
chapter I

THE CONCI i T OF PUBLIC INTEREST

T

THE CONCEPT OF FJBLIC INTEREST IN GENERAL

The concept of public interest which has acquired wide 
recognition in the socio-economic sphere, presents a 
knotty problem in moulding its acceptable definition.
Though the concept can hardly be defined with reasonable 
predicion, the concept itself is of overwhelming importance 
importance, particularly in the Welfare,-State.

According to classical economic's view (Plato L Aristotle) 
public interest is^ ch aggregate of i dividual utilities. 

According to them ! onsumer satisfaction, a synonym for 
private utility was the standard of efficiency of the 
economic 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

- i
rather by the participation of Government in the transcen­
dent origin and destination of human life. Peace is the 
public interest. It is peace in the framework of partici­
pation# the participation in transcendc.it existence, ana 
destiny which is tho characteristic Christian formula for
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the public interest. It might be called est pay 

participians.

In the era of Lock, Adam Smith & Mill, the public 
interest leads to range from LaisseX Paire to Fublic 
'Management, Labour and Resources, the entire range coming 
under, the heading of public management of private satis­
faction. one type of Socialism. Socialism motivated

Karl Marx defines tne puouc interest as tnat or lanc ir 
management, termed as erqonomia-from ergon (labour) and 
nomos (rule-management). By this, Karl Marx aims at the 
conversion of private utility into the public interest.
After this conversion, no private is left, not even consumer 
satisfaction. . The concept of public interest in a socialised 
order is the same forMarx and Lenin. Lenin adds a concept 
to define the public interest in the period of transition 
form the 'false* world of the present t'~ the 'real' world of 
the future. Prom Lenin's itStrxisrr. emerged a peculiar type 
of a combat party - >d a combat Government for the duration 
of the period of t msition/ the public interest reprer. =nted 
.by militant communism is conflict management. This was termed 
as Po 1 emofiQffi fs-from PoletfiGS (strife) and norrios (rule, mana­
gement) .
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1.A EiffaiCAL FOUNDATION OF THE CONCEPT OF1PUBLXC 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 
permeating all act-f^n..- both individu - and institutio- *1.flOn the other hand fb be construed narrowly, as an attri iute

nof certain acts confined to the Governmental sector of 
human activity.

(I) Positive View :

Positivist thinking has so deeply permeated our social 
sciences that the word 'public' has frequently come to be 
applied to purely procedural considerations. Many lawyers 
and political scientists are prepared to endow any and all 
acts which conform to 'legitimatized' proKedure with the 
attribute or quality of public interest.

(II) Economists Vjffew .
- - - -i

-To them 'Pref|tconsumer choice* replaces 'legitimacy* 

as the criterion of public interest and Governmental 
activity designed ^ p'-emote such choice is therefore 
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
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practice is also example of such public interest.

(Ill) Sociologists ' -c ew :

The public interest in a given society at a given 
time .is that which conforms to the mores (norms) of the 
society. Here is the basis of ethical relativism.
According to the*view point of the particular society, 
given acts may be deemed in or not in the public interest.
The trouble is this point in providing guidelines for 
individual conduct is that other societies with different 
mores will come up with different answers. A further 
difficulty is that within a given society or nation-varied 
groups will like wise have different mores or will, cloak 
their particular i>f ei .sts with tie s- utity of mores <-:ttd 
even as an operati> al definition the sociologist’s 
criterion i's almost jas likely to be ’Obscurantist* as 
useful. The problem is even worse in transitional culture,

l
where the mores do not have even the temporary stability of 
a settled society. However, the sociologist's approach . 
do©s at least have the merit of identifying the ’value’ 
element, ethical in nature, in the search of the individual 
for value guidance-eventhough the value is relativistic and 
absolute.

These definitions of public interest are therefore either
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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.

l.B MEANING OF PUBLIC .' NURES'f
...  " ’ 7 urr trrr—

" According to Z>ncise Oxford dictionary, public
interest means an idea of class of objects or a general 
-notion. It is an abstraction 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 common 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 Jerring public interect is a subjective 
conception,vthe value of which- is ps/chological and does not 
extent beyond the significance that each responsible civil 
servant must find in phrase for himself. Jerring 
apparantly 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 that the 

concept may contribute nothing to the formulation of valuable
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generalisation and theories about policies and public 
administration it is word entitled to, if not enjoying 
top priority in nf list of ambiguious words and phrases 
which never would oe missed in the unending dialogue 
between scholar and man of wordly affairs of any country 
having any claim enlightened social life.'*

To Friedman - public interest is a constantly shifting 
composite and balance between the value that direct a 
particular society at a given time unless we accept a rigid 
natural law position. It must be distinguised from regula­
tory, supervisoty,.enterprisory, corrective and other 
processes. They are not public interest but method of 
ensuring and protecting them. It must also be distinguished 
from private inters! which is consi ' red as tl ose of 
special group,or individual as opposed to the interest of 
the community as whole. There a genuine public interest 
which we might call 'reserve function' of the State, an 
embodiment of values and interests that bind to gather the 
many conflicting and contending groups. This reserve 
function usually becomes conscious and articulate only .in 
times of great emergency such as war, economic or natural 
disasters. Public interest constantly needs redefining 
and re-assessment in a never ending re-adjustment proceeding 
through many channels: such as public discussion in
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universities, press and other media of public communi-
1cation leading ir> duo course to legislative changes.

1 ,
In the words of Justice Felix Frankfurter of theiU. S.A. Supreme Court, quoted in an Indian case, M.R.Kurthy

2V. I.D.Corporation of Orrisa "the idea of public interest 
is vague, impalpable, but all' controlling consideration.
A thing is said to 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;,th« vague concept 1 Doses much of its 
vagueness as a re,; ult of political debate, judicial inter­
pretation and transaction into a specific goals of economic 
performance and achievements. Vaguness disappears when it 
applies to a specific or particular context or situation.

Justice Mahajan (C.J.) observed, “that the expression 
public interest is not capable of precise definition has 
no rigid meaning and is elastic and takes its colours from 
the statute in which it occurs, the concept varying with 
time and state of society and its needs. Thus what is 
public interest today may not be so considered a decade 
later".^

CONCEPT OF PUBLIC' INTEREST - DUAL SENSE:

Th% concept of public interest is usually used ir 
dual sense i.e. (i) Logical sense and (ii) Instrumental sense.
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(I) Logical Senoe : .

Firstly, it is used in logical sense to explicit the
measuring of the1 established basic values of the community.

* , !

This would be in the public interest to pursue certain goal, 
because it would be consistent with the measuring of the 
basic community value.

(II) Instrument Sense :

A policy wc'.id be in the public interest if its J
consequences ^ould implement one or more of the e.:tabli- 1

shed basic value cf the community. Where there is a conflict
in the values of the different communities,they are the
values of the community, Considered to be on the highest
rung of the hierarchical ladder that prevail. Implicit in
this concept of community is a system of basic values which 

/bind togather diverse human forces and relationship into an 
ordered way of life.

l.C PUBLIC INTEREST, PUBLIC PURPOSE, PUBLIC CONTROL AND PUBLIC - 
POLICY : -

While elabor< ire the edneept of public interest, one 
should keep in m! .d concepts of public purpose, public 
control and public policy,^ as they are closely related to
each other
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Public control of business can be justified only on 
tne ground of public interest. On the otherhand, public 
Interest by itself may not mean much if there is no 
corresponding public control' to serve public interest# 
e.g. under the Compi lies Act, 1956 Central Government has

i ■been entrusted witl'4;?ower to supervise and control the 
activities of joint, stock 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 direction to achieve a particular goal. While 
an ad-hoc measures may be justified in public interest 
in some exceptional cases, it is the formulation of certain 
rules.or guidelines which would lend credence to the. 
exercise of public control of business in public interest.
Thus a public policy, is only a forrun;.er of public control

<and both are'neces i iry linked up with the concept of public 
interest.
PUBLIC POLICY MEAMTUO '"HEREOF s

Public policy'is defined, as that principle of law 
which holds that "no subject can lawfully do that which has

la tendency to be injurious to the public good or welfare".^ 

In-the words of Burroggh 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". Lord Davy, in another case 
observed that 'public pc?icy is always an unsafe and 
treacherous ground for |legal decision..." In one of the

*7 •Indian case it was described as a vague and unsatisfactory 
term and also as an elusive concept.

Public policy, it- xs necessary to emphasise is a term 
of administration or management. It can connotes the 
formulation of rules or guidelines.which preced action.
In order to justify any particular measure of control 
exercised 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 contemplated action is not in pursuance of 
any public policy but is otherwise justified in public 
interest. |

It may be submittii that while no one can formulate 
the abstract principle called 'public interest' and it 
cannot be considered in vaccuo, it can fairly be understood 
and applied to policy dicision. It indicates a standard 
of goodness for judging private acts and conduct in the 
social context. It may b&VG to» distinguished from the 
self interest as such is not necessarily opposed to public
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interest. What is required 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 morals, economic stability of the 
country, maintenance of purity in public life, prevention 
of fraud and amelioration of the condition of workmen. The 
concept of public ir\srest is thus capaole of such a

i

' • ycomprehensive interpretation as might be required to subserve 
social goal.

l.D THE CONCEPT OF PUBLIC INTEREST - STATUTORY SUPPORT :

In respect of the concept,of public interest a question 
arise - How far it is supported by statutory provisions?

There is a clear evidence in Artha Sastra, that state 
intervention 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 tie 
origin of statutory .upport to the public interest in regu­
lation of Obhduct o businessmen can be traced to Common 
Law doctrine, that any agreement in restraint of trade 5 s
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void and that any contract which is against public policy 
is void. This Common T.aw doctrine was later on incor­
porated in Statute- relating to Contracts e.g. Section 27 
of the Indian Contract Act, 1972 provides that ciall agreements 
in restraint of trade is void". The circumstances in which 
a cbntract is likely 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 perpetuity and gaming and wagering agreements 
are all void agre ; tents on the ground of public policy.
It is, however, i -i the second half of nineteenth .century

i

that the Courts slowly realised the need for validing laws
which interferes with the .freedom of private business in
public interest, fne process was alow but certain., In the
United States of America, the Federal Court recognised for
the first time separate categories of business affected by

8public'interest in 1877 in the case of Mann v. Illions.
In the words of the court, ’property does become clothed with 
a public interest when used in a manner to make it of public 
consequence, and affect the community at large when, therefor^ 
one devoted his property to a use, in the property public 
has' an interest, .e in fact, grants *-o the public an Interest 
in that use and ■ ust submit to the controlled by the oublic 
for the common good'. The Court went on expanding tha

!
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categories of business and industries, including basic 
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 NAB8I*. V. NEW YORK.
In this case the Court held that 'there is no closed class 
or category of business $ffected with public interest. The 
phrase 'affected with pilhlic interest' can in the nature

i *

of things, mean no more than that an industry, for adequate 
reasons, is subject to for the public good.

1.E PUBLIC INTEREST AND BUSINESS AND BUSINESS ORGANISATION:
IS THE BUSINESS CLOTHED WITH PUBLIC INTEREST?

So far as the business and business community is concern, 
they were governed hy the norms laid.down by their associa­
tion. No sooner the theory of laissez fair was proponded 
to state that it is the. sum total of individual welfare that 
guarantee econnomic welfare then it was realised that there 
is an inherent fallacy . r t*is theory and •. .dt given the 
temptation, the individi f .1 businessman may propote his welfare 
in complete disregard of the welfare of the community. The 
reason for the behaviour of businessman is the inherent 
conflict between the self interest 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 oitf business community alone. The business 
whether carried on 1^ an individual or bv an association 
of persons is clothe | with public interest. How it is 
clothed with public interest 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 wants of 
community would be satisfied in the best possible manner.
The prosperity of the nation also depends on the business 
and commerce. In short, we may say that since business 
contributes to national wealth, business must deemed to .:e 
clothed with public interest. Thus, public interest arises 
directly from the underlying public interest of all economic 
activities which ar~ carried on through business, be it 
production, distribution or supply of goods and services.
It is this positive stand point which account for the

i
linstitutional support which 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 be icing facilities,
(c) providing finance® to business through financial 

institutions -
(d) providing subsidies, etc.

In order to provide all these facilities, the 
Government uses public fund.
(ID NEGATIVE STAND POINT ; 1

i !
The extent of public interest in business can also be

• Igauged from negative stand point.

Having provided t 2 facilities and n-cessary ihfra-' •
structure to allow bi : In ess to function with ufefnost/efficiency in congenial atmosphere, the State cannot 
proceed on the basis that its responsibility is over.
The money employed in'business has come from thousands of 
small investors, it being immaterial whether their saving 
have been channelised through stock market, bankers, financial 
institutions, public deposits or otherwise. The State must 
have some means as its disposal to oversee the dilection 
of investment, whether the investment is put to optimum 
use, whether the same is frittered away in unproductive 
activities and also whether the saving of the investors 
are lost to. satisfy t' ? lust of unscrupu ous businessman.
Any - law, regulatior or other means at the disposal of
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the Government to protect the interest of investors or 
public have therefore, to be deemed in public interest.
The Companies Act, 1956 considered to be the harbinger of 
public welfare by safeguarding the public interest 
enshrined in its. body e-' ther expressly or by implication. 
This Act is regarded as a progressive pie; e of legislation 
having public interest as its sheet-anchd^.. Looking to the 
various provisions of the Companies Act 195C it may beItaken as a best example of negative stand point.

