,

Section 226 correspondipg to section 161 of the English
Act, layé down gualifications and disqﬂalifications of
auditors., By this sectjon the categories of persons to be
. disqualified for appointment as auéitors are not enlarged.
The object is to make the positidn of auditors as little
éependent as poésible on the companies Qhose affairs they
audit., However, this . 2tion does not disquualify the

H

- relatives of a directo:r or employée, if otnerwise qualified,

ks

It, may be stated that ... actual practice, an auditor will

be congidered independent only if he avoids any relationship

which might &rouse the suspieior that shoh relationship had

~
1

prevented an impartial attiéude of mind, An auditor should
hot onlyibe free from impropriety but also from the apﬁearance
,‘of ié§7 . Buit having regard to the newly inserted proviso to

‘ section 297 {1} i+ is elear that in the case of companies

with paid up capital of rupees one crore or more, no

Felative of a direétqr or a firm in which such relative is

‘@ partner S8F any other partner ¢f such firm can be appointed
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auditor without the previous approval of the Central
Government, If under the Chartered Accountant Act,
any further disqualification are added, they will also

apply e.g. 'relatives of a director.

Section 227 lays down powers and duties of auditors.
From the point of disclosure very importaut powers are given

P
.{p=Section (1) (1-A) to (4-2),

to the auditors under
inserted by the Ccmpanrts {Amendment) Act, 1965, In additi:n
to this powers additiocinitl powers are conferred on them by’

new section 45-MA of the Reserve Bank of India Act, inserted

~by the Reserve Bank Secoad amencuent Act, 1974}58

As regards his duty generally under section 227, he should
not merely rely on the statement of the management as regards
matters which are capable of direct verification by him from

‘bocks &and accounts and vouchers.l59

Section 228 lays down p#évisions for the audit of accounts

of branch office of the company.

Section 230 providhé'fnr the reading and inspection of

éuaiﬁor’s&réﬁéft at the mettin@ﬁﬁhé company. [of

Section 233A added by the Companies (Amendment) Act,
1980 empowers the Cewtral Government to direct special
audit in certdip cases, and . .#z€%ibn 233B empowers the

. Central 9overnment‘to direct for audit of cost accounts

-
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in cases, of companies engaged in production processing
manufacturing of mining activities., So far as cost audit

is concerned it may be j:tted that the re»! point abocut co::

.

<3

: 53 :
accounting is that it 1's an internal affairs which, if
ooB
properly used, will assist forward looking management in ccst
control and cost reduction and improving efficiency so as’

to maximise production and profits, which would ultimately

beneficial to the consumers and,. the society at large.

Powers of Registrar to Call for Information, etc,
(Sections 234 and 2343)

Section 234 empowers the Registrar to call for addi-
tional information or explanation in respect of any matter
stéted or explained in any document reguired to be submitted

to him under any other provisions of the Act.

Section 234A adde. by the éompanies (Amendment) Act,

1960 lays down power ¢ the Registrer to order for the sei:ur

¥
of books and papers under certain circumstances in ather

wotds it empowers the Tfegicitrar to seize documents, books
and papefs of a company after obtéining the orders of a
' Magistrate where he has reason tc believe that they may be

destroyed oa'tampereq with.

(XRXITI) INVESTIGATION :

- » v i ' 4 T

It 1s plain fact tHat it is almost impossible
for the shareholders to have effective control over the

management of the company in which they hold shé&res, This



is because of a number of factors. Firstly, the doctrine

of ultra vires, is nc longer a significant check on

corporate spending. Secondly, the shareholders are ill-

equipped both financially as well as aéademically to

challenge the'wisdom and expertisé of the company's officers

Thirdly, the remedies available under séctions 397'aﬁd 398

for the prevention ofzopgression and mismanaéement are beset

with a variety of proée@u*el and financial difficulties.

Fourthly,"due to great diffusion of share ccpital, shareholders
become indifferent fo voting and controliling. All this

made it necessary for Sﬂe Government to aim itself with powvers

to take necessary stepﬁvagainst the company ¥f there was &

reason to suspect that the management was not acting in the

interests of theg general w23y of shareholders.

Sectiens 235 to 251 provide wide powers tc the Government

to investigadte the affairs of eny company. The investigation

[¢4]

may be done aé the reguest 0FE the shareholders or the
Registrar or at its own initiative. So far as these sections
are concern, the provisions of sections 164 to 175 of the
English #€% have been followed, ex€ept to the extent to

which the special cirzurstances of this country recuired

suitable changes.

Heré it may be mer :ioned that. the& powers conferred on “:he

Central Government for investigation into the affairs of
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companies by section 235 are of discfetionary, while
those conferred by section 237 (&) and section 245 are
obligatory.

Company's Management

-~ o

A company is an .rtificial persoh, cwned and managed Ly
its members. But th¢ number of members is so large that '
all of them cannot conveniently carry on the business of
the company. Therefars, *wcyKelect certain persons i.e.
director from among themselves to look after the general
administration of the company. The directors usually
confine themselves to matters of general business policy
and overall supervision of management on account of large
size of corporate units and complexities of modern business.
They lesve day-to-day working of the company to other
managerial personnel. In recent €3ays tne following patters

of compdny managemens: have comé@ lnteo practices 960

(a) Management ... Board of Directors with executives

working under the Boards directions.

(b} Management bw mne or more Managing Directors under
the supervision of the Beard.
(c) - Management by a manager under the supervision of

the Board,

{d) Management by a Committée of Lirectors under the

supervision of the Board.
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(e) .Management by #h.le time directc=. with such

I

'”functions.as efined by the Board of Directors.

The follbwinﬁ,seqtions which deals with the appointment.,
removal and powers «f the Board of Directors are incorporated
for the protection of the interest of the corpany, the
interest of the meﬁbér; of the company and also for the

. .
protection of the publﬁc interest.

Sectionsé6§)éppoinﬁment of directors to be voted on .
individualiy. The object of this section is to prevent
the putting forwéfd a list of candidates to be elected and
ﬁorcing the meetfng to vote for the candldates in a batch
“and giving no discret »n to the meeting as regards the
rejection of a particflar candidate in the list or not

filling one or more of the vacancies, if the meeting so

desired.

Section 265 which gives option to the company to adopt
proportiondl representatien £6r the appointment of directors.