The plain meaning of the term public interest refers 
to the pecuniary stack concerning the people as whole in 
commercial undertaking. 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 olf general interest does not 
mean that which is interesting as gratifying curiosity 
or a love of information or amusement, but that in which a 
class of community has•a pecuniary interest or some interest
by which their legai-| rights are affectr^.'

h

A company or corporation must, therefore, act for the 
economic betterment and social welfare of the community 
which created it. Profit can be its goal only to the extent 
of which it enables it to survive and serve its members and 
creditors. Society would not like to creat an artificial
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child or entity who is, selfish and acts only- in its own 
interest. In fact company like a natural person must 
cultivate conscience, and profit must nc+- be its only 
goal, but it must ma‘ a,j effort to ser e not only its 
shareholders but als . its employees, consumers and society 
at large. Social accountability must be in^li6|cated by all 

companies and corporations.

Recently, in the case of NATIONAL TEXTILE WORKERS 
UNION ETC. V. P.R. RAMKRISHNAN & OTHERS, BHAGWATI J.(S.C.) 
observed that the concept of company has undergone radical 
transformation in the last few decades. The traditional view 
that the company is the property of the shareholders is now 
an exploded myth. Today social scientists and thinkers regard 
a company as a licing, vital and dynamic social organism
with firm and deep rioted affiliation with the rest of t> 5

' ij

community in which ifunctions. It would be wrong to lcok
1 !upon it as something oelonging to the shareholders. It :..s 

true that the shareholders brings capital but capital is not 
enough. It is only one of th<^ factors which contributes to 
the production and there are employees who provides labour 
and lastly there are the consumers and rest of the members 
of the community who are vitally interested in the product 
manufactured in the concern...*1

This shows that the concept of public interest takes the
/
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»
company outside the c. ventionsI sphere of being concern 
in which shareholders or members alone 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 manner'detrimental to the public interest.

jHere it may be submitted that the concept of public 
interest has to be viewed in its proper perspective depending 
upon the objective sought to be achieved and context thereof. 
Business today has- to move side by side wi-th the rest of the 
society. In the words of Professor Kennetn Andrews 'this 
is the form of a new :acial contract in which business has 
to play a leading pari

2. THE CONCEPT OF PUBLIC INTEREST AND COMPANIES ACT, 1956 :

The Indian Companies Act, 1956 is regarded as a progre­
ssive- piece of legislation having public interest as its 
sheet-anchor. If is also considered to fcbe harbinger of 

public welfare by safeguarding the public interest enshrined 
in its body either expressly or by implication. In this part 
of tbe chapter I have tried to analyse those provisions of the 

Act which expressly provides for the protection of public 
interest.

2.A EXPRESS PROVISIONS 0 COMPANIES ACT. I^CORTCRATED FOR 
PROTECTING PUBLIC IP !3REST :
(I) Section 81 (4) ; Sub-Section 4 of Sec. 81 inserted
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by the Companies (Am^ubuteuw) Act, 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 far' as this provision is concerned, it may be said 
that the progressive thinking is generally not for out­
right loans by the Government to private enterprises. It 
is felt that Government should have a right, where it is 
necessary and desire. |ie zo convert its ^ans into partic: - 
pating capital and tis provision here will enable the 
Government to do so. However, the loans that are sought 
to be covered by this provision are c. loans directly 
given by Government and it is not to include the leans 
given by the financial institutions owned by the Government.

(n) termination of disprobortionalely excessive voting
RIGHTS - POWER OF THE CENTRAL GOVERNMENT TO GIVE 
EXEMPTION IN PUBLIC INTEREST (Sec. 89 (4) ) :-

' This section requires that voting rights shall, in 
respect of all equity share bear the same proportion as the 
amount of share capita] paid up that i~ to say voting r.‘ghts 
should in all cases ,oe in the same proportion as the amount 
of share capital paid up. However, Sub-Section 4 empowers 
the Central Government to give exemption to any company from
the requirements of Sub-Sections (1), (2) and (3) of the

1!
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Section in public interest. This power of the Central 
Government is subject to one condition." Every-order of 
exemption made by the Central Government under this Sub- 
Section requires to be laid before both Houses of 
Parliament as soon a? -nay be after it is made. It is not 
made clear, whether t;is laying down of order is for 
approval or just for information. If it is for approval 
and if either House of Parliament does not approve such 
exemption, legislation u.=> die «~nly remedy.

An order of, exemption under Sub-Section (4) if un­
conditionally made cannot be subsequently revoked by the

11Central Government. But as pointed out by the Supreme
12 1 ICourt, though an order passed in exercise of power under

* 1 ia statute cannot be challenged on the ground of propriety
of sufficiently, it is liable to be quashal, if the Court

, * \

is satisfied that in passing that order the Government did 
not apply its mind t;> the relevant fact; .

(Ill) RESTRICTION 0., THE TRANSFER OF SHARES IN THE
......    ........................ LI I I — Ml— ■ - ——■............................................. —I-    .      ............................... t

PUBLIC INTEREST (Section 1086) :

One of the characteristics of a company is transfera­
bility of shares. The shares of a public company are, 
subject to certain conditions, freely transferable, so that 
no shareholder is permanently wedded 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 easily 
transferred. Section 82 of the Companies Act, 1956 
enuciates this principle by providing that the shares 
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 pro'f’^es liquidity 
to the members, as he _ :ai. freely sell hi > shares and ensures 
stability to the comj . ,iy, as the member is not withdrawing 
his money from the company. However, an important power 
has been given to the Central Government, through which the 
Central Government may interfere with the right 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 company's Board of Directors is likely 
to take p&ace. and that such a change would be prejudicial 
to the interest of the company or to the public interest, 
it may order that no such transfer shall-be made to the 
proposed transfree oi in certain cases it may direct the 
transfer of shares to itself or to a corporation owned or 
controlled by it. In yxoei not to affect the liquidity of 
shares, the period of restriction is limited to sixty days.
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(IV) RESTRICTION OF TPE TRANSFER OF SHARES OF FOREIGN 
COMPANY (Section 108 C) s

Sub-Section (3) of Section empowers the Central 
Government to refuse„permission for tr£ isfer of shares 
of foreign company 1 *ving a place of business in India 
to any citizen of India or any body corporate incorporated 
in India under certain cl'-cumstances, if it is satisfied that
such transfer would be prejudicial to the public interest.

\

This provision is intended to meet the situation which 
has come to the notice of the Government of companies which 
are incorporated1 outside India but having substantial business 
in India changing hands, and funds derived from such transfer 
being misused for obtaining control over otiu-r Indian 
companies.

(V) POWER OF CBNTR, .. t GOVERNMENT TO PIi CJT COMPANIES NOT
TO GIVE EFFECT TO TRANSFER : (Section 108-D):

1This section empowers the Central Government to direct 
the companies not to give effect to 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 public interest, is likely to take place. 
This section freezes the voting rights or other 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 which it to exercise the power are open to
judicial review, where they are n$t sustainable.

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
petitioners whose valuable rights were being adversely affected
were held to be entitled to a hearing before the final order

13pussuant to the rule of natural justice.
■if(VI) DIVIDEND TO BE f \ID ONLY OUT OF PRJF'ITG 

(Section 205) ;-
............... . —1 -r < *

One of the main objects of commercial enterprises i= 
to earn profits which are distributed among shareholders by 
way of dividend.

According to Sec. 205 (1) dividend can only be' paid 
out of (a) the current profits of the company, or (b) past 
accumulated 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^end cannot be paid out of capital. In
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v 14 , ,one of the case it was held that if a .dividend is
improperly paid out of capital, -it amounts to a breach of
trust. It results in an unauthorised reduction of capital
and is ultra vires and void. .The directors who are knowingly
a party to such payment becomes jointly and severally liable

i ,
to repay the amount so paid with interests. In this respect

15 .observation made by f.-iss si' M.R. in Flit oft's case is
f

worth quoted ; i

the creditors has no debtor but that 
impalpable thing the corporation, which 
has no property except the assets of the 
business. Tne creditors, therefore, Given 
credit to that capital, gives credit to the 
company on 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 capita] 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 nec.S ss'?ry to do -so in .-he public interest, 
allow any company declare or pay dividend for any 
financialy year out of the profits of the company for th -:t 
year or any previous financial year or years without providing 
for depreciation.

Position in England :

In England there was no general and direct authority on
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this point. The Courts have sought to prevent the payment 
of dividend out of capital by doctrine' 4*hat 'dividend must 
not be paid out of utpiual' or that 'dividend must only 
be paid out of profits1. These two propositions are 
generally assumed to be identical,16 Section 121 of 

Companies Clauses Act, 1845 relating to statutory companies 
provides that 'The company shall 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 permissible with the consent of all secured 
creditors*. The same is now .expressly included under 
Act. 116 of Table -A.

One of the important rule regarding dividends followed
in England is 'divi^^nd cannot be paid if this would re; ilt

|in company's being q a able to pay its debts as they fall
17 'due* Secondly losses,of fixed assets need not be made jood

18before treating a revenue profit as available for dividend,
and it is not legally essential to make any provision for

19depreciation. Yet in.another case it was held that 'if an 
allowance is made for depreciation and the directors are 
satisfied that the actual value of the assets in question 
is in excess of the depreciated value shown in the books, 
they may write-back the appropriate part of the depreciation

I

and thus increase the profits available for dividend. ■
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In England Jenkin Committee recommended that this 
should be necessary in the case of working assets with 
limited exception for existing companies, but that 
there should be no general statutory obligation to make

- |£ij. ,
• ')()good capital losses '-j&fore distributing reverue profits."

i?In India, Sacher CorrcBttee has recommended far reaching
, j

changes in Section 205 of the Act :

So far as Sectic,. 205 (I) (c) and its proviso 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 the further proviso thereunder should 
be deleted.

0/11} PROCEEDINGS FOR RECOVERY OF DAMAGES OR PROPERTY.
(Sec. 244) ; , ,

. • S v 'This section ^numerates the powe.o of the Central Government, which me) be exercised by it, on the basis o:'
* i • ,

Inspector's report. It provides that where from the report 
of the inspector it appears to the Central Government that 
a fraud, misfeasance o$T other misconduct in connection with 
the promotion or formation or management of the affairs tof 
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 ehe public 
interest for,that purpose in the name of the company or 
body corporate.

Here it may be mencioned that no provision has been 
made as to what is to be done with the damages or property 
recovered as a result of the proceedings taken under Sub- 
Section (1). In rhe absence of any express provision to 
the contrary, presumbly they are to be. paid or delivered to 
the company or body corporate on whose behalf, the Central 
Government has taken action.

In the case of Selanger United Rubber Estate Ltd. V.
21Cradock (No. 3) the question was about the interpretation 

of the expression 'or other misconduct'. ' It was held by the 
court that the expression 'or other misconduct1' should nc : 
be interepreted ejusc.= :n generis with fraud and misfeasar :e 
but may be taken to include also misconduct not involving 
moral turpitude. In England also Section (3) of 1967 Act 
provides that 'if it appears■to the Board of Trade that any 
civil proceeding ought,' in the public interest, to be brought 
by a company they may themselves bring such proceedings in 
the name and oh behalf of the company. This section has 
•replaced section 169 (3) of 1948 Act.
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I

(VIII) IMPOSITION OF R , 3TRICTIONS 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 Section 247 or 

investigation of the interest of members, of a company under 

Section 248 or investigation of assoeiateship with managing 

agent or otherwise, it appears to the Central Government 

that there is good reason co find out the relevant facts 

about any shares in a company, the Central Government may 

impose restrictions on shares for such period not exceeding 

three years.

Imposition of restrictions in public interest :

Sub-Sections (3)' St (4) of Section 250 provides that as 

a result of any transfer,of shares a change’may take place
i

in the composition of the Company's Board of Directors, and 

such change may be prejudicial to the public interest, the 

Central Government may restrain such change from taking place 

and direct that voting rights on those shares shall not be 

exercisable for any period not exceeding three years. The 

Central Government may also direct that a change in the 

composition of Board of Directors before the date of order 

shall have effect unless confirmed by it.
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Power of the Central Government to declare transfer 
of Shares void s j

Where the Central Government has reasonc-ole ground 
to believe that a transfer of shares in a company is likely

Ito take place whereby f change in the comj osition of Board
f

of Directors of the company is likely to result and it is 
of opinion that any such change would be prejudicial to the 
public interest/ it may 1-y order 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 unscrupu­
lous persons/ by rendering cornering of share.s by unscrupu­
lous persons more difficult.

This Section was amended in 1960 by the Companies 
(Amendment) Act,, 1960. ,, The important inc usion made in the 
new section is the addition of the word 'otherwise'. By 
this addition, the scope of section has been widen so as : 
to enable the Central Government to impose restriction in 
suitable cases although there may not be any investigation 
under Sections 247, 248 and 249 of the Act.
Position In England :

In 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 
investigate and report on the membership of a company 
for the purpose of determining who are financially 
interested in it or able to control or influence its 
policy.

Alternatively,' under Section 173, the Board of Trade 
may take the less drastic step of thems Ives demanding 
information on this ooint. Whether they proceed under 
Sections 172 &^173 they are, by Section 174 given powerful 
sanction of ordering that the shares shall subject to 
restrictions which present rights in respect of them being 
exercised or enjoyed pntill the holders have given full 
information.

t
In England it was thought that they might be useful in

relation to foreign control- or the control of newspapers,
- , <» but in fact in most of the very few cases where Sec. 172

has been invoked, it has been to enable rhe existing
controllers to ascertain the identity of a potential bidder.

f,? 22 No use has yet beer made of Section 173 & 174.

(IX) APPOINTMENT OR RE-APPOINTMENT OF MANAGING DIRECTO;
(Sec. 269 (3) & (4) :

Formerly Section 269 required approval of the Central 
Government for the appointment of Managing Director or 
Whole time Director for the first time. Now it has been
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amended and according to new provision the approval of 
.the Central Governme- i s made obligato^ for the first 
appointment as well for re-appointment. The Companies 
(Amendment) Act# 1974 has also provided guidelines for the 
Central Government., which provides that the Central Govern­
ment shall not accord its approval unless it is satisfied# 
that i.