The object of this section is to provide an opportunity
to the minority‘shareholders to appoint their own nominee as
a éif%qkor in the Board of Di;ecto;s.‘ In the éasé of
éppointment of directdrs by ordinary method i.e. the methood
adopte@ by mejority companies, majority sharehclders are

able to monopolise all the directorshipé with the result

that even ‘& Féspestanie ninoFify of the -hareholders can-ot
get even one of thei~ representatives into the Board. It is
desirable in'the‘public interests to give represefitetion o
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minorities on the boards of directors of large companies
engaged in the production and distribution of essential

commodities.

It may be submitted that though the Sacher Conmittee
has devoted whole chapteg61 on shareholders' protection,
it has not made any specific recommendaticn in respect of
minority members rigti. to appoint their jominze on the bc ird

of a company. 4

Section 287 lays down disqualificaticns for the office
of managing director «au wnole time director. Accorcing to
the provisions of the section, following persons cannot be

appointed managing or whole-time directors

)

(a) a person who is nét a director~ since it is
becesséry for a persén tc be & director before
he cen be appointed &s a managing director, all the
disqgualifications applicable to director will also

apply to the appointment of a managing director;

. ! | . T
(b) an undischa sed insolvent or ary person who has

at any time -~een adjudged an insolvent;

(c) "a person who suspends or has at any time made,

a composition with thlhem;

(d) a person,; who ha8 &t any time been convicted by a

Court for any cffence involving morzl turpitude.
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This section applies to all companies, public or
private, without exception. It may be noted thet this
section'disqualifies all persons convicted, for vhatever
term of imprisonment or fine of an offence involving moral

turpitude. Even a Dayv'!s Jmprisonment or = mere fine of one
. 4

‘rupee will do. Lookirt to the importagce of the provision:
of the section, this s;ction was amended by the Companies
(Amendment) Act, 19F0, and the words "in India" was omitted
from Sections 267 (c) and 274 (1) (d) after the word "court".
The effect of this amendment is that conviction by a foreicn
court also, if it involves moral turpitude should disqualify.
This suggest that the emphasis has been given to the nature
of >ffence and not the punishmenﬁ. The term mor&l turpituce
used under sections 267 (c¢) and 274 (1) (d) means anything done
contrary to justice, honesty, principle of good morals, an
act 9f baseness, vilrpess or deprivity in the privete and
sociel duties which - man wwes %o his feilomen or society
in genersl, €@ntrary o the 8ccepted and customary rule of
right and duty between man and man)®?

In one of the CES£63 i+ was held that evervthing done
cont#8ly to justice, honesty or goocd morals if done wiéh

turpitude, so that embezZlement involves moral turpitude,

Further it mav be mentioned that the discualification

in the case of & director or manager té&ke account only of his
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past five years, there is no time Ltimit as regards a
managing or whole-time director. He must be of good
character throughfout his life. ''he Central CGovernment
has no power to exempt any person from any of the dis-
qualifications given in the section as it can do in case of

appointment of a person as a manager, or director.

The object »f this section and section 274 in laying down
disqualifications is to see that the company is managed by
those persons whose chiracter ls above any doubt. -Public

interest reguires thatmybmpanieg in which interests of the

members, creditors and society at large is invelved, are

!

. ' ;
managed by an honest perenn.

(XXXIV) VACATION CF OFFICE BY DIRECTORS (Section 283):-

Section 274 lays down disgualification for the office
of director and accordingly certain persons cannot be appcin-
ted as directors whereiéecﬁiﬁn 283 lays down events on the
happening of which the director vacates his office automéae
. tically. This seétion is very general and applie§ to ail
dire€£08 by whomsoever appointed and Tor whatsoever period

appointed.g life direc -or also will come .ader the sectior.,

(XXXV) REMOVAL OF DIf :CTORS 3

A Birector can be removed £6% his office

(a) by the sharei. idec.o under section 284;
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(b) by the Central Government under sections 388-B
to 388«E, 'and

i

(c) Dby the Court under section 402,

According to the proéisions of above sections directors
are liable to be removed from their office before the
expiry of their period of office. YThese sections lays
down provisions for the removal of the directcrs but they

also contains provisions for protecting public interests.

According to section 284, the shareholders may remove
a director, but their péwex of removal is subject to the
limitaticns laid down t%der the section. These limitations
lays down inbuilt framework for protecticn of public
iﬁterest. According to these limitations, the shareholders
cannot remove &a dire?tor appointed by the Central Government
under section 408 for the prevention of oppression and
mismanagement. This is because the appdintment of director
under section 408 is for fhe prétection of public interest.
Similerly a director apéointed under the system of propor-
ticnal ¥Yepreé€sentation as per the provisions of section 265
cannot be removed by the company. The ébjegt of appoit of
director under the sys::m of proportional representation is
to provide aqﬁ oprorty ity to the minority $hareholders to

appoint one or more no.inee$Sin the board of a company. This
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and it cannot be all%éd to be nullified by any other
provision or act of other shareholders., Further the rule

of natural justice requires that a person should not be
punished without broviding him an opportunity to be heard.
This rule of natural justice is for the protaction of public
interest. 1In order to ucheld this principl:s of natural
justice, section 284 p:&vides that ‘on receipt of notice

of a resolution to remye a director, the company shall
forthwith send & copy thereof to the director, concerned,

Ihe Sirector shall be entitled to be heard on the resolution

at the meeting.

Sections 388B, 388C, -388D and 388 E give wide power
to the Céntral Government to remove managerial personal
from office. But this power of the'Central Government
is nvt an absolute power. As per the pfovisions of the

section, the Central Government ise required to refer the

=y

case of the manageria% persongel to the High Court for
inguiry where it is CO‘ iEWed of the exist~ace of any of

the circumstances spec{Lied in by the section and only on the
recommendation of the iigh Court, mcnagerisl personnel caﬁ

be removed from the cffice. This provigion provides an

opportunity to the affected person ©f & fair hearing by the

Court.
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(XXXVI) VALIDITY OF ACTS OF DIRECTORS (Sections 290):

This section Bco\ides that an ac . done by a person
ad director shall be \ELid nothwithstanding that it may
afterwards be discover;d that his appointment was invalid
by reascon of &ny def:act of disqualification or had terminated
by virtue of any provision ccontained in the ACt or in the
Article. The object of the section &s to proteet person
dealing with the company and &lso the members of the comrpany.
But this section will ndt apply where the act itself is not

within the competence of the Board of Director5164

(XXXVII) BOARD'S POWERS «ND RESTRICTIONS THERITON

Division of powers between the General Meeting

and the Boaré o

Until the cv?ebrated judgement in Sclomon V.
Solomon and Co. Ltd.,{@E it was thought that there was no
distinction between thé rights and powers of the company
and those of its shareholders. The real power tc manage
and control the afrfairs of the company vested in the share-
holders, whe could take any decision in tﬁeir general meeting.
Such declgien was considered &8 an act of the company itself,
final in all respect and binding on all concern. In the

|66

case of Attorney General V. Davy) Hardwick L.C. observed :

\

It cannot be dispnted that wheresvVer

& ¢ertein numkber,are ine@rpoérated a
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major part of them may do any corporate
act... it is no. .ewwwesdrv that every
corporate act should be under the seal

of the corporation.

This position, according to Gowe$67, remained untill
atleast the end of the 19th Century, when 'it seems to
have een generally assumed that the principle remained
intact that the general meeting was the corpany whereas
the directors were merely the ‘'agents' of the company,
subject to the control '7: the company in general meeting.

In Isle of Wicht Railw?é V. Tahourdin}68 tne court refused

N

an application by the Lirectors of a staturory company

for &n injuction to restrain the holding of a general
meeting, one of the pu.puses of ~hich was to anpoint a
committee to reorganise the management of the company.

Coton Li.J.cbserved

It is very strong thing in deed to
prevent shareholders from holding a
megting of the company, when such &
meeting is the onl, wa¥ in which they
can interefere, if thé majority of them
think that the course taken by the
directors, in & atter intra vires of
the directors, . not for the benefit

Of the compan+

In this age:



the management (directors) was troucht

of as a set uf agents running husiness

fo; a set o? owners, whi}e they could

and did have wide powers than most agents,

they were striétly accountable to shareholders.
Although the direétors were left in-~charge of
the business, it was legally considered

that the directors were directly under the
control of the sharehclders and any oF

their decisions could have been voted

by the Shareholc;rsg69

It may be said that there was fusion of Ownership, Management
: 3

and Control. This period was rightly called as 'Golden age

of the shareholder democracy’.

The shareholders® supermacy, however, 8id not last lono.
With the growth of public interest in cornorate activities,
specially due to the stock-exchanges, wnich popularised
investment into shares, more and more persons becamé cor-
porates memkers. This led to dispersion of stock-holdings.
There was growing tendency of share~holdings getting smaller
and smallel. Just about a year age, the numoer of share-
holders in thé &duntry i.2as estimated at 7.5 million. Today
10 to 12 million invesngrs mostly salary earners, professic
housewives, penfioners Lnd farmers are believed tc have
a gtéke in the nations l,iB0,00 joint=steck companies-

public or private. With the result that individually no
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shareholder remained an important constituent element
of a company in contrast to its counter part in the

earlier period.

The another reasrr for the decline ot the sghareholder
supermacy was the ri:¢ of the Instituticnal Snareholders.

Alongwith individual:rshares started to be held by the

o

institutions such as ohe company in another company, by
reéistered societies, w.uliees cf provident &nd penfion
funds., Now no individhal can be supposed to have any
personal interest in the affairs of the company, or its
management or control. Yhe change brought about by it wus

that active ownership of the shareholders turned into a
passive one, The stock-holder who heithertc ccnsidered
himgelf as a owner was left with just a symbolic ownership.
The powei and control having p8ssed from his hands to a
separate entity ¢oll- - 'ménadement' whirh is essentially
differeht from the o 7 concept of Governors in Charter
Companies or Managers. The other effect of this was that
'‘ownership which upto 19th century wésg considered to belonc

to sharehcl@ess as a cons8guiente of Salomon% case passed

over to the juristic personality of the cempany. On the basis
of the doctrine of division of power and other reasons the
managéhment came to be concentrated in the hands of the Doard

of Directors, who with the passage oi time became more and
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i
more powerful, as compared to the general mecting of

the sha;eholders, while the control passed into the hands
of the individual or grou. of perscons or institutions,
controlling the appointment of board of directors, either
directly or indirectly Bertrand Russel calls this
divorce of control fron‘awnership as 'The locical outcome
of the twentieth centuzi trend of power')7o

DIVISION OF PQOVERS BETWEEN THE ORGANS OF COMEANY i.e.
BETWEEN BOARD AND GENEZ. T, WLLTING 3

As @ natural consequences of the dispersion of share-
holdings and the dilution of the shareholders powers, the
Board of Directors became more powerful, This gave rise
to conflict between the general meeting and the board of
directors. The courté71 tried to demarcate the area of
control between these twd ivals. It was held that "the
division of powers betwecn the Board of Directors and the
General Meeting in a ccwary depenaed enti .21y on the
construction of the Art-:les of Associgtion and where pover:

had been vested 1B ths poerd, the general meesting could not

interfere in the exercise of those powers of the Board,

In India the Madras High Cour%72 8id not allow the

© directors to eX&fcise 2 powzf vested in the . sharehclders.
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Corporate federalism :

!

Today there is a total decline of the shrre~holders
supermacy. The judicia coumittee of the rrivy Councif73
rejected the concept of iupermacy of shareholders in general
meeting and unheld the néw ccnecept of supermacy of the
Articles of Asscociation, This new eguiltibrium between the
two organs of the company has been described as "Corporate
Federalism'., The relative position of the General Msating
and Board of Directors can now be equalted to the division
of powers between the State Legistature and Federal Legislature,

in a federal constitution}.'74

Position in Ipdia :

Section 291 of the Corpanies #éct, 1956 also upholds
the same trend when it drulcres that "subje ¢ to the provi-
sions of the Act, the bec d of directors of 8 company shall
be entitled to exercise all such ﬁbwers and dc all such acts

and things 8% the comp-ny is auth&rised to exercise and do",

There are hOWeéver, two important limitations upon the
powers of the board. Firstly the Board is not competent to
to do what the Act, Memorandum and Articles recuired to be
done by the shareholders in general meetinty, and, secondly,
in the exXerg@ise of their powers #h® directors are subject

to the provisions of the act, Memorandum and Articles and
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other regulations not inconrnsistent therewith, made by

the company in general meeting.

Power cannot be usurped :’

Powers of a company thnus distributed between the Board
of Directors and the shareholders imn a general meéting.
The gen=ral meeting cannot interfere with the decisions
of the director, unless they are acting contrary td the
provisions of the Act or the Articles, It will be interes-
ting‘here to quote some extracts from important judgements.