(a) it is in the interest of the company to have 
Managing Director or Whole Time Director;

(b) the proposed Managing Director or Whole Time 
Director is fit and proper person to be appointed 
as such and that the appointment of such person 
as Managing Director or Whole lime Director is 
not againr t; the public interest# and

(c) the terms and conditions of appointment are fair
and reasonable. 

ofThe object^inclusion of guidelines for the grant or
)refusal of such approval is to ensure the exercise of power 

fairly and justly.
23Sacher Committee^ 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 general approach to insist on 
governmental approval only in exceptional cases and to 
allow the companies to function freely within the limits 
of certain statutory safeguards, we suggest the replacement 
of the provision of Section 269 by provisions to the 
following effect :

(1) A public limited company may appoint a whole
time managing director or one or more whole time 
director or n paging director by passing a 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

(ii). is1 not arrelative of any director, is not
a Shareholder or a relative of'a share- 

• 1 / , holder of the company holding, in either
in 'cash, more than twc percent of the paid
up equity capital of the company;

(b) A return has been filed with the Registrar in 
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 meeting, all material particu­
lars relating to the appointment of the mana­
ging or whole time director i*eluding infor-

. mation now contained in Form °5 A to 26, as
imay be r -.event to the circ tmstances of the 

case, sh : aid be incorporated in accordance 
with the rules to be prescribed in this behajf. 
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 Government 
by 100 members or by persons holding 10 per cent of the 
total voting 'power, or on its own information, it 
appears that the person, appointed as managing or whole 
time director has ».oeen prosecuted an . convicted of an 
offence specified in the economic offences (non-appli-- 
cation of Limitation Act) and of, the provisions of 
the Companies Act and the M.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



may refer the sarr.r. to the Company Law Board with 
a request that the Board may inquire into the case 
and record 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 Lai, Board*, it shall g. ,e the person

iconcerned an oppot•■“.unity of being heard.

(3) The person against whom the case is refered to the
/

Company Law Board v.nJer this section shall joined as 
a respondent to the reference and no order shall be 
passed by the Company Law Board without giving an 
opportunity to the person concerned of being heard.

(4) An order by the Company Law Board that by reason of the 
prosecution and conviction of the person concerned of 
the offences refexured to in clause (2) above, the 
person appointed as managing or whole time.director is 
not fit and proper 'to be appointed a;.: managing or who! 2
time director sha. I to the High Court if it

i L ^

satisfies the provision of Sec. 100 of the Code of
Civil Procedure.
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(5) The High Court on earing, an appeal i nder Sec.100 
of Code of Civil . • ocedure, shall in addition, have
the power to order removal from office of any managing 075"
whole time director, and in the event of there being 

pno apeal from the decision of the Company Law Board 1/
• may order the removal of such person as Managing 
or whole time director of the company.

(6) The Company Law Board shall have power on a reference 
being made to it to pass such an intrim order as the 
nature of the circumstances of the case may require, 
provided that no such order restraini vn a person to 
act as managing o^ whole-time direct- r shall be passe-: 
without giving an opportunity of being heard.

The Committee has also recommended for the
« l ’

deletion of Section 268.

(7) Where the whole time or managing director proposed 
to be appointed does not fulfil the conditions laid . 
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 Jie forgoing 
provision the Company Law Board may approve the 
appointment of an| whole-time or managing director,
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on an application made by the company, on such form 
and condition as it may deeded fit. If it is shown
to the Company Law Board that it would be in.the

• 1

interest of the company to accord such approval.
The Company Law Board may reject the application of 
it is of the opinion that keeping in mind the interest 
of the company, |t would be proper to reject the 

application.

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 Lav/ Board

*

will be the sole judge in respect of the appoint, of the
whole time or managing director.

(X) POWER OF THE CENTRAL GOVERNMENT TO EXEMPT A COMPANY 
FROM THE PROVISION OF SUB-SECTION (1) OF SECTION 
300 IN PJBLIC INTEREST (SEC. 300 (3) s

Director steads in a fiduciary velation and he in,
f

bound by fiduci- -y duties. One of the fiduciary dut..es 
is, that director must not, without the consent of the 
company place themselves in a position in which there 
is a conflict between their duties and thefr personal 
interest. Good faith must not only be done but manifestly 
be seen to be done, and the law will not allow a 
fiduciary to place him in a situation in which his
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judgement is likely to be biased and then to escape 

liability by denying that in fact it was biased. In 

order to put the matter beyond doubt, Sub-Section (1) of 

Section 300 of the Cos., anies Act, 1956 prohibits interested 

directors from taking r.art in the proceedings of Board's 

meeting and it furthei provides that their presence shal] 

not be considered for the purpose of qu«>ram.

However, an important exception has been created by 

Sub-Section (3) of Section 300 which empowers the Central 

Government to exempt a public company or a private company

which is subsidiary of a public company from the provision
! I

of Sub-Section (1) of Sec. 300, if the Central Government
\

is of the opinion that with regard to the desirability of 

establishing or promoting any industry, business or trade it 

would not be in the p jlic interest to apply all or any of 

the prohibitions'cont;-:'ned in this section i.e. Sub-Secticn 

(1) of Sec. 300. So 1 ir as this sub-Section is concerned 

it seems that it h.."<? been provided to work as a safety val/e 

in case of necessity* Subjection (1) puts a blanket ban on 

the interested directors from taking part in the proceedings 

of the Boards meeting. Some times, it may become necessary 

in the public interest to exempt a company from the provision 

of Sub-Section (1) of Sec. 300.
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SACHER COMMIT!'1 S RECOMMENDATION :

This committee he recommended worke1" participation 
in the management of \ he company in Chapter XI of the 
Report. Consequently- it has also recommended changes 
to be made in Sections 299/300 of the Act. It has reco­
mmended thac "Worker Director, should not because of 
Sections'299/300 be barred from participating in the ,
Board's meeting on the item concerning the terms and 
condition of the employment including question of wages, 
bonus etc., which would be Common to other employees of the 
company. Because if that was so?' we would be debarring hirn 
from participation in the most important aspects with which

j

the workers are concerned. If their representative is not
i

to participate in sue! nutters, the concept of worker's
£

participation will haje no meaning.
t.

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

Chapter IV of part VI of the Companies Act, 1956, which 
was amended by the Companies (Amendment) Act, 1963 give 

power to the Central Government to remove managerial 
personnel from office on the recommendation of a High 
Court.
Under Sub-S'ection 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 a request that the High Court may inquire 
into’ the case and record a finding whether he is a fit 
or proper person to hc't the office of director or any

7

other office connected .vith the conduct and management
( £, J*

of the company. The cdi.dition laid down for exercising 
this power is that the circumstances must suggest that the

V \

business of a company xs or nas been conducted and managed 
by such person with intent - 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 Central Government 
or on its own motion, directing the respondent to not to 
discharge any of the duties of his office untill further 

order. v

The peculiar feature of this section is that intrim - 
order may be passed not only in the interest of the members 
or creditors of the company but also where the public interest 
requires that such 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 ,v^es against intrim orders passed by
P ’the High Court as there is no provision for ap'eal against

, * Isuch orders.

Section 388 E empowers 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 these sections becomes clear 
from the explanation given by the Finance Minister while 
introducing the Bill in the Lok Sabha ?

The existing ,-ovisions in Sections 397 
and 398 of tl- Companies Act and the 
others that f:llow provide for the removal 
from office in a company of persons found 
to have been guilty of mis-management in 
regard to the affairs of that company only.
Section'274.disqualifies a person from being 
appointed as the director of a company if 
he is convicted by a Court for any offence 
involving moral turpitude and sentenced to 
imprisonment for a period 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 is to secure a conviction even when 
.a prima facia case is made out...-

The main points In regard to this consideration are 
that provision is being introduced in Lav/ bo deal - swift] / 
and effectively with management of companies where the



41

behaviour of the officers has been found to be not 

proper. Such person even if they have conn.lifted such 

anti-social acts in respect of one company only under 

their management, will be debarred from being employed 

by other companies. 1*3 affected persons will be given an 

opportunity of a fair hearing before the tribunal. An 

aggrieved person will also have the right of appeal to 

High Court and before removing a person from office, the 

Central Government will give him. due notice to explain 

his position and make a representation.

Observation :

Section 388 B apply to companies both public and private,l'

l

but do not apply to such bodies corporate or foreign 

companies which are incorporated outside India, as they are 

not companies within toe definition given in Sec. 3 of tl : 

Companies Act, 1956. Further section deals only with a 

person who is or-hasibeen in management and with one‘whos= 

concern'with the management~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.
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(XII) PROVISION FOR FACILITATING RECONSTRUCTION AND 

■AMALGAMATION OF COMPANIES-POWERS OF THE COURT- 
CONDITIONS REQUIRED TO BE OBSERVED DY THE COURT 
(Sec. 394) _ :

Section 394 contain provisions for facilitating 

reconstruction and amalgamation of companies by sale and 

•dissolution or by acquiring undertaking. However, the 

powers of the Court under this section are subject to the 

conditions laid downjjinder the two provisos of Sub-Section 

(1) according to whic|; the Court will not sanction any
f'

scheme of compromise Or arrangement'for the amalgamation 

of a company which is being, wound up, with any other cornr any 

or companies unless the Court nas received a report from the 

Company Law Board or the Registrar that the affairs of the
i |

company have not been .conducted in a manner prejudicial to 

the interest of its members or public interest.

Besides, that no order for the dissolution" of any • 

transferor company shall be made by the Court unless the 

Official Liquidator hasv, on scrutiny of tv e Books and 

Papers of the company^made report to the Court that the 

affairs of the compsiHave not been conducted in a manner 

prejudicial to" the interest of its members or .public interest,

Further the Court is also required to give notice of 

application made to a L. under .“sc, 394 to the Central Govern­

ment and shall take into consideration . the representation,

/1 ,
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if any, made to it 1 the Central Government before 
passing any order.

These two proyisos 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 
R. Summani (P) Ltd.2^ it was held that the obtaining of 

reports required by the two provisos is a pre-requisite 
before ordering dissolution of the transferor company.

j

Prejudicial to the public interest :
- - s* c

If the object .-'V-d purpose of the c i.algamation as found,
was to get the benefit of avoidance-of capital gain tax, it
would be prejudicial to the public interest, even th/ov )h
it did not amount to tax evasion or other illegal act or
conduct. The Court jin such case would not extend its
helping hands to‘help to do anything which will have the
effect of defeating’the tax law of the country, though-in 

26a legal manner.
nnBut in the case of A.W. Figgis & Co. (P) Ltd.

it was held,that a scheme cannot be considered fraudulent 
or illegal because it is so arrange as to avoid capital 
gain tax or any otax liability as a person is lav-fully 
entitled to do an-'thing or-so conduct his affairs as ja 
avoid or -reduce liability. So far as the second prov.r.o
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of Sub-Sec (1) conce ned conflicting views have been 
expressed by the courts as to the scope of the said 
proviso. Culcutta hiyn court has consistently been
holding the view that;the said proviso applied only

{

in cases wehre one of the companies of the scheme of 
amalgamation 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 a Bench of the Karnataka High Court and according 
to that Court the proviso applies in all cases, and it is 
necessary that the Cg-ar^ should have th benefit of the 
report filed by the ) fficial Liquidator before any 
dissolution order can be made. It may be submitted resbc - 
ctfully that the view express by the Karnataka High Court 
is correct, as the view express by the Culcutta High Court 
obviously ignores the fact that Clause (iv) of Sub-Sec. (1)
(b) expressly covers all cases of dissolution without winding 
up whether winding up proceedings in respect of the company 
are pending or -not. The object of calling for the report 
of the Official Liquidator is to satisfy the Court that 
the interest of the shareholders or the r’ blic interest are 
prejudicially affected by the amalgamaticr..
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28Sacher Committee's recommendations.

,.. Whatever may be the legal position, we feel that 

it may not be necessary £v,r the Official Liquidator to 

make scrutiny cf the books and papers of the company and 

report to the Court thr'4- the affairs of the company have 

not been conducted in .-manner prejudicial to the 

public interest or to . ,e interest of its members, before 

the company can be dissolved. In the winding up chapter we 

have already recommends! cL^c in the case of voluntary 

winding up it is not necessary that before the company is 

dissolved, the Official Liquidator«• should file a report 

pursuant to Sections 497 (6) or .509 (6) of the Act. In the 

case of amalgamation too the matter is already before the 

Court, the court is expected tc protect the interest of 

everybody concerned, it jis not appreciated why a further 

report' by the Official Liquidator pursuant to second proviso 

to Sec. 394 (1) should be necessary. Vie > cordingly recomi on.- 

that this requirement ‘‘ould be dispensed with. Instead it 

should be provided in rhe Section that at the expiry of si:< 

months after certified copy of the order of the Court appro­

ving the scheme of amalgamation is filed with Registrar, 

transferor company should be deemed to have been dissolved.

Even otherwise, Sec. 559 already provides for declaration 

by the Court of any dissolution being void whether in 

pursuance of Fart VII or under Section 394 or otherwise, and for
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passing such order as i may think fit. We chink that 
this would offered suff . :ient protection tf any person 
to re-open the matter w t chin a period of five years'of

< • Ithe date of dissolution,'as recommended by us in Chapter 
XII".

i
By this recommendation the Sacher committee has 

recommended the deletion of the second proviso of Section 
394 (1) .

So far as this recommendation of the Sacher Committee
is concerned it may be submitted that the Committee has not
taken into consideration the views expressed by the Vivian
Bose Commission on the Dalmia-Jain concernc that "this
two provisos are intended as additional safeguards", that

sis to say, in addition, to the existing provisions of the 
Companies Act, 1956.

(XIH) POWER OF THE CENTRAL. GOVERNMENT TO PROVIDE FOR 
AMALGAMATION 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 
Public Interest were substituted for the words National 
Interest tey the Companies (Amendment) Act, 1960. Thus, 
where the Central <Jo ...rh^.ent is satisfied that it is
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necessary in the pt > .ic interest that .wo or more
companies should am « .gamate, the Central Government

1
may by order notified in the Official Gas3i4&provide 
for amalgamation of tier; companies into single company.

The power to order compulsory amalgamation is evidently 
an ancilliary power intended to be used in cases of un­
satisfactory situations in the private sector. Under such 
power, the Central Government, instead of nationalising 
tne whole of a particular industry, may, in the national or 
public interest, choose to improve operative efficiency and 
ensure better management by a process of amalgamation of 
small and inefficient u lits into large companies with 
sounder capital str\i :tures and better system of managers it.

This power of the Central Government is ma.de account able,
to the Parliament and therefore Sub-Sec. (5) provided that
Copies of every order-made under this section shall, be laid
before both Houses of Parliament. So far as this section
is concerned, the observation made by the Sacher Committee

29is wo.rth considering.
Under the existing scheme of the Act,
.amalgamation of companies could be 
ordered by the.Court or by the Central 
Government (Sections 391 to 394 and 
396 of the A While in the ca=e of 
approval by ;e High Court, some
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procedural requirements (Sections 391 
393) have to be' gone through before the 
scheme becomes final. In the case of 
approval by the Central Government a 
case of public,interest has to be shown 
to exist before the Central Government 
can exercise its power under Sec. 396 of 
the Act. Ever. 'in the- case of an order

7”

by the Centra.* :Government’ there -are some 
procedural requirements, but then there 
are not as elaborate as the procedure 
under the Companies (Cou-rt) Rules, 1956.
The Central Government has so far been 
exercising its powers under Sec. 396 only 
in the case of wholly owned public sector 
companies. The provisions of- this section 
not so far been applied to private sector 
companies 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. f-ord 'Court1 occuring in 
Sec. 394 has W en substituted by che words 
’Central Goveirment' thereby giving jurisdiction, 
to the Central Government to approve scheme of 
amalgamation of Government <5ompanies. Thus, 
the Central Government is already in a position 
to exercise power 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
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Section 396 on /.
In case of prc-: sdural matter, the

' ' 30Committee has observed and recommended
that "we have earlier referred to the 
two alternative,modes by which amalga­
mation of Government Companies can be 
brought about' by the Central Government.

IGovernment Companies, 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 pattern, the interest of 
shareholders, which is one of the impor­
tant interest to be taken care of in any 
scheme of amalgamation is not likely to 
be adversly affected in case of amalga­
mation of Government companies. The Vinterest of creditors are to be protested 
in any case irrespective of the authority 
passing the order of amalgamation. 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 
authorities 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. TKere need be no occasion for

l
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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 COMMITTEE'S
RECOMMENDATIONS j31

There is another category of cases of 
amalgamation v-heme. We feel, the 
provisions of <Section 396 of Act can be 
readily evoke i by the Central Government 
in sanctioning scheme of amalgamation in 
the public interest. ' These cases pertains 
to amalgamateof sick industrial units, 
with healthy units. In order to facilitate 
such amalgamation, Finance Act. No. 2 of 
1977 had inserted a new Sec. 72A in the 
Income Tax Act relaxing provisions 
contained in the Act relating to' set-off 
of accumulated- business loss and un- 
absorbed depreciation allowance. The cases 
covered are of amalgamation of companies 
owning and industrial undertaking. The 
pre-requsite for availing of the fax benefit 
is that the Central Government c . the 
recomrhendatic • of the specified authority 
is satisfied ..hat certain conditions 
specified ini this behalf are fulfilled and 
thereupon the Central Government makes a 
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



scheme of amalgamation can be considered 
to be in the public interest or not.
There is a]so 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 condicions 
mentioned in Sec. .2 (1) of the Income Tax 
Act are also ful filled it may indicate the 
amalgamated anct amalgamating companies that, 
in 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 arrangements 
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 of amalgamation 
Should be approved by the Central Government 
itself in exert •se of its powers under Sec.
396 o£ the Act rather than by foxcing the 
companies tc aj roach the Court for this 
purpose under the provisions of Sections 391 
to 394 of the Act. ' This would in fact 
facilitate speeuy amalgamation of sick units
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with the healthy ones and would thus 
advance the very purpose for which the 
benefit under Sec. 72 A of the Income 
Tax Act has been extended. We would, 
howevergi 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 is covered by the M.R.T.P. net the 
scheme of amal, anation would still be on the 
existing lines ; aider the Act. We would 
further suggest that necessary rules may be 
framed by the Central Government for facifcli£- 
atib^ the passing of an order under Sec.396 
on application being made by the companies 
and for these purpose Sec. 396 may be 
modified to confer pov/ers 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 ti is suggestion is that in order to take 
advantage of the liberal policy of the Government some

unscrupulous industrialists may convert their healthy unitsi
into sick units., and the procedure under Sec . 396 as compared 
to Sections 391 to 394 is iberal, it will not be possible 
for the Court Or the Central Government to discover the 
unhealthy practice# adopts by these unscrupulous industralists 
to convert their healthy units into sick units.
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(XIV) PREVENTION OF OPPRESSION AND MISMANAGEMENT
POWER OF COURT ( Sections 397 and 398) :

Company form of business organisation is essentially 
democratic in form. Practically every questions relating 
to 'the management of the affairs of business is required 
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. Sometimes majority shareholders are 
tempted to utilise ti =5 rule to serve th^'r own personal - 
ends and to ignore*mirDrity interest. It may be pointed 
out here that under the 1913 Act, there were no effective 
and adequate remedies to protect minority interests. 
However, the Companies^ Act, 19o9 intorduced two 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 this isection has also been replaced by 
section 75 of the English Companies Act, 1°80. In the new 
section, the word" ‘Oppression1 has been renlaced by 
'Unfairly prejudicial , in India presen . Act provides the 
provisions under sect )n 397 and 398 to protect the 
minority- members particularly against oppression by the 
majority and mismanagement 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 prejudicial to 
public interest or in a manner oppressive to any member 
or members, an application may be made to the court by 
the requisite, number of members for appropriate relief. 
Oppression, complained &f must be of such ' nature as 
would justify the making of winding up order on the 
ground that it is just and equitable that,the company should 
be wound up but that to winding up would unfairly prejudice 
such oppressed member or members. If this is proved, the 
Court may with a view to bring to an end the matters compla­
ined of, make such an order as it think fit.

Looking to the wordings of Section 397 shareholders 
rights or interest may be protected by exercising qualified 
rights in two cases :

Firstly that the affairs of the company are being
conducted in a manner qce’judicial to the public interest,H ~

\ *

or secondly that the affairs of the ,company are being 
conducted in a mariner oppressive to any number of members 
of'the comp any.

So far as the first case is concerned, the wordings 
‘are being conducted in a manner prejudicial to the public 
interest or* have been inserted in Sections 397 and 390 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 is prejudicial to the public interest.
While introducing the Amendment Bill,'the Finance Minister

*Explained the object c| insertion of the concept of public
interest as under : 32

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 
oppression or mismanagement, by the 
provisions of the amending bill. It 
will novjbe possible for the Central 
Government to move to the Court under 
Section 397 and 398 of the Actp or take 
action for appr^nting directors unaer 
Sec. 408, suo motto on the ground of 
public, interesi , ( and not merely where , 
a company's affairs are being conducted 
in a manner prejudicial to the interest 
Of shareholders _

Scope of Section j

Clause Cfe) of Sub-Section (2) Of Section 397 indicates 
that the Court will >entertain an application under this 
section only when oppression is of such a nature as will
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make it just and equi .. ibia for the Court to wind 
up the company, but t, order winding up would unfairly 
prejudice the interest of the dppressed member or members 
and the remedy of winding up tc eliminate oppression may 
be worse than the diseasgitself. Here it may be submitted
that section 397 provides for an alternate remedy to

i i
oppressed member or members of the company.

Procedural defects :

Though by this amendment# right to apply has been given, 
where the affairs of a company are conducted in a manner 
prejudicial to the public interest but question arises 
whether an application under this sectic is possible, 
because of the condition laid down in clause (b) of Sub- 
Section (2). The conditions laid down under this clause 
cannot be satisfied in such case as conducting the affairs 
of a company in p" 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.
33Alokock Ashdown & Co. Ltd. it was observed that having 

regard to the provisions of Sections 397, 398 and 408 as 
amended by the Companies (Amendment) Acc, 1963 where the 
concept of 'public interest' is introduced, it would a ■;-,?= r 
that the Court winding up a company will have to take int;;>
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consideration no*- only the interest of shareholders and 
creditors but also public interest in the shapf^ of needs 
of the community and interest of the employees etc.

What is Oppression ?

Oppression as per Lord Simonds is any act exercised in
a manner burdensome, harsh and wrongful, In the case of

34Elder V. Elder & Waston Ltd it was observed by Lord Cooper 
'that the essence of the matter seems t3 be that the corduct 
complained of should at- the outset involve departure froir 
the standard of fair dealing and a violation of the condi­

tions of fair play rn vh:oh every shareholders who has 
entrusted his money to the company is entitled to rely.' 

cHere succinctly 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 allegation of these nature are mace in a
petition and substantiated, the company can even be ordered

35to purchase the minority shares at a fair value*

But in the case >f Mehta Bros. V. c.ulcufta Landing - id 
Shipping Co. Ltd,-3 \t was 'held that negligence and ineffi­

ciency do not amount to expression or mismanagement as
37comtemplated by the Ac41. In another case it was held 

that act of omprtission may amount to oppressive conduct if
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it is designed to achieve an unfair advarta^e. In an 
38Indian case it was held that inefficient management 

will not amount to opp'^ssion, though it may amount to 

mismanagement so as to :ome under Section 398. Nor will 

oppression not relating to the company's affairs but 

directed towards a thi’-d person come under this section.
i

Recently the Supreme Court, after reviewing the leading
39authorities, observed "it is not enough to show that 

there is just and equitable cause for winding up of the 

company, though that must 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
1

to the majority as members and this requires that events have

to be considered not i;. is.'lat-on but as <. part of conse-
£.

cutive story. There mu- be continuous act on the part 

of 'the majority shareholders, continuing upto the date of 

petition, showing that the affairs of the company were 

being conducted in a manner oppressive to some part of the 

members. The conduct must be burdensome, harsh and wrongful 

and mere lack of Confidence between the majority and mino­

rity shareholders would not be enough unless the lack of 

confidence springs from oppression of minority by a majority 

in the management of the company's affairs, and such 

oppression must ihVclve -at least an element of lack of
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probity or fair dealing to members in the matter -of his 
prioprietary rights as a shareholders."

SOhE OP THE GROUNDS WHICH HAVE BEEN ACCEPTED BY THE 
COURTS AS PROPER REASON'D FOR ACCEPTING PETITION AGAINST 
OPPRESSION I

(a) When an attempJ is made by the majority to force
i j* 1 * * 4 .40new and risky objects on unwilling minority .

(b) When an attempt iis made to deprive a member of his
41ordinary membership rights.

(c) When the conditions of fair play are violated.
Refusal to register transfer of shares bequeathed

42to member owing to private dispute.

‘(d) Where a majority shareholders persistently flotted
the decision of the Board of Directors and raade it

4 3impossible for the company to function.

(e) Where the affairs of the company are being conducted 
by the directo'*:- doing nothing to -’efend its inter: 't 
when they oughi to do something. It was observe-:
"The affairs of a company can be conducted oppressively 
by the directors doing nothing to defend its interest 
which they ought to do something just as they can 
conduct its affairs oppressively by doing something 
injurious tc its interest when they ought not to do it".
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In England Cohen Committee Report itself instances two 
situation evins^d for the employment of the Section 
210 (now Sec. 75, of 1980 Act) of the English Companies 
Act,- 1948 corresponding to Sec. 397 of the Indian Companies 
Act, 1956. They are :

(1) Where controlling directors unreasonably refuse
. to register transfer of the minority's holding as 
to force a sale to tnemselves at a low price, and

(2) Where they take excessive remuneration so as to leave 
nothing for distr'. ut’-on by way of d'^idend.'

The Jenkin.Committee ailed two further ilJustrations
r.

(1) the issue of shares to directors and others on 
advantageous terms, and

(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 
COMPANIE S ACT, 1956 s

The conditions lai- down in clauses ( 0 and (b) of s/s
(2) must exist before le Court can entertain an application.

(a) There should be oppression s The members permitted
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to apply to the Court under-Sec. 397, must show 
that the affairs of rhe'company are being conducted 

. in a manner oppressive to some part of members in 
their capacity as member?! or members of the company 

as such.

(b) The .fact must justify windinq-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 order to those1cases of that character which have in 
them the requisite aelement of oppress .on. For this 

- purpose the term j i.st and qquitable be. intrepreted in 
liberal way.

4 5 c/Gower, while critiding the decision given in the case
46of Re. Bellard Silk Ltd. observed that the interpre­

tation placed on the requirements that it must be just 
and equitable to wind up the company is particularly 
unfortunate, it seems clear that this was intended to 
relate merely as a prodf of grounds and not to require 
the petitioner,to show that he was entitled to a 
winding up order.

(c) Oppression must be of a continuing nature : The phrase 
of the affairs of he company are being conducted 
suggest prima facie a continuing process and is wide 
enough to cover oppression by anybody who is taking part
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in the conduct of the affairs of the company 
v/hether defacto or de jure.

(d) Victim of the oppressive act must be a member : The
section gives no guidance as to the meaning of the
term .’oppressive h.th.jugh it does in. -cates that the

/ / victim or victim"; of the oppressive conduct must be ci
member or members of the company as such.