In Shaw & Sons (Standford) Ltd, V.Sha&75 Greer L.7.

observed :

A company is an entity distinct alike

from tts shareholdéfs and its direétoxo.

Some of its powers mey, according to sts
articles, be exe:fised by directors, certain
others-~powers may .e reserved for share-
holders in general meeting. If powers of
management are vested in the directors, they
and they alone can exercise those powers.

The only way in which the general body of
shareholders can control the exercise of

the powers vested by the articles in the
directors is- by altering their articles,

or, if opportuﬁity arises under the articles,
by refusing to re-elect the directors of wnose
actions they disapprove. They cannot themselves
usurp the powers which by the articles are |

vVésted in the dizectors any more than the
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directors can ustp the powers vestra
by the articles ~ . the general body of
shareholders. o,

In another case Farwell, L.J.‘76 observed :

Even a resolution of a nurnerical majority
at a general meeting cennot impose its

will upon the directors when the articles
have confided to them the control of the

company's affairs.

However, the inherent residuary and ultimate powers of
.a company lie with the general meeting of shareholders, and
therefore, the ceneral meeting, can act even in a patter

delegated to the Board in the following excertional csses

(1) Where the Direi.ors' actions are =ound to
be malafide. (1 Marshall's Valve Gear Co,.,Ltd

V. Manning Warlde & C.LtdI77 Neville J. observed ;

It i8 obvious that in the& position in which
directors have placed themselves on this
guestion their duty and their interests are
in direct conflict. O©On the one hand it is
their duty as directors to protect the
interest of the original patent Which is

the pTféperty of the company} on the other
hand, their person.l interests are clearly
to maintain the validity of the patent wi-ich
belongs to them, And, therefore, theo
maj8rity of the -nareholderd are entitled to
decide whether ¢~ not an action in che nare

of the company sall proceed.



(2) Where the Boar becomes incompenent to
act, e.g. all :=he directors are intersted

in a particular transaction, In one of thse

\78 . .
case the articles gave power to the company's
board of directors to £ill up any casual vacancy
in the board. A some casual vacancies dic occur
but it was found that none of the directors
constituting the Board was validly appoirted.

It was held that the shareholders in gencral

meeting could validly £ill up those casual vancaencies,

(3) Deadlock in tuhe Board :
2

¥
¢

A Co., Ltd. hadioniy two directors un its Board. Iis
Articles did nz: previde for any increase or
decrease in the nunber of directcrs by the share-
holders in tae general meeting, None of the
directors was willing to act and co-cperéte with

the other directors. It was held that where

directors having certain powers are unawvle or

6]

s
3

unwilling to exercisSe them, are in fact & non
existence body for the purpose~threre is alvays
power in the compeny to do itself th&t which vncer

-bther <circumstéences would gthervisc be doune by the
2 |79

airectors,

Powers to be exerc:sed by Resolution passed at

Board's Meetings :

According £& section 292; the fcllowing rower of tre
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company can be exerciseq enly by means of re¢sclutions
passed at~the meetings %f the Boardé :
(a) The power to | ke calls,
(b) The power tc ;;sue debentures
(c) The power to borrow money otherwise than on
debentures.

(d) The power to invest the funds of the company.

(e) “he power to make loan

Besides these powers, there are certain other powers alsn
which can be exercised only at the meeting of the Boarc :

(a) Sanctioning of & contract in which a director
im interegted (Section 297).

(b) Receiving of notice of disclosure of 'interest
of a directo: in & contract or (- arrancement
(Section 299"

(¢) Reeeiving notice of disclosure of shareholding by
directors .nd perscns deemed to be directors

{Section 308).

Powef _to be Exercised by Company in the General Meeting

(Section 293} 3

Section 293 lays down restrictions on powers of the
Board of Directors. According to the seetidodn the boaré of
directors cannot exeftise rollowing pewers except with the

consent of the company in general meeting .
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{a) Sale lease or disnnezl of the whole or
substantially the whole of the undertaking of the
company, except sale or lease of property by &
company whose business ordinarily is to sell or
lease properties.

(b’ Showing any concession regarding payment of debts

owed by a director by remitting & part of the debt

or giving hin more time to repay the debt except in
the case ofrrene'fi or ccntinuance nf an adeance -
made by & bankinu company tc 1ts directors in the

ordinary course . business,

(c} Make investment of the am@unt of compensation received
by the company in respect of the compulsory acquie-
s : I . ;
sition of the prbperty otherwise than in trust

securities. :

{d) Borrowing money which will make the total borrowingé
in excess of the aggregate of the paid-up canital and
free reserves of the company except tempodrary loans

' gBtained by the company from its bankers in the
ordinary course ¢ 7 its business.

{e) Contribution to ¢ .aritable and other funds, not

%

directly relating to £Re business of the compéany
or the welfare of its employees, ef amount exceecCing

Rs. 50,000 in the aggregate or five percent of the
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average net pr its,

It may be noted tha. though, as per the section, the
board ‘should not exercise the powers specified in clause
(a) to (e) or Sub-Sectiurn (L4; without the consent of the
company in general meeting, the board is not however, boynd
to exercise the powers, even though the company passes
resolutions in respect of the exercise of such powerslBO

A private company which is not subsidiary of a public

company is exempted from the purview of this section.

ihe provisiofis of Section 293 add the position of

&S o st e 3t 31 31 et s

Committee of Managemenu &ppointed by the Court in proceedinos

under Section 397 of th: Acc, Recently it was held by the
Court that "“this sectica does not apply to a committee of
management appointed by‘the Court in proceedings under
section 397, Such a committee appointed to discharge the
functions e£f the Board‘is not eifther a-Receiveerr a Manager
“and is not. subject to thé limit#t:ons which apply to a

Recelver or MéRager, but it Must always act under the

suprintendence and direction of the Company Court.

Disarebility of Shareholders Control over

MandCement :

The shsereholders control over management having been

reduced to the lowest wrb #nd the control havipng shifted
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po
into the hands of Directors themselves or those few
whose use of blocks of shares, enabled them to be or to

appoint Directors or in the hands of Chief Executive

Officers. This process required to be checked,

It is argued& that the vaccume ecreated by the lack
of shareholders effective control over management has been
filled by the Statutorv:ard Governmental control. As such

i

there is no need of an . other control. Further, it is !

fearecd that, it would be dete%@ental to the growth of ¥

industry and professional administration.