PREVENTION .OP MISMANAGEMENT - SECTION 398
Section 398 of the Companies 'Act, confers very^roportant 

right on the members of the company. It lays down that the 
requisite number of members as laid down by section 399 of 
the Act, pay apply to the Court for relief on the ground 
of mismanagement of the affairs of the company. As per the 
provisions of the Section, the petitioners must established
that .
(1) the affairs of \ - ? company are beincr conducted in 

a manner prejudicial to the public interest or the 
interests of the company or

(2) a material change has taken place in the management 
or control 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 and that by reasons

, of Such a change, it is likely that the affairs of the
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company will be conducted in a manner prejudicial 
to tbe public interest or the interests of the 
company.

So far as this section is concerned, it may be submitted 
that unlike section 397, this section has no counterpart in 
the English ComDanies /vet. It was recommenc'd by the Company 

Law Committee to provide relief against mismanagement of the
affairs of the company. ,; wh-ch cannot othei use be suitably

Xdealt with under any ot|her provisions of the Act. In order 
to grant relief under this section, it is not necessary for 
the court th'at there are facts to justify the making of 
winding up order. It is enough if the affairs of the company 
ar‘e conducted in a manner prejudicial to the interest of the 
company or public interest.

47In an Indian case, a petition was filed against the 
company by certain shareholders on the ground of mis-mana- 
gement by directors. The Court made a through eqquiry and 
found that considerable amount had been drawn by the Vice- 
Chairman for bis perse nl use, large sums vrere owing to the 
Government, machinery *as lying in a state of desrepair and, 
moreover, that shareholders outside the Vice-Chairman's 
group were not powerful '* enough to set things- right. All these 

facts clearly "stated a position of mismanagement and the,court 
appointed two,administrators for a period of six months to
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manage the affairs of the company and vested in them all 
the powers of the boaj. of directors.

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

As per the provisions of the Section, an application 
can be made (a) by requisite number of members as specified 
in Sub-Section (1) and it is immetarial whether the members 
are Equity shareholders or Preference shareholders. The 
section does not limit the right to members holding equity 
shares 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 
4ft 1Foundry (P) Ltd. it held that it i.- not only the 

oppressed minority wh .,h can apply 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 i 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;
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(b) the purchase or the shares or interests of any 
member of the company by other members or by the 

company,

(c) in the case of a purchase of its shares by the 

company, the consequential reduction of its share 
capital,

(d) the termination, setting aside or mod ification of 

any agreement between the company and the managing 
director, anyJother director anc the manager upon such 

terms and coreitions as may, in the opinion of th=
Court be just and equitable in a]1 the circumstances 
of the case,

(e) 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,

(f) the setting aside of any transfer made by tl e company 
within three months before the date of application 
under Sections 397 and 398 which vjuld, if made by an 
individual be deemed in his insolvency 'to be fraudulent 

preference,

(g) any other ma\. .er for which in the opinion of the 'Court, 
it is just and equitable that provision be made.
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Curtailment of the Power of the Company to alter,
' i ^Memorandum and Article of Association :

i

The Act empowers the company to alter or add to its 
memorandum and Articles of Association by special resolu- 
tion. But where a Court order makes any alternation in 
the Memorandum or Articles of Association of a company, 
the company shall not have the power to make any alter­
ation in the Memorandum or Articles of Association that is 
inconsistent with the Court order exce; t by the leave of 
the Court.' If any such alternation is made, it shall be 
communicated to the Registrar within thirty days of the 
Court's order.

.(XV) POWERS OF CENTRAL.GOVERNMENT TO PREVENT OPPRESSION 
OR MISMANAGEMENT ( Section 408) s ,

This section was inserted by the Joint Committee, as 
in their opinion's ths Central uovernmem. should be v*ste<; 
with powers to preven- mismanagement or oppression, by 
nominating one or two members ..of the company to hold offic 
as director (Now such number) for a period not exceeding 
three years. (Report para 116 sub-para 4).

According to the provisions of the section, where 
there is oppression or mismanagement within the scope of 
sections 397 and 398, at least one hundred members of the
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company or members holding not less than one-forth of 
the total voting power therein may apply to the Central 
Government for relief against oppression or mismanangement. 
The section also empowe. 3 cne Central Government to move in 
the matter of its own ny tion.

After due enquiry, if the Central Government, is 
convinced that the af£airc of the company are being 
conducted, (a) 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 persons as it may, by order in 
writing, specify as being necessary to effectively safeguard

! I

the interest of the company or its shareholders or the public
l .interest.

So far as this sect >n is concerned, a. important 
amendment was made by th'i Companies (Amendment) Act, 1960 
whereby the words* being members of the company* were 
omitted. The object rf this amendment is to facilitate the 
choice of independent persons as nominees of the Government, 
By another amendment the number of members required to join 
in the application to the Government was reduced to 100 
members instead of 200 in order not to make it too difficult 
to present such applications. Further to prevent changes 
in the Board of Directors that may stultify the nomination
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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.

Limitations on the Powers of the Government 5

Before resorting to this section, it is a condition

precedent that the Central Government should be satisfied

that the affairs of thej company are being conducted
a(1) either in a manne i oppressive to any members or

(2) in a manner prejudicial to the interest of the 

company or public interest. This suggest that the 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 

discretion to appoint directors only on its subjective 

satisfaction. The satisfaction of the Government cannot 

be arbitrary-or whimsical. Since the exercise of the 

powers under this section has grave consequences and must 

have serious consequences on the reputation and credibility 

of the' management of tl r-. company, it must be exercised 

sparingly and only wher the requisite conditions of the 

section are fully complied with. It has been heldjthat the
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Government cannot he the final arbiter of the conditions
49under which the power jean be exercised.

IIGovernment Policy under this Section :

The power under this section can be invoked only in 
those genuine cases where minority shareholders case show 
prime facie with documentary and other evidence that there 
has been mismanagement or oppression, and that for the 
proper management of the company, it is essential that the 
Central Government sin ali appoint one 01 cwo directors or 
the Board of the company in the interest of the company 
as a whole.

The powers under this section are extraordinary and
are exercised only where government is satisfied that the
affairs of a company are unduly* oppressed, and v/here it is
felt that quick action is needed such as cannot be had under

0/
the necessarily protected proceedings of a Cpurt^Law.
Government will take great eare to see that the section
is not only invoked lightly by disgruntled shareholders to

50satisfy their ov/n private ends.

Amendment made by the,- lempanies (Amending;. ,) Act, 1974.

During the workir.. of this section it has been found 
in few cases, that the Government nominated directors have 
not been able to function effectively, being in hopeless
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minority# Having regard 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

6Z3SSS
as application under Sections 397 or 398as the nature of 
the case required or to order an investigation or special 
audit. In'order, therefore, to make such appointment more 
purposeful and effective, it is considered necessary to

* y*empower the Central Sffvernment to appoin , such number of<fdirectors in the circumstances of each case as may be required
*Ato enable them effectivelyjto 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 

i ^directors^made 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 direct action to interefere and contrdl
the management of th>4|companies by controlling the Board :f

\ ■

directors itself, by appointing such number of directors 
as may be required for the purpose. Now, it is hope, that, 
the. power to call for report (dub-Section (6) ) and power 
to issue directions (Sub-Section (5) ) will play a vital
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role in disciplining the company's management.

Experience of the working of this section has shown 
that the nominee directors, majority of whom are govern­
ment servants play very-littl$ role in achieving the goal 
,as laid down in the section. The reasons for this may be 
stated to bd (a) lack of time (b) lack of knowledge, '
(c) lack of liking for management, and (d) lack of interest 
in the company, having nothing at stack in the company 
managed by them. In ~rder to remove this defect, it is 
necessary that while .making appointment under Section 408

I !

the Central Government should take into consideration, the 
back ground of the persons, his knowledge, experience and 
liking for the manaigemaiic. 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 is in negative. Since the powers vested in
the Central Government by this section are of uraent

.)
emergent nature, the government is not recruired to give 
notice individually to each shareholder <-nd conduct a tiir<? 
consuming enquiry before 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

/
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in certain circumstances, so as to prevent oppression
of the shareholders, 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 replace it, but only to laintain a control
over it. By their vet <, nature the powers under this section
are restricted only to the number of directors to be appointed

51and the duration of the order.
Sub-Section (5) and its effect :

This sub-section provides that after the Central 
Government has appointed directors under the section and so 
long as theyrremain in office, no change in the Board of 
Directors shall have effect unless confirmed by the Central 
Government. In effect this means that at annual general 
meeting, unless the same directors as retire by rotation 
-happen to be re-appoir-1 ad, no new Candidawill have 
chance of being appointed without confirmation by the 
Central Government. Nor can additional directorsto be 
opted by the Board, nor new persons be appointed to fill 
casualy vacancies, unless the Central Government is incjined 
to confirm them. One curious result flowing from this is 
that the existing directors in the Board whose conduct 
was the,cause of complained, are themselves enabled to- 
continue through being reappointed at the annual general 
meeting. y
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It has been held -( the Court "that the directors 
appointed under Section 408 (1) are required to hold 
office as directors +•>.<■> period 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 of the-prescribed 
period and therefore ••election, of ordinary Directors 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 points

53requires to be reconsidered.
•*,4In the recent cast; while dismiss in;, the petition

challenging the order -of the Company Law Board and the Central
/

Government made under Section 408 it -was held that if the 
majority shareholders act in a manner which is oppressive 
to the minority that it is one of the circumstances which ■

f t
i ;

can be tfeken into consideration while exercising such power. 
When the affairs of the company are conducted in a manner 
prejudicial to interest of the company or public interest 
or in a manner oppressive to any member of the corrpany, the 
Central Government has power to take action under Sec.408.
The proviso to Section 408 (1) does not in any way limit or 
control the power of the Central Government to act when 
affairs of. the comp an are being conducted against the 

■ interests of the comp -.ay or public interest. The proviso
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to Section 408 (1) gives the Central Government the power 
to pass an order directing the company to amend its articles, 
so as. to provide for appointment of directors by proportional

CP- 'representation insted of the Central Government rtself passingi—

order appointing directors. The condition for acting under
the proviso remains-the same, namely that the affairs of thefcompany are being conducted in a manner oppressive to any 
member of the company pr rmblic interest The bare readircj 
of proviso shows that ^the Central Government may under cer -ain 
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 a manner 

’’ indicated in Section 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 only in the case rf oppression on 
the minority shareholders by the majority. Nor is there £^y 
ambiguity in the language employed in Section 408 (1) whi: i 
necessiates taking th-• help of proviso in order to interpi 2t 
the said provision.

The powers of the Central Government under Sections 
408 and 409 are preventive in nature. The powers are ‘ 
exercised in order to see that in future the affairs of
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the Company are conducted in a manner which is not 
prejudicial to the interest of the company, its members 
or to the public in'-crest. An order under Section 4 08 
may not be able to -Ire the illegal or prejudicial acts 
which may have &lre iy been performed by the company and 
its directors, but it can try and prevent repition of such 
acts in future by ep£ oi.iting the directors of the Company.
It is said 'prevention is better than cure'.

It was further held that when an order under section 
408 has to be passed by the Central Government, the principle 
of natural justice have to be complied with. It is imma­
terial whether such an order is being passed for the first 
time or an order is proposed to be passed for the continuance 
of the directors already appointed. It was held that it. is 
for the Central Government to decide a. to how many directors

nare to be appointed [-and who should he appointed. The o" ly 
opportunity which has to be granted to a party is to she .• 
cause whether any director should be appointed or not. The 
section does not postulate hearing a party as to whether i t. 
object to any particular person being appointed as director 
or not. It is for tile government to consider who is best 
person to be so appointed. This is a matter of discretion 
which has to be exercised by the Government and there can 
be no 'question of applying the principle of natural justice
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at this stage, when once a party has been heard on the 
question - as to whether government director should or 
should not appointed. If a person appointed as a director 
whose interest is in conflict with that of the company 
and whose appointment is not in the interest of the company 
or in public interest than, possibly such appointment can 
be challenged as being ultra vires of Section 408 of-the 
Act.

Sacher Committee’s Recommendations for Reiser and 
Quicker remedies fcr Oppression and Mismanagement

The committee ha? proposed that whilst the order of the 
Central Government mes be appealed against on certain grc’nos 
to the High Court, the order itself ought not to be disturneci 
until adjudication of appeal by the High Court. In view
of the seriousness of the consequences of an order passed 
under section 408 and in view of the various provisions of 
.the Companies Act relating- to the holding of annual general 
meeting, appointment 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 it is for this reason that we are providing 
for a period of six ninths, for the dispn^a] of the apnea .

With regard to Se' cion 409 which empowers the Central
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Government to prevent change in the Board of Director?

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. Sr far as this

recommendation is concerned, it may be elated that it is

e.a proper recommendat.. >n, as the procedii g under Section 4 09
/{

commence on a compla , it, and necessary involves a right o: 

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 

available to the shareholders of the company provided they

fulfil the qualifications of members having the right to
S(5apply under Section 39/.

The Committee has also recommended for the deletion

of Clause (2) (b) o± ejection 397. It b^^far reaching

changes in Sections 398, 408 and 409 of the Act and
57also for their redrafting as per its recommendations.

,So far as Section 397 is concerned, it may be submitted that 

in order to mitigate the rigour of the section, it requires 

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

order to justify intervention of the Court, it is necessary
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that there must exist at- the date of the pecition a course
of oppressive conduct, ’-.here must be continuous acts on
the part of the majori shareholders continuing upto the
date of the petition showing that the affairs of the
company are being conducted in a manner burdensome, harsh
and wrong-ful.These- conditions are too onerous. In
order to mitigate the rigour of these conditions, the section
ought to be available even where the complaint concerns a
single act of oppression, not necessarily a continuing one.
This would enable effective action to be taken through the
medium of Section 397 petition - which the rule in Foss V.