Share~holders are not only beneficiaries of a modern
company there are many other interests to be protected,

In the words of Bhagwati J. (S.C.)X82

"the concept of compary
has undergoﬁe radical transformation in the last decade.

" The “raditional view that the company is the property of

the shareholders is now un exploded myéh. Today, social
scientists and thinkers regard & conpany ac a living, vital
‘and dynamic soci&l ore nisf with firm énd ceep rooted

affiliation with the - :st of the community in which it

functions,"

& company today is a social and economic insiitution
that touches every aspect of our lives. The dependence
of the community as consumers of the goods and the res-

ponsiBility of ensuring a decent life fér their workers



and other employees, on these giant enterprises has

increasecd the pressure of the social interest in their

~

stability and efficiency as economic institutions. ‘Then’

:

the modern states, especially one having a goal of socia-

listic pattern of sdciety, as India has, can 1o more allow

companies to remain as institutions for concentration of

wea}th,

but would wish -~ em to be turned i..te instruments

of diffusion of wealth, It is accepted fact that self-

b

interest is a human weakness, if power is left .free, it is

bound to be misused and company management is no exception to

tt. If previously, ccntrol was necessary in the shareholders,

today it becomes all the more necessary in the g?neral

soclial

interest or public interest which includes all other

interests. The companies Act, 1956 is regarded as a progressive

piece of legislation, and it has provided number of restri-

ctions

on the powers of tne managerial personnel and sections

291 to 293 few of them.
In addition to thes: r-stri€tions some supervisory
control is necessary. <t may be provided if shareholders

becomes active members of the company rather than mere pass: ve

investors of capital. 1In order to do so, following suggestions

are made 3

(a)
()

3

The resignation of shareholders associations,
Increase in the frequency of ordinary general

meetings of the company.-

-
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(c} Common-use of proxy be discarded, as it has
done more harm than good to the common cause.
Today 's general meetings have truned into proxy-war,
(XXXVIII) POWER OF CENTRAL GOVERMNMENT TQ PREVENT

CHANGE IN BOARD OF DIRECTORS LIKELY TO
AFFECT COMPANY E-TJUDICIALLY (Section 409) :

Under this secti.;, the Central CGovernmant has

y

been given powers to preven: & change in the Boarc of

Directafs which would affect the affairs of the company
prejudicially, if such chawge cén ve agtributed to change

in shareholdimngs in the company.u fhe application is to.be
made by management viz.‘existing managing director or any
other difector, or manager. The power of the Central
Government under the section is very wide. It may by

order direct that no resolution passed a&fter the date of the
complaint and ne action taken to effeut the change e.q.

registration of transfer of dhy shares shall have effect.

U;~However, the order of the Cazitral Government w'll be directed

S

‘ ; _ ‘
to prevent the change in th® Board of Directors and will

extend ng £further.

The primary 6Bjeet of the sectidn is to check the
activities of raiders and speculators to galn control
of public companies having substantial reserve and good

profits with the view of superseding the ménisgement or
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compelling the management to purchase their shares

at extortionats nrices in grder to retain control. The
Sthsf object is to prevent & company heing madé‘subsidiary
of another by a c¢-ange ir the Becard of Directors to pre-
judice the affaii. of the company. The section does not

apply to a privait company unless it ig subsidiary of &

public company.

As the Secund Annual Report of the Company Law
Administraéi@h 1957p5é83 pointad out, swift action under
this section has, in many cases, pyroved salutary, in ayhuch
as it has prevénted abrupt changes in the‘ménagement of
companies, Irrespective of the voting strength commanded
by the different groups of shareholders and has prevented the-
control and management of well-run companies from passing

into the hands of unscrupulous and ambitious financiers whose
—-‘ N

&

object has often -<wen to traffic in the shares of well
managed companjes’for their personal gain. Névertheless,
if Government are convinced that the persons Qh;j%avé
newly acguired a éubstantial block of shares, in a comfany
(and who, would, itherefore, seek adequate representation
on the Board of the company) are persongcpmpetent to manacge

‘the company efficiently, CGovernment would not ordinarily

invoke its powers under this section.

The powers of the Central Government under the section
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is discretioﬁary and therefore, in exercising its powers,
Government should, however, be €areful to see that any agorei-
ved complaining party dues not use it as a lever in his
negotiations for barga;ning with the part, in control of

the company, for ewn 1iivate advantage.

Government's Policy as Regards Applications under

this Section !84

(a8) Where the existing management was not good and
there was nothing specific against the incoming person,
ﬁo orde; under section 409 need be issued but that the
matter might be left .to the decision of the sharcholders

of the cqmpany;k

(b) Wheére both the existing as alsc the incoming
management were reputedly good, there was no need for

interference by Gover-:. ent under section 406;

L

{(c) Where there was nothing unfavourable against the
existing management or against the incoming perscns in
the records before ihe Commission, interim protection might
be given to the existi?g management by issuing an interim

order and furthsr enguirieg instituted immediately there-

after to enable & final decision to -° « be taken :

. (d) Where the existing management was good and nothine

wag known about the incoming persong, an interim crder as
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under (c¢) above might i% ue and further enguiries

Instituted thereunder;
. /

,
(e) Even if any iiterim order was issued under

section 409(1) of the Actlfhe commission would advise
Government to confirm that order only if the Commission
was satisfied that the existing management proved
positively that the incoming persons would not be able

to manage the company;

(£) wWhere, in respect of a company in which action
under Section 409 has beer prayed for by the applicant,
the Court was alsc seized of the matter and 'as issued
injunction against any chrange in the Board <£ the company,
the Commission would nct advise any action underx

Section 409.

Circumstances in which Companv may be wound up by
Court (Section 433) :

Gne of the characteristics &f a company is that it
is a juristle person with a perpetual succession and
comon seal. As such it never dies. 1Its life does not
depend on the life of its members, The death of & mermher
leaves the company unmoved; members may cefie and ¢o but
the c@ﬁ@éﬁy can go on for ever: E¥en a hydrogen bomb
cannot destrﬁy it?85 It is not in any manner @ffected by
insolvency, mental disc rder or‘retirement - any of its

member&, This is not &~ say that égath or incapacity
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of its human'meﬁbers may not cause the cohpany consicder-
able- embarassment; obviously this will .occur if &all the
~director die or are i@pgisonment or if there are too

few surviving members ?o 1:01d a valid mee ..ng, or if the
. bulk ofvthe members o1 directors bécéme enemy aiien]86
Afcompany is created by a procesé of law, i.e. by

- incérporatioh and can be put to an end by @ process of
‘law.) Ip“is brought into eiistegce by registration anad

can be put to an end by any of the foilowing three

methods, viz.,

(a) If it transfers its undertaking to another
comp-dny under a scheme for recopnstruction or amalgamation,
it moy be dissolved without winding up, if the Court so

. I
direct (Section 394(1) (b) {49))-.

i

(b) - If it is a c«afiunet company, it may be struck
off the register by tr =« Régistrar»and then dissolved

(Segtion 560),

“(c) It may De wound up under Part VII of the Act.
. According to the scheme of Part VII of the Act there are
threg Wodes of winding up of a compéhy, viz.,
(1) Winding up by the Court; or

(2) vVoluntary winding up, This may be :
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(i) Members' voluntary winding up, o
(ii) Creditors' y¢luntary winding up, or
5.
) 1. -
{3) Winding up subjegt to the supervisicn of the
% 7

Court {(Section 4??).
1

Winding up 1is a proqeedings by which a company is
dissolved. The assébb; oL he 2onpany are disposed of,
the debts are paid off, out of the realised assets and
surplus, if any, is then paid ¢off to the members in

proportion to their holdings in the company.

According to Gowe%87, winding uw of & company is

the process whereby its life is ended and its property

2

administered for the benefit of its crediters and

o

\ -
menbers, An adminiséretor, called liguidator, is

appointed and he take%VCOJtrol of the coi vany, collects

A¥
, oo 4 ‘ Cx s
img assets, pays its g$bts and finally distributes any
surplus among the members in accordance with their rights.,

. X 188 . .. . X
According to Pen-inct?%. winding up is a process by whi<

theo management of a company's affairs is taken out of its
Lirectors' hands, its assets are realised by & ligquidator,
and its debts are paid,out of the proceeds of realisation
#nd any balance remaininé is returned to its members, At
L.e end of the windingiup the company will have no assels

or lisbilities and it will therefore be simply & formal '

- <



step for it to dissolve, i.e. for its legal personality

as a corporation to be brought to an end.

The Act imposes much responsibility upon Courts
to evaluate the facts of each case and o)rder for
compulsory winding up.. According to Section 433 2

company may be wound uc¢ by the Court if :
1

(a) It has passed special resolution, or

(b) Default is made in delivefing the statutory
report, or

(c) It does not commence business within a year
£rom its incorporation or suspends businéss
for a yea;,loé

(@) . Its minim@&lm%mbership falls below the prescri-

_bed limit, or
(e) It is unable to pay its debts, or

(£) The Court considers it just and equitable.

On these grounds :'lone the Courts héve tc adopt
their approaches to o. :er for the suitability of tbe
winding up of a company. Further, while éxércising their’
powerf Under Section 433, the‘Céufts are reqguired to keep
in mind that a coméah§ 18 no more regarded as the ﬁroperty
of shareholders alone.. A company i1s now considered as &

1iving, dynamic social organisation having a firm and deep
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rooted affiliation with and duties and responsibility
towards the contemporarv society. As far back as 1950

the Supreme Court preoclaimed that "we shorld bear in mind
that a corporation which is engaged in pr:sduction of a
commodity vitally essént;al to the comm aity has a/{
social chacacter of Azs own, and it must not be regarded
as the concern primarily or only of those who invest their
money in it".’89 Now Supreme Court has held that "Law
cannot stand still, it must change with the changing
social concepts and valueS......s..evVen workers should
heve voice or a right to be heard in the determination of
the questicon whether the enterprise should continue to run

S
or ne shut down !90

i

In M/s. Navjivan %rading Finance Pvt. Ltd., v.

P of Cempanies; @ﬁjaﬁat,g! D.A. Desai J.

i)

Regi

% % e
S

4
{L

observed that "whilsy the Court would be keen and guick t.:
striye for evolving a:scheme to surrect a company so that.
the society does not lose a producing urnit, the workers
do not 19se their source of 1li¥elihood and the State does
no£ lose its revenue and order winding up of it only as

a last desperaté measure as a necessary evil, there are
times when the Court may justify to6 feel that delaying
winding up by a single day is crime for which no atonment

is sufficient.”
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Out of six grounds enumerated in the section 433,
the last ground requires specisl attention, i.e. if the
Court is of 4o sp.lilon that it is just and equitable

~

that the company should b2 wound up.

Conceptually, he wogyas 'just and eguitable' are
ragﬁe and incap2bl- of precise definition. It econfer on
Courts a discreticnary power of the widest import. But
the Courts ags npot completeiy & large in the exercise of
the discpetion because it is to exercised on as proper
consideration of each‘case and in turn each case ‘must

-depend on its own %act and circumstances and which can
only be dealt with{op its owﬁ merits, The Court may give
due weightage to safeguard company's interest, its workers,
creditors, consumers and even the interest of general
public, in addition to the interest of the members of the
company. The courtﬁ in India and England have treated the
words 'just and eq rtable' differently in different times.
~-he judicial dinens’on within which orders are generallrw
made for winding up of a company on this ground may be

pointed out ‘as follows :

(1) Disappearance of Company's substiatum,
(2) Complete deadlock in the maenagement.

(3) When it cannot carry on business except at losses.
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¢

(4) Oppression . £ minority and misﬁanagement.
(5) If it has been conceived and brought forth in fraud

or far illegal purposes,

(1) Loss of Substratum :

Where the objects for which the company was constit-

1

uted have either failed or‘beéome substéntially impossible
to be carried out, i;e. substratum of the company is lost 21
However, a temporary difficulty which does not knock out
the company‘s bottom shall not be permitted to become a

ground for liquidationJ®? L 2

H . .

Thus, whethci: there is a loss of substratum or not,

is a question »f !act which depends on the circumstances
of each individual case. In Seth Mohan L2l v. Grain

al®3

Chambers LT Shah J. observed;

"The substratum of a company is said to disappear
when thé objects haye‘substéntially failed or it is
impéssible to carry on business except at a loss or the
existing liabilities are fSr in egcess offgxistiné and

possible assets",

The substrum of the company is deemed to}be gone :

(i) When the eobject for which it was incorporated has

substantiélly fai;ed}94 or the business for which the
. 195
company was formed had substantially ceased to exist!

or the ver& object for which the company was inqp;porgted
{96 i.