58Harbottle would prevent in a suit at the instance of a 
shareholder. The basi ; principle underlying the rule in 
Foss V. Harbottle is t&e right of the majority shareholder? 
to conduct the affairs of the company. In this case it- was- 
laid down that in order to redress a wrong done to a company 
or a property of a company, to enforce the right of the

i

company the proper plaihtiff is the company itself and the 
Court will not ordinarily entertain an action brought on;

CB-behalf of the company by a shareholder. 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 majori-cy of the company were entitled to c!o,
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there would be no use in having a litigation about it when the 

ultimate end would only be that a meeting be called,
fthere the will of the majority would prevail. The rule in

. l

Foss V. Harbottle thus prevents an action by a member parti­
cularly minority where! what is complained of is ;

(a) a breach of fiduciary duty by promoters or 
directors,

(b) negligent mismar. gement of the company's affairs,

(c) procedural irrecilarities which an ordinary resoluti:n 

could put right.

Even though the will of majority 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 the 

exceptions to the rule in Foss V. Harhottl®. In these 

cases the will of supermacy of the majority cannot prevail. 

These exceptions are rased on the principle of natural 

justice and fair play- These are briefly as follows : f
(a) Where the act done is illegal or ultra vires the •!

59company.

(b) Where the majority are committing a fraud on the 

minority and are in control of the company.
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(c) "Where the act can only be done by a special
resolution, but in fact has been done by a simple 

61majority.,

(d) kVhere the persor^.1 rights of an individual member
o 2have been infringed.

(e) Where ther'e is oppression of minority or mismanagement
63of the affairs of the company

Inspite of these exceptions, the rule in Foss V,
Harbottle has often proved an obstacle in the way of
minority. Now time has come, when, without affecting .
rights of action by suit by individual member, an additional
avenue of relief is afforded to minority shareholders entitled
to apply under Sections 397 and 398. The Sacher Committee
has rightly recommended "that the persons having a right
to apply to the Court.under Section 397 also complain J
of acts of mismanagement on the part of chose in conduct
of the affairs of the- company and the Court may in its ‘

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

{XV!) FINAL MEETING AND DISSOLUTION (Sections 497 
Sub-Section 6, 6A and 6 B and Section 509):

Sub-Section 61oi Section 497 and Section 509 reads 
as "The official liquidator on receiving the account and
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either the return mei ioned in SU£,_seCtion (3) or the 
return mentioned in Sub-Section (4) shall as soon as may 
be, made ahd the liluidator and all officers, past or 
present, of the company, shall give the official liquidator 
all reasonable facilities, to make a scrutiny of the books- 
and papers of the company and if on such scrutiny the- 
official liquidator makes a report to the Court that the 
affairs of the company have not been conducted in a manner 
prejudicial to the interest of its members or to public 
interest, then from the date of the submission of the report 
to the Court the company shall be deemed to be dissolved.

• JSub-Section 6A provie'that if on such scrutiny the official 
liquidator makes a report td the court that the affains-of 
the company have been conducted in a manner prejudicial 
as aforesaid, the Cou»-+- shall by order direct the Official
Liquidator 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 deemed fit. Sub-Section 
6 8 provides that on the receipt of the Official Liquidator's 
report on such further investigation the Court may either 
make an order that the company shall stand dissolved with 
effect from the date to be specified by the Court therein 
or make, such other oicer as the circumstances of the case 
brought out in the report permits. These Sub-Sections were
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substituted in the place of original °ub-Sections by the 
Companies (-Amendment; .wjt, i965 for the following reasons:

"On the basis of Lhe findings of the Vivian Bose Commission 

and 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 liquidation 

should not be dissolved untill the Official Liquidator has 
scrutinised the books and papers of the company and made a 

report to the Court that its affairs have not been conducted 

in a manner prejudic 1 >0 the interest :C its members or
the public interest.1';'', (Clauses 55 and 56, Notes on Clauses)

i I

Sacher Committee*s ‘Observation and Recommendations
Iin respect of Sections 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 aggrieved 

person applies to the Court for making suitable order, the 

entire process is not subject to scrutiny of either the 

Court or any other outside agency. Sometirm. s, it is likely 

that directors with improper and for dishonest motives put 

the company into voh itary liquidation, so that their 

mismanagement and/ of misapplication ol company's fund 

would be covered up, and the whole affairs is quitly 

forgotten. The observation of Enquity on the administra­

tion of Dalmia-Jain (.Paras 4?3 and 810 Part 5) companies
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regarding the manner j n which some compe lies in the 

group had been wound i p voluntary, and the methods 

that were adopted by the management led to constituting 

Daphtary-Sestri Commd +•+•«=»« ’•'hich recommended that Sections 

497 and 509 be amended to provide for scrutiny by Official 

Liquidator, and until that is done, company shall not be 

dissolved. Accordingly, Sections 497 and 509 were amended 

in 1965 by substituting Sub-Sections (3) (4) and (5). As-

a result of this amendment, the voluntary liouida-cion now, 

after the final meeting is required to file an account 

showing how the winding up has been conducted and the 

manner in which the -oper-ty of the company has been disposed 

of with the Registrar and the Official Liquidator within :>ne 

week after the final meeting.

The Official Liquidators under Sub-Section (6) of 

Sections 497 and 509 on receiving the account has to scruti­

nise the bo’oks and papers of the company. After Such 

scrutiny if. the Official Liquidator is of..the opinion that the

affairs of the company have not been conducted in a manner
/

prejudicial to the interest of its members, or to the 

public interest, he ha? to. file a report in the Court to 

that effect. The company shall be deemed to be dissolved 

only thereafter. PH pr to the amendment, three months 

after lying of the c-tcognts at the fir>al meeting and
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filling copies of the ‘ ame with the Registrar, the 
company was deemed to have been dissolved. This position

6 7exists even notv most of the other countries of the world.

The amendments introduced in 1965 have imposed a heavy 
and onerous burden on the Official Liquidator. After the 
affairs of the company are finally concluded, the Official 
Liquidator has to scrutinise the books, and other records 
of the company from the date of winding up, and also,carry 
out further investigation as may be directed by the Court, 
and then file his report* This duty on the Official 
Liquidator - demanded professional skill which in the very 
nature of things can p ily be rendered by professionals lil e 
accountants and lawyers. In fact, it would be a virtual 
investigation into the affairs of the company since the 
incorporation' of the oo^p^^y. ‘hich an important task 
cannot be treated lightly, and cannot be discharged affecti­
vely unless the person entrusted with this work has the 
necessary expertise. The other point taken into consideration 
by the Committee is backlog of a number of cases in which 
final report have not been filed by the Official Liquidators. 
As per the Report the number of report pending were 794 on 
31-3-75, T18 on 31-3-76 and 758 on 31-3-77, the number of 
reports scrutinies > ‘.re 45 OH 31-3-75, 65 on 31-3-76 and 
14 on 31-3-77, and th_ number of reports in which adverse
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comments 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 Off io : Liquidators. ^t will be seen ~ 
from the above, that e number of cases in which adverse 
reports have filed is not even one percent. This is because 
of the existing law. which contains a number of regulatory 
provisions which has improved the working of the corporate 
sector. In the words 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 Administrative Reform Commission on Company 
Law in 1967.

the complaint by Official Liquidators 
of the. heavy burden cast on them as a 
result of amendi ienu were justifies and 
were also supported by several witnesses 
from the profession who gave evidence 
before the Group."

The Working Group recommenced in para 13-9 that the 
legal provision may suitably amended to relieve the 
Liquidators of their additional burden of work, which they 
can hardly carry out. In their view, this important work 
of investigational nature should'be undertaken by the 
Department through different regional and State Organisations 
only in the case of public companies.
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In view of the Sac' r Committee there i s no need for 
the scrutiny by the Of cial Liquidators as provided in 
Sub-Section (6) of Seciron 497 and 509 of the ^ct, as the 

scrutiny by the Official Liquidators has not indicated 
any serious defaults. rhe uommictee has therefore, reco­
mmended that Sub-Sections (6 A) and (6 B) of Section 497
and 509 should be deleted and to make consequential changes

I i c. Q
in Sub-Section (3) of Sections 497 and 509.

5

It has further recommended that the procedure provided 

in the section 497 and 509 prior to the Amendment Act, of 
1965 will have to be restored with the modifcation that the 
period of 3 months mentioned in the Old Sub- Section (5) 
should be raised to 6 iroriths-. This Sub-3e -tion should also 

enable the liquidator to move the Court for deffering the 

date of dissolution.

Obversion in respect of- the recommendations of 
Sacher1 s Committee* :

The sections 497 and 509 were amended in 1965 by the 
Companies (Amendment) Act, 1965 on the recommendations of 
Daphtary-Sastjfi Committee which was constituted, on the 
basis of the findings of Viviaii Bose Commission, which 

had inquired into the affairs of the Dalrrda-jain Companies. 
The Commission came across number of irregularities and 

also til© manner in whicr sene companies ifi ’Me group hod
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been wound up voluntarily. The existing previsions
be-

in respect of voluntary winding up were found to defective.
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 conceal their 
mismanagement or misapplication of company's fund. Daphtary- 
Sastri Committee therefore, recommended that Sections 497 
and 509 be amended to provide for scrutiny by the Official 
Liquidators, and until tr.at is done, coir. >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 c 
wise step to delet these provisions for the sake of 
administrative 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 interests of the members of the 
company or public in .crest.
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2.B THE PROVISIONS OF THE INDIAN COMPANIES ACT, 1956
UNDER THE SHADOW OF PUBLIC INTEREST OR PUBLIC INTEREST 
BY IMPLICATION :

In this part of the chapter, my endouver will be to 
draw attention towards those provisions of the Companies 
Act, 1956 which are incorporated for protecting public 
interest indirectly i.e. by implication and not expressely.

(I) SECTION 4 A’READ WITH SECTION 224A ;

The financial institutions specified in Section 4A 
have been declared as a financial institutions for the 
purposes of the Comparias Act, 1956 parti . alarly for those'
provisions of the Act /s-rhich deals with accounts and audit

■ i"
of the company. Section 224 A is one of them. Now-a-days 
the financial institutions have become a special class 
of shareholders. They plays very important part in the 
management of companies through the nominee directors. 
Directly or indirectly, the public is interested, in these 
financial institutions, as they managed the public fund. 
Section 224 A provides that in the case of a company in 
which not less than 25 percent of the subscribed capital |S I 

by a public financial institutions, c Government 
company, or Central Government or State Government or a 
nationalised bank or general insurance company or in 
any combination there=< ’ , the appointment or re-appointmenc

e i d-
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of an auditor shall ha'.t no effect unless made by a
• ’ ‘l

special resolution passed at each annual general meeting 
of the company. The obilect of these provisions seems to 
protect public interest by having an$ independent audit 
of those companies in which public financial institutions 
have made investment.

It may be noted that the Section provides 25 percent 
of. the subscribed capital and nonequity share capital only*. 
This means that in the case of a company, if public Financial 
Institutions holds the Preference Share capital of the 
company and such holding is 25' percent or more o± the tota]

t

subscribed capital, they mode of appointment of the auditors 
of such company will be governed by the provisions of 
Section 224 A.

(H) SECTION .6 - MEANING" OF THE TERM "RELATIVE11.

The definition of "relative" as given in section 6 
is important for the following Sections s
Section 2(3) and (4) where 'Associate* includes a relative. 
Section 204 A which deals with restrictions on the appoint­
ment of former managing agents ©f Secretary and treasurer to 
to any office except-with.the previous approval of the 
Company in general mee-. no and the Centra] ' Government.
Sectioft §1# AA which empowers the Central- Government to 
prohibit the spbeintmenc of solg»@§ll.lng 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.

Section 314 which prohibits directors from holding office 

of profit. .

Section 370 (1-B) (v) *^ich deals with loons etc. to

companies under the same management.

The object of air these provisions if to put restrictions 

on the relatives of directors and former managing agents and 

secretaries and treasures of companies, holding office of 

profit in the companies or having contractual end other 

business dealings with them and ensure that the powers of 

directors ere not abused to the detriment or loss cf the
i

companies in their charge and imporper gain or other 

pecuniary advantage made by directors themselves and/or of 

their relatives.

The Sacher Committee has recommended for the re-drafti-g 

of Section 2 (41) with an explanation to the effect that i 1 

one ie related to the other within the meaning of this 

clause, the latter shall also be deemed to be related to 

the former, and inclusion of brothers and sisters of mother ar 

father in the schedule. It has also recommended for the 

deletion of Section 6.
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SECTION 7 s INTERPRETA^mw np 'PERSON IN ACCORDANCE 
WITH WHOSE DIRECTIONS OR INSTRUCTIONS DIRECTORS ARE;
ACCUSTOMED TO ACT :

This section provides that except where this Act 
expressly provides otherwise, a person shall not be deemed 
'to be, within the meaning of any provision in this Act, 
a person in accordance with whose directions or instructions 
the Board of Directors of a company is acc astomed to act,
by reason only that ^he Board's acts on ad/ice given by him

1
in a professional ca,;city. The object of this section 

' £to protect or safeguoj-d the position of professional advisers 
and to limit their liability-. It is enacted in order to make 
it clear that such perror., by reason onlv of givino advice

i l
in their professional capacity, do not come within that 
category. This seeticin lays down very important rule of 
interpretation, because in the following sections prohibitions 
and restrictions, duties and liabilities are imposed on 
person in accordance with whose directions or instructions 
the directors of a company are accustomed to act and penolitie 
are als© imposed on them for contravening certain provision.
As it is not; the int. -'.t’on of 'th@ Act to bring within th; 5

l

category of person, > -:6fessiortal advisers, such as solic: tors 
and auditors, etc.

Section 162 (1) & ^2) which provides penalty for non 
compliance of the provisions of sections 159, 160 or 161 
which deals with annual return etc.