! L

had failed
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But the suwscratum of the company cannot be said to
have gone even where its sole undgrtaking is sold so long
as there is some ther business coming within the objects

stated in its me.crandum which it can cafry on397

(ii) When it is carrying on the business at a loss

and its §@maini}ng assets are ipnsufficient to pay its debt,
which means that is no reasonable hope that the object of
tréding at a,pkofit can be attaineéi.98 However, the
Court will not be justifiedlin making a wiﬁding up order
merely on the ground that the company has madej{qsse;

ol

and is likely to make further losses, particularly, when

majofity of shareholders are agaiﬁst a winding up order.r99

Further, if‘the assets of a company even when they
are valuable areilocked up in investments and the business
is being carriea ?n at a loss the comapny may be wound up.
1t was observed Eé the Court 290 that."if they are carryiag
on business at a manifest 1055,.and‘it is totally
impéssible té rake any profit, it can scarcely be said
that this Court will consider it just and equitable ‘that
the company- should be allowed to continue when people
wﬁo have embarked property to a considerable amount in
it do not wish it to go on.... It is quite distinct from
sa&ing that it is an insolvent company, or that it cannot

pay its débts, because the persons managing it will take

care to have all the debts by making calls to meet them".
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(1ii) When the existing and probable assets are
inéufficient to meet the existing liabilities. Thus
where a company is totallyr unable to pay off creditors
and there is ever increasing burden cf interest and

deteriorating state of menagement and contror of business

=

I

owing to sharp differen r:s between shareho.der, the

Court must order wind u» 201

(2) Oppression of Minority :

A i

In cases where éhose who control the company abuse
their power to such an extend that it seriously prejudices
the intereéts of minérity shareholder, the Court may
interfere and order for the winding up of the company.

In this respect the observation made by the Madras High

Court is notéworthy.lo2

Where the directors of a company wsre able

to exercise a drrinating influence on the
management of ti: company and the nanaging
director was ab. - to outvote the minority

.of the shareliolccrs and retain the nrofits

of the business between members of the family
and there were several complaints that the
shareholders did not receive a copy of tne
balancesheet, nor was the auditors' report
read at the general meeting and dividents were.
net recularly paid and the rate was diminishing,
these consti’. :d sufficient ¢round for winding

up .
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However, the Court will not make an order of

winding up unless it is proved that :

(a) Wrong has been done to the compaiiy by abuse
of majority xgting power, ©7

(b) It is imposs;ile for the business of the
company to be carried on for the benefits of
the company as 2 whole owing to the way in

3
which the voting power is hold and USed.lo“

-

(3) Deadlock in Management :

Where there is complete deadlock in the ménagement
of~the company in the sense that it is not possible for
the companf to carry out its objects for which it was
formed, Ingthe case of Yeniéje Tobarco Co. T.td., Re.zﬁ4
A and B were the only two shareholcders as well as the
directors ef a Private >smpany. Subéequeﬁ,Ly some
serious differenée deve sped &nd became hostile to each
other. They stoppred even talking to each other. It was

held that there was & complete deadlock in the management

and the company should be wound up.

i
H

Howéve¥, in one of the Indian cess it was observaﬂ;1@5
"The just and eguitable clause,.. 2hould not be invoked
in cases where the only difficulty is the difference of

view Bstween the méjority directorate and thdse represent-

ing the minori€f¥y:.. iy the =bseRTE of any evidence of



misappropriation of funds by the management, & company
should not be wound up, merely cn account of difference

of views between the majority directorate and those
representing the minority... Where nine or ten directors
belonging to differept communities unanimously and solidly
take one view as against the minority of three holding

that the company has been earning profit and has accuamulated
a goodwill, the mere in-compatibility of good relatién
between the rival factions in the directorate is not

sufficient for ordering winding up".

(4) Where Public Inter: t is likely to be prejudiced :

In the case of Bali:handra Dhermajee Makajee v.
Alcook, Ashdown & Co. Ltd.'z"06 it wés obserjed that :
"Having regard to the g.o..clcons »f Section 397, 298 and
402 (dealing with oppression and mismanagement) where the
concept of prejudice to public interest is intreduced, it
would sppear that the Court winding up a company will have
to take into consideration not only the interest of shere-
heolders and creditors but also public interest in the
shape of needs of the community, interest of the emplovees,
etc. Supreme Court has slready conferrzd on the workers'

right t¢ be heard in cg.:: ~»t winding up pe*ition.207

When the company was formed to carry out fradulent or

illegal business or wuen the business of the company
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becomes illegal. A winding order will be made under the
just and equitable clause where the company was begotton .
in fraud and lived in fraud or illegal purposes., Where
the whole object of the company is fradulent, it would

. 105

be jast and equitable that it should be wound up.

pd In the case of Brinsmead (Thomas Edward) & Sorzs,g'09

Re, T.E. Brinsmead and two of his sons were employefd by
John Brinsmead & Sons i *he business of viano manufact-
uring. They left Johr?Brinsmead & 3ons and started a

_ company called ThomaS*édward Brinsmead & Sons Ltd. for
carrying on & similar business. They were restrained by
an injunction from using the name Brinsmead on the
ground of fraud, A petition for the compulsory winding
up pf the company was presented. It was held that the
company was initisted to carry out a fraud; and therefore

it was just and equitable that it should be wound up.

In another caséllo the main object of the company
was o cOnducc a lottery. Some of its otbh-r objects
were philasfitifgBiC: T was held that the ~ompany would

be wound up as being .ne formed for illegal purpose.

However, the me.e fact of.there having been & fraud
in premotien or fraudulent misfepresentaﬁion in the
prospects, or fraud in the ca.rying on of the business,
are not by themselves sufficient ogrounds for passing a
winding up order, as the majority of shareholders may
waive the Sraug,2tl
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(6) When .the company is a mere bubble and it does not
éarry on any business é? ¢~es not have an- ,roperty:llz
It may be submitted he%i that the 'just and equitable'
ground of winding up héé its own place and importance in
the company law, particularly in the present socio-
econcmic conditions which prevails in our country. The
phrase is of flexible nature and the Courts are left
with the maximum discretion and is exercised only for
some specific grounds, such as loss of substr@tum, |
deadlock in management, mismanagément,oppression of
minority etc, The major thru;t of the Courts has been

on the primary clauses and the secondary clauses have

not been looked into. It is no doubt true that the
modern trend is againsg wiading up of & ciuwpany and will
refuse winding up when ' 1lternative remedy is available,
The courts are not keen to wind up a company but would be
slow if there is any possibility of keeping the company
going <oncern to protect interest of shareholders,
creditors, employees and also public interest, The
remedy 48 @pplied by the Courts both in India and England
bears’the tré&ges of principle 1aid down by the English
Cour.: in the cases ©f the Frustrstion of Contracts on the
grounds that £he object of contract can no longer be
achieved or non-existing or non-cccurrence of a particular

2tats of things?ig\
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Effect of winding up on Antecedent and other

Transactions {(Sections 531 to 537):

Section 531 lays : w provisions rel~ating to fradulent
preference in the case £ company. The law relating to
fraudulent preference is contained in Section 56 of the
Presidency Town Insec’vency Act, 1909 and Section 54 of
the Provincial Insolvency Act, 1920, The object of these
provisions is to afford protection to the creditors of the

company.