92

Section 239 (1) (c) *i:ich deal =• with the power of
Inspector to carry on investigation into affairs of 
related companies etc.

Section 248 (2) (c) which deals with information regarding
persons having an interest in company.

Section 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 de*1s with duty of directors etc. to

imake disclosure. ;

Section 307 (10) (a) and (b) (i) which deals with the
register of director's ouaxenoldings etc.
Section 308 which lays down duty of directors and persons 
deemed to be directors to make disclosure of shareholdings. 
Section 370 which deals with loans, guarantee etc. to 
companies under the same management.
Section 538 (3) which deals with the offences by officers 
of companies in liquidation.

It may be noted that the words 'by r^=>son only’ show 
that a solicitor? lai ;er or Other profes sional advisers 
will not come within the expression 'person in accordance 
with those directions or instructions the Board of Direct:r 
of a company is accustomed to act'.only when his advice is
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professional advice, i.e. advice given in his professional 
capacity. If he gives any extra professional advice or 
instructions and the Beard is accustomed to act according - 
to his advice or instructions, he will come within the 
expression.

i

The idea underlying the provision's seems to be to hob: 
reasponsible those persons who truly control the,company and

Pare able to pull the strings by appointing their ownpupetsP
or subservients as directors of a company.

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

\ 1
CPr) SECTION 'll —: PROHIBITION OF ASSOCIATION AND PARTNER­

SHIP EXCEEDING CFRTAIN NUMBER :

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

78This was public miseniet t© be redressed.

It may be noted that the section will apply only where a 
company, association or partnership carries on a business 
and has for it objects the acquisition of gain either by 
itself or by any of its members.



94

71In one of the case i4‘ was held by the Court that 'both 
the expressions 'bus; rass' and 'acquisition of gain' are, 
however, to be given',the widest possible meaning, charite:le,

X I

religious, scientific and other association not having foe 
their object the accpj.sii.iuii o^ gain being alone excluded.

72In another case xt was held that the expression indicate 
undertaking of a commercial nature as distinguished from 
literary, social and other associations and clubs. The 
test is whether what is done will be considered by ordinary 
person as carrying on business. In all cases, the ordinary 
businessman's point of view has to be adopted.

It may be noted that the application of the section 
is confined to 'comp;Ties' and does not axtend to body- 
corporate. The prohibition has, therefore, no applicable■ 
to corporation, incorporated under any special laws or to 
foreign comoanies or ether bodies corporate.

The Sacher Committee not satisfying with the present
. 73position relating to Foreign Company has recommended for

the rationalisation of law relating to foreign company as
, niiper its recommendation. “

(V) SECTION 13 (1) (c) and (d). THE CONTENTS OF
MEMORANDUM of ASSOCIATION : (OBJECTS CLAUSE)
Suto-*Section (!)• (c) provides that 'the memorandum of

association ot §Very company shall state in the case of -



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

the company on its incorporation and objects incidental 
or ancilliary to the attainment of the main objects;

(ii) other objects of tie company not included in Sub-clause
(i), «-• -

Sub-Section (1) (e) in the case of companies (other than
trading corporation) with objects not confined to one State, 
the States td> whose territories the objects extend.’
In pla-tfe of clause (c) of sub-section (1), clauses (c) , '
(d) and (e) have been substituted by Section 5 of the 
Companies Amendment Act, 1965.

The purpose of the amendment was to provide clear 
definition of, the main and the subsidiary objects of a

i ,'

company in its Memorandum of Association, so as to enable 
shareholders and others interested i«e. crjditors 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 amendment of Section 149 inserting a 
new provision therein requiring that both at the initial
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stage and at later stages,, whenever a company embarks 
on any kind'of business activity sanction of the company 
by special resolution should be obtained, wij.1 afford 
an opportunity to'shareholders to inform themselves of

tthe actual business or fusinessess in which the 'company
. ’ • 75is engaged or proposes t? engage.

, It may be noted that by this amendment, the Legislature
i i

has tried to put an end to practice of making the objects, • , I .
of a company's Memorandum of Association as wi^e as possible, 
in order to (i) obviate the necessity of applying to the 
Court (now Company Law Board) • when new venture is contem­
plated and (ii) avoid the doctrine of Ultra Vires.

(VI) SECTION 17 i ALTERATION OF MEMORANDUM OF ASSOCIATION- 
SPECIAL RESOLUTION AND CONFIRMATION BY COMPANY LAW 
BOARD REQUIRED IN CASE OF .ALTERATION OF REGISTERED 
OFFICE AND OBJECTS CLAUSES :

The objects clause knd registered office clause can 
doubtless be altered, but is subject to a number of restri­
ctions. 'fhese restriction are intended to protect the 
interest of fch# shareholders, creditors of the company 
and also public interest. Section 17 lays down the 
procedural and substantive limits on the power of alteration * 
to the object clause and change of registered office from 
on® 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 conditions 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 application for confirmation of the alteration 
requires to be made by • he company and be subjected to 
scrutiny by the Company Law Board. The alteration is not ■ 
to effect untill confirmed by the Company Law Board.

Further section 17 provides that a company change 
its objects clause or change its Registered Office only 
In so far the alteration is necessary for .any of .the purpose 
specified in the section.
SACHER COMMITTEE1S OBSERVATION AND RECOhREKDATIONS IN 
RESPECT Ojf, SECTION 17 :

Section 17(1) provides for tha alteration of memorandum 
of association of the company inter alia with respect of the 
objects of the company. This alteration recruired approval 
frOff> the Company Law B-, ard. The object c ouse of a company 
is normally drafted so Oroadly that little, if at all any,
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objection can be raised to the change of the objects when 
an application is made by a company. " As a matter of fact, 
after- the commencement of the Amendment Act, 1974, the 
total number of applications received'by the Company 
Law Board for changing the objects of the company as 
on 31st January, 1978 was 524 of which 53 were dismissed 
in default or non-comp a^ee of the rules . Among the 471 
effective applications • :onsidered by the Board, as many 
as in 298 cases alterations were allowed (either in whole 
or/in part) and only in 3 cases were rejected. The remaining 
170 cases were pending before'the Board. This clearly shows 
that practically no objection is raised to the alteration 
in the objects clause. (The law is well-settled and, there­
fore, there does not.seem to any reason to follow this

Idetailed procedure. Wei therefore, suggest that there is 
no necessity for rn&king application either to the Company 
Law Board ©r to any other authority and the company can, 
on its own, alf§r the objects dJ auSe of the memorandum 
by passing the necessci / special resolution. We would, 
however, suggest that n case any member or members holding 
not less than five percent of the total voting power of 
the Company are aggrived by such an alteration, such 
member or members should "have a right to apply to the 
Company Lav/ Board which shall look into the grievance,
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if any, and pass such orders as it may deem fit. As a 
measure of protection •*vf: the shareholders, a right may 
also be given to. the R-’tistrar and Governr ent of the State

A
'A ,

in which 'the registere-H office of the company is situate ■ 
to move the Company Lav/ Board. As it is, the Registrar 
has to be heard at presort h~fore any alteration in the 
memorandum is approved, and, therefore, no greater right 
is being given to him. Adoption of section 5 of the English

7SAct, 1948 with necessary modification will be suitable.

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 
existing provisions of the section 17 is to afford prote­
ction not only to the snai‘’holders of the .ompany but also 
to outsiders dealing wi;h the company. Further this

5

recommendation will provide a qualified right to the 
shareholders of the jompany. In fesct, there is nothing 
new in this recommendation, the Committee simply recommends 
for the adoption of Section 5 of the English Companies 
Act, 1948 with necessary modifications.

(VII) SECTION 20 : COMPANIES MOT TO BE REGISTERED WITH 
UNDESIRABLE NAME :

A company is legal entity and it must have a name to 
establish its -independent indentity. Namf clause iri the
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memorandum of associci Lon confers protec cion against
violation of name of tne company. It secures to the
company De Facto monopoly of corporate trading under a
particular name. Generally no company can trade with
a name identical or similar to that of an existing
company, or a name which in the opinion of the Central

Government is 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 a name.

79As pointed by the Court that the law does not recognise 
the absolute right of a person .to a particular name to the 
extent of entitling Mm to present the -,r~e of the name by 
another person. In1 A'e case of company, however, registration

will be refused if there is likelihood of deception or1
confusion.

A name can be 'calculated to deceive' when it suggests 
that the corporation adopting it is in some way connected 
or ass&ciate with the existing corporation.

Further a company cannot adopt a name which attracts 
the provisions of the Names and Emblems (Prevention of 
Improper use)” ■Oct, 1950.,

j>acher Committee's Observation and Recommendations in 
Rep6i"fe.-of Section : 10 -

■ -'■rr-rmnu ;

Section 20 prol\oits registration of a company unce: a
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name considered undesirable by the Central Government 
or under a name identical or similar to the name of an 
existing company. The Department of Company Affairs 
has issued guiding instructions for deciding cases with 
regard to availability of names for registration under 
the Act. To obviate any substantial lecris'.ative amendment, 
we are of the view that statutory rules ohculd be framed 
under section 642 (1) ; :>f the Act for this purpose. We, 
therefore, recommend ihat section 20 should be amended 
so that it empowers the Central Government to lay dovm th* 
guidelines as may be prese-ibed. The guidelines which are 
currently being followed by it could then be issued as 
statutory rules.

(VII-E) 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 alteration made in the articles under this sub-section 
which has f££ect of "inverting a public company into a 
private company, sh<T .. have effect unle ;s such alteration 
has been approved by che Central Government. A copy of such 
alteration is also required to be filed with the Registrar 
.within the specified fine,. It was held by the Court 
that the fi8%iee of meeting for alteration of articles should 
disclose full facts and be accompanied by a copy of the 
proposed amendment.
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Sacher Conunitt^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

81itself into a private company.

(VIII) SECTION 34 ; EFFECT OF REGISTRATION :

One of the essential characteristic of a company 
is that it is incorporated. Now the meaning of this is 
that it is constitutedf- distinct and independent person 
in law and is endowed th special rights and privileges.
It is in point of law a person distinct from its members. 
This charatstristic has far-reaching consequences, and offers

f

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 corporate x«/ith a perpetual succession and common 
seal, but with such liability on the part or the members to 
contribute t& the asscis of the company in the event of 
its being wound up as is mentioned in this ActI

The property of thcompany belongs to the company
9 eand not individual shareholder. It was held by the Court

i
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that a member of a company has no lucus standi to 
challenge any decree passed against'the company or the 
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 COMPANY AND LIFTING OF 
THE CORPORATE VEIL :

fAs regards the true legal position of a company or
corporate body and •" v 5 circumstances unoer which its entity
as a corporate body will be ignored and the corporate veil
lifted, so that the individual shareholder may be treated

83liable for its acts, the Supreme Court has expressed it­
self as follows :

"The true legal position in regard to the character 
of a corporation or a company which owes its incorporation 
to a statutory authority is not in doubt or dispute. The 
corporation in law is equal to a natural person and has a 
legal entity of its own. The entity of the corporation 
is entirely Separate from that of its shareholders; it 
bears its own name and has a seal of its own; it assets 
are separate and distinct from those c - its members; it.
Can sue and be suet exclusively for its own purpose; it: 
creditors cannot obtain satisfaction from the assets of its 
members; the liabi r> f the members or shareholders is
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limited to the capital invested by them; similarly

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 or ^olomon V. Solomon &

Co. 1895 A.C. 22 was pronounced in 1897 and indeed, it

has always been the iwejll recognised principle of common

law. However, in th.p course of time, the doctrine, that

a corporation or company has a legal and separate entity •; f
)

its own has been sub._e.cted to certain exceptions by the 

application of the fiction that the veil of tho corporation 

can be lifted and ito face examined in substance. The 

doctrine of the lifting of the veil thus marks a change in 

the attitude that law had originally adopted towards the 

concept of the separate entity 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 juristic 

personality of the corporation. It may be that in course 

of time fcbtse except'one may grow in mr-v ar and to meet 

the requirsmglife Of ©•> fferent- economic problems, the 

theory about the personality of the corporation may be 

Confined more and more".

,lThe doctrine of the lifting of the veil has been 

applied ih the words of Palmer, in five categories of cases
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where companies are in relationship of holding and 
subsidiary (or Sub-Subsidiary) companies where a share­
holders has lost the prrviiec„- of limited liability and 
has become directly liable to certain creditors of the 
company on the ground that, wifeh.this knowledge, the
company continued to carry on business six months after the

1number of its members was reduced below the legal minimum, 
in certain matters pertaining to the law of taxes, death duties 
and stamps, particularly where the question of the "contro­
lling interest" is the issue? in the law relating to exchsae 
control, ana in the.; ia-; relating tradl1^ with the enemy 
where the test of o.ntrol is adopted (Palmer's Company 
Law; 20th Edn. page 136). In some of these cases judic:al 
decisions have nc doubt lifted the veil and considered 
substance of the matter."

has similarly summarised' this position with 
the observation that in a number of important respects, 
the Legislature has rent the veil woven by the Solomon 
ease, Particularly is this so, says Gower, in the sphere of 
taxation and in the step which hfive been taken towards 
the recognition of enterprise - entity rather than corporate- 
entity. It is si. ificant, however, mat according to Gower 
thd Cfcrnrt have on:y constructed statutes as *craking : vn
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the corporate shell' wi>n compelled t& do so by the 
clear words of the stecite, indeed, they have gone out 
of their wayh to avoid this - construction whenever possible,, 
Thus, at present the judicial approach in craking open 

the corporate shell is jsomewhat cautious and circumspect.