P
Section 531A added by the Companies (Amendment) Act,

196( deals with the Qofuntary transfer. The substconce
of the section is that a.y transfer of pooperty or goods
made by a company otherwise than in the orfinary course
of business will be v-oid, if it had been m=de within one
vear hefore the prese:.ation of a windin. up petition

or the passing of a r:solution for voluntary winding up.
In the ¢<se of individual Section 55 of the Presidency
Towns Insolvengy Act =2 S~ction 53 of Provincial

Insolvency Act deals with the voluntary transfers.

Section 532 lays down that transfers for the
Penefit of all creditors is void. The object of this
segtlon 15 to prevent evasion of the winding up procedure
with its st¥i€t rules of supe?visionle4

Section 533 la§s down provisions relating to the
liabilities of fraudulently preferred persons. The

object 8L the sectic : i: to give protec““on to the
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creditor of a company which is being wound up, where the

+

creditor has been paid bj}tk“ company with 1° . fraudulent

}
motive on the part of thc) company to relieve from liahility
or reduce the liability of a person who has stood surety

or guarantee to the creditor on behalf of the company.

In Buckley's Companies Act,115 the Section 321 of
the English Companies Act, corresponding to Section 533

is explained as follows :

This section whxch is new is apparently designed
to give relief to any person who has to repay

to the llguxdator of an insolvent company

sums paid to that person under circumstances
making the payment a fraudulent preiference of

8 third party. ™hus, if someone has secured

the eémpany's ow droft at the bank, either

with or Without . covenant giving rise to a
persondl liabilit, on bis part, the company by
paying its trade debts in the ordinary reduction
of the overdirart instead of paying of its trade
debts in the ordinary course of business may
fraudulently prefer the person in guestion.

In BUch circumstances, even if the bank has -
not bash fra udulently preferred, it may heve

to repay thdss ioney to the liguidator in
consequence of the fraudulent preference of the
third party. In such a case the bank would now .
bé aBie not only to sue the third party, as
surety tc thé &xient mefitioned in sub- zection (1)

notwithstanding the absence of any express



covenant on his part giving rise to a

personal liability, but could also raise any

gquestion relating to the liability of the

surety or guarantor and have it determined

in the winding up under sub-section (3)

instead of having to bring separate proceedings.
Section 534 lays down provisions relating to floating
charge created by a company which is in insolvent condition,
The object of the section is (> prohibit comp .iies which
are in insolvent conditior: {rom creating any floating
charges on their assets, with a view to secure past
liabilities. The sectioc.: does not however, affect
companies which can prove that after the creation of the
floating charge, they were in solvent condition. The test
cf solvency is whether a company has been able to pay its
debts as and when they become due, after the creation of

the floating charge., The prohibition epplies eventhough

the charge may not be fraudu!ent.ll6

However, 4n the case of Re. Parkes Garge (Swadlincote)

) 5 3 O .
Ltd., it was observed (it "while the effect of the
section is to nullify the "~ ‘ocating charge created within
twelve months before the winding up, if the company had
paid any Monies to the holder of the charge bDefore the
date of the Wibding up the iiquidator eannot recover back
the amount s8¢ paid eicept in the £ade of fraudulent

preference.
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Section 535 deals witn the disclaimer ol ounerous
property in case of a cor;any which 1is bein¢ wound up,
The object of the sectioxﬁis to save an inscolvent company's
assets from further losseg and enable the liguidator to

get rid of onerous propertv bv disclaiming it,.

It was held by the Couﬁélle that "the disclaimer
may extend to any kind of property~-stocks, shares,
unprofitable contracts or any other property which is
unsaleable, becausé of obligation attached to it. The
Court will not allow disclaimer where it will prejudice
the ;nterest of third parties, e.g. lessor entitled to

sue another party on a guarantee of the rent",

~ | l

in a’recent case 2}?}Lt was held that ' . disclaimer
will not,; however, affect che liability of any surety,
guarantor 9r ihe original lessee where company is sub-
léssee from him @f any property or any other party liable
under the disclaiwed gsofit¥act &r other obli. ation in

b3 1

respect of the property disclaimed".

Section 536 deals with avoidance of tfansfér etc,
after Comm@ﬂ@@ment of winding)up proceedings. Sub-section
(1) of the sectidh Geals with the trapsfer of sheres and
not the debentures. "It prevents transfer of shares, but
dfes Hot prevent transfers of debentures or release the

company fiom &8% ebliﬁ¢nﬂoﬂ it may be under in respect of

-
R

transfer of debentures.z



In respect of Sub-section (2) o6f the section, it
was observéd 121 that "The object of the Sub-section (2)
is tc¢ prevent inproper disposition or dissipation of
préperty so &s to affect\Lhe assets otherwise available
for distributioa among the creditors of a cc.pany in
winding up. But the C1rt has a discretion co upheld
all proper transaction ? Accordingly, in the vent of
a winding up order bei:., made all transactions since the
comr encement of thé winding up will be subjected to
scrutiny by the licuidatc. w0 will take appropriate
proceedings to have them declared vo%d or valid by the
Court. The Court.usually validates transactions which
are honest and in the ordinary course of a company's
business. . Payment to & creditor by assigning an assets
to him is void, where it is not a bonafide trensaction
carried out or arising in the ordinary coursé of tusiness",

-

Any payfienit made can be ordered to be refunded &nd there

. ot s s : L2
is nof tifie limit for . iking such order.

Section 537 18Y8 cown provisions for avoidance of
certain attachments, executions, etc. in winding up by
or subject to supervision of Court. This apply only to

winding up by or subject to the supervision of the Court.
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