It is only where the legislative provision justifies the 
adoption of such a course that the veil has been lifted.
In exceptional cases where the Court have felt "themselves 
able to ignore the corporate entity and to. treat the indi­
vidual shareholders as liable for its acts", the same course 
has been adopted. Summarising his conclusions, Swer has 

classified seven cate 'f ries of cases where the veil.bf a 
corporate body has bean lifted. But it would not be 
possible to evolve a rational consistent and inflexible 
principle which can be invoked in determining the question 
as to whether the veal or the corporation should be lifted 
or not. Broadly where fraud is intended to be prevented, or 
trading with enemy is sought to be defeated, the veil of 
corporation lifted by judicial decision and the share­
holders are held to be "person who actually work for the 
corporation".

In U.S.A. also the judicial review is that the Courts
will fe§ Willing to lift the corporate veil where it is
used "to defeat public convenience, jus^'ty wrong, prote: i

,,84fraud or defend criir--.
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In short the Court, dll 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
be

benefit of revenue. £uL ic must kept in mind that aL-*'

separate legal entity is still the general rule. The 

corporate entity will be disregarded only in exceptional 

cases.

These cases may be divided in two :

(1) Under express statutory provisions.

(2) Under judicial interpretation, i.e Judicial 

activitism.

(IX-A) The following .•.■•istance may be inc uded under (1) ;

(a) Reduction if membership below the statutory
Minimum When the company carries on businer 5

, i 
j i

for more than six months after its number of 

members is jreduced in the case of a public 

company, below seven, or in the cose of a 

private company, below two, every person who 

is cognizant of the fact &hd is a member during 

the -time the company so carries on business 

aftfof these a±& itenths, is severally liable 

for all the debts of the company contracted 

during th-‘' ; time and may be severally sued

therefore J5 It may be noted that this section
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tslj Oi3j_ es creditors to look beyond the company fee 
to its members i : satisfaction of ^eir money.

•■A

Further, it > nay be noted that this section does 
not affect private companies consisting of less than 
seven members becoming public companies by virtue of 
Section 43A. In the case of Section 43A company there 
is no question of the number of members being reduced 
below the legal| minimum and this section applies only 
to case of public; companies which originally had seven

Ior more members but whose number became reduced 
subsequently..

S6However, recently the Supreme Ccart has observed 
that if a private limited company having 3 members 
becomes a deeme' public company by virtue of Section 
43A and retains n its articles of association, the
restrictions ©£ Seot.ibtt 3 (1) (iii), it will "attract.

/

the rigour, of S"'-4--’ or? 45" 1 f it continues to function 
with 3 members. The Court further observed that such 
6. company would also liable to be wound up under the 
provisions of Section 433 (d) , It may be submitted that 
the learned judges seem to have proceeded on the basis 
.that certain sections such as Sections 174 (1), 220 and 
252(1) make specific exemptions in favour of Section 
4 3A ddlbbanies while this sedtibn and Section 43 3 (d)
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do not- These, observations are apparently inconsistent
with what has been stat| 1 earlier at page ^"4, viz...
the number of members c £ public company cannot fall

».

below 7 without attracting the serious consequences 
provided for by Section 45 (personal liability of members 
for the company's debts) and Sec cion 4 33 (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 v^found up for 
that reason. 1

(b). Fraudulent Trading s

If in the course o^ the winding up of a company.,, it 
appears that-any busine^': of the company has been carried 

on with an intent to derraud creditors of the company or 
any other persons or for any fraudulent purpose, the court 

may, if it thinks it proper co to do, declare that any 
persons who were knowingly party to the carrying on the
business in the manner aforesaid, shall be personally

! !liable for all or any of the debts of the company without 
. 87any linutor&ion of liability. It may be noted that this 

secticn and sedfel^ns 540 and 541 ar§ new and they deal 
with matters which were not covered by the Indian Companies 
Act, 1913 and refer to transactions which disclose frauds 
by officers ©f companies which have gdrlc infc' liquidation.
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' The scope and import of this section, 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 ttjo English 
cases.

' QDIn the Re William C. Leith Bros., 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 of creditors ever
receiving payment of those debts, it is in general a
proper inference th =t the co’mpany is carrying on business
with intent to def ;ud". "However, a gloss was placed on

09this principle by the same Judge in another case wherein 
it was held that" th? words 'defraud* and 'fraudulent 
purpose' where they appear in the section are words which 
cannot actual dishonesty involving, according to ciirrent 
notion of fair trading among commercial men, real moral 
blame", and the onue of proof was on those a leging fraud.

i )In India, the Kerala High Court^ held that it is 

necessary t© be proved under Section 542 (1) that the 
business was being carried on with fraudulent intent or 
for a fraudulent p irpc.se and that the ^ erson or person;. 
Sought to be chare-* 1 were knowingly parties to it.
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(c) Misdescription of the Company's Name :

Section 147 required that the name of the company 

be fully and properly mentioned on all documents issued 

by it. Where the name of the company is not properly 

indicated as required by,. Section 147. persons who have 

committed the ai i or made the contiact shall be per-
i ,

sonally liable : < r it. Thus where a bill of exchangr 

is accepted by ari officer of the company and the name 

of the company is not- oroperly indicated as required, 

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 company itself continually to bring 

to the notice of all those having any dealing with it 

the fact of its being a company with ’limited' liability

(d) In Case of an I. uesriqation of the --ffairs of the

Section 239 provides that where an inspector ir­

is appointed ^o investigate the affairs of a company, 

he shall also have the power to investigate the affairs 

of any other body corporate which is, or has at any 

televent time been, the company's subsidiary or holding
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company or a holding « orn£ any of its subi *. diary, if he trn -ks

that it is necessary or the satisfactory completion of

the task. In order to determine whether the relation of

holding and subsidiary company exist it be necessary

to look behind to the persons who control them. However,

the separate corporate personality will be duly respected.

(e) In Case of an Investigation of the Ownership of a 
Company :

Where it appears to the Central Government that 

there is good reason tc do so, if may appoint one or more
Jinspectors tc investigate and'report on tl.a membership of 

any company and other matters relating to the company, for 

the purpose of deter ning the true persons (a) 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 to '■’cotrri or materially influence the 

policy of the company. This will be done by lifting 

the veil so as to ascertain the real persons controlling

LIFTING OF VEIL-JUDICIAL INTERPRETATION- 
JUDICIAL ACTIVISM ;
(a) For Determining the Character of the Company :

{IA SSPipany may assume an enemy character when

person i 'd^ facto control of its affairs are

resident in an enemy country or where residents
92are acting under the control of enemies.

it.91

(IX-B)

Th J S
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whenever it is suspected that the company is ownedi* ^

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 or.dis­
loyal, it can neither be a friend oor an enemy as.it 
is an artificial j- rrs:n. (ft is the i _rsons behind the 
corporate fiction ; ho determine its loyalty or. dis-

that it would b<^ against public policy to allow alien 
enemies to trade lurider the corporate facade. But a 
company registered ;in England and carrying on business in

(b) In Case of Fraud or Misconduct :

The court shall also lift the corporate veil where 
it finds that the company has been formed to defraud 
creditbfi Qt fee defeat the provisions of any law or to 
avoid any legal o- igations. In short the corporate 
veil will be pier*, ed where the company has been former 
Cbr any fraudulent: or unlawful purpose. This was welJ

eillustfSfeed -by the case of Gilford Motor Co, V. Korne,^

In this case Horne was appointed Managing Director 
of Gilford Motor Co., The appointment was made on the

loyalty,' or its character.

! ' 93an enemy country is not necessarily an alien enemy.
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condition that he woul i not solicit or entice away the 

customers of the company while in-office. He, in the 

course of tine, formed a company to carry on his own 

business and this company solicited the customers of 

Gilford Kotor Co. It was held "that the company was a 

mere cloak or sham for the purpose of enabling the defendant 

to comit a breach of his promise against solicitation. In 

this case the evidence as to the formation of the company 

and as to the position of its shareholders and directors 

leads to that inference.
A ?

95Similarly in Jones'V. ^ipman the ve -or had agreed t: 

sell his house to a buy»r. In order to avoid 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 perform the contract.
j ]

(c) For benefit of revenue or piercing the veil in 

Tax matters : : _

The court may also lift the corporate veil in the

interests of revenue. The court will not hesitate to look

behind the Corporate facade where it is found that the

company has b§dfi farmed for evasion of taxes. A clear

illustration is provii:1 by the case of In re Sir Dinshaw
96Maneckjie Petit.
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In' this case the assessee was enjoying huge dividend 
apd interest income fr •>.. investments held by him. Pour

t

private companies were formed by him and each private 
company would transfer a part of his investments to them. 
However, the actual trarv<?fe»* 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.

' ! ]

Later, as soon as the interest and dividends were
* I

received, the amount was credited to the company, and on the 
same day was withdrawn as a loan from the company to the ; 
assesee/ this was neve . pnid back by him.- In this way, the 
income of the assessee was devided into four companies 
and his tax liability was henceforth reduced. The court 
held that the company was, in fact, not carrying on any 
business, %% was being used &§ a tool to reduce Petit's 
tax liability* Company and as so s see V’ere held to be one and 
the same. However, the court may refuse to identify the ' 
shareholders with the company if this results in loss of
revenue to the Government or if it is not beneficial for

, 97the revepne of the State.

In applying the principle to matters of assessment to
OQincome-tax, the Supreme Court has thus observed in a 

rodent ease, "The ino ns tax authority 3rd entitled to
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pierce the veil-of corporate entity and to look at the 
reality of the transaction. It is true thcc from the 
juristic point of vie -/ the company is ,a leyal personality 
entirely distinct frcn its members and the company is 
capable of enjoying rights and being subjected to duties,

j,

which are not the same as those enjoyed or borne by its 
members. But in exceptional cases the Court is entitled to 
lift the veil of corporate entity and to pay regard to the 
economic realities behind the legal facade". The corporate 
entity will be disregarded if it is used for tax evasion 
or to circumvent tax obligation. However in another case 
the Supreme Court^ refused to lift the veil in the case of 

a company whose share capital was owned entirely by the 
Government of India and held that the company was a distinct 
legal entity and tha| the land and buildings owned by the

h
company were the property of the company, not of the Gove• em­
inent of India. The company, therefore, could not escape 
liability to pay property tax under a statute which exempted 
'buildings an'd lands owned by or vesting in the Union
Government", from such tax.

* ;

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

The principle of lifting or piercing the veil 
is'also applicable to cases of holding-subsidiary relation­
ships, where in spite of their being separate legal persona­
lities, the facts and circumstances show that they are in



12 /,

5® Ireality parts of one cgneerni-owned by a parent company 
or a group as a whole. Section 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 subsidary, and a statement of the holding company's 
interest in every such subsidiary. Sections 150, 151, 152 
and Schedule VIII, pafca 15(4) and (5) of the English Act 
also provides the same thing.

L 160Inspite of the rigif rule in Solomon V,Solomon & Co.
as regards the independent corporate existence of a company,
the courts especially in tr.S.A. have developed a body of
law governing the instances in which the corporateness of
companies as separate legal entity may be diregarded..

Where the corporate -formalities are not substantially
observed the broader business entity comparising the folding
company and subsidiary as a whole may be held liable 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 ta. subsidiary are int<=>rwined and the

>

business tran to ctlon s, property, bank and other
(accounts, employees, management etc. are inter­

mingled.



118

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

(c) Where the parent company and the subsidiary are 
operating pc i bions of a single btasiness and 
financing ^ell as managerial activities come 
from the holoing or parent company.

(d) Where the enterprises of both the companies are 
not held out to the public as separate.

(e) Where the subsidiary is being operated in an 
•unfair* manner i.e. not in its interest of

.primarily but in the interest of the parent 
company ao 'as-1 to funnel its profits to that 
company. ' ■ j - *

Failure to delineate between the operation of both may 
mislead the creditors and the public into believing that l.hey 
are dealing with the broader corporate entity and not wifcn 
the subsidiary' as a separate business. Where the subsidiary, 
being under-capitalised, 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 
the same- principles should not be applied to holding 
subsidiary relationship in this country. Where the 
seperate corporate entity of subsidiary is put to improper 
use, such as tp defraud creditors, or evade the lav/ or

i iescape any legal obligation, there is no r jason why for 
achieving the ends of justice the Courts in this country

i

should not disregard the:seperate corporate entity of 
subsidiary and make the larger business entity comprising 
the parent company, and the subsidiary or subsidiaries as.' 
single business entity answerable for all the obligations 
.of the group as a whole. As Sanborn J. of the Supreme 
Court of the U.S.A. stated " Where the nation of legal 
entity is used to defeat public convenience, justify, wrong, 
protect fraud or defend crime, the law will disregard the

10'2-corporate entity and treat it as an association of persons"-.

Even in Shfjland the epplicatiOD of the rigid rule in
Solomon's case has been separted for in several cases where

/

the circumstances showed that the company were mere facade 
condoling the, true facts. It was observed^ "that tendency 

of the Courts is to recognise ‘entity* rather than 'corporate 
entity' and readily'lift the veil where fraud or improper 
conduct is involve<i?^ The modern tendency is that in the 

case ©£ groups of companies in the group, especially where
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they are related as holding company and wholly owned 
subsidiary or subsidiaries, to ignor their seperate legal 
enticy and look instead at the economic entity of the 
whole group.

In the case of I.C.I. V. E.C. Commission, the European 
Court of Justice observed as followed :f' ■

!
The fact that the subsidiary has a distinct 
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 particular 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 -iie relations between the ' 
subsidiary and t)^s parent company w_th which- 
it then forms one economic unit. In view of 
the unity of the group thus formed, the 
activities of the subsidiaries may, in certain

, icircumstances, be imputed to the parent-company.
In these circumstances, the formal separa­

tion between these companies arising from their 
distinct legal personality, cannot, for the 
purpose of application 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 concerted 
practice within the Common Market.

On the whole, as regards the holding
company- subsidiary relationship, the true
legal position is that, though according to 

, * 1the trend of decision of. English Courts 
(our Supreme Court and High Courts generally 
follow them), the rule in Solomon’s case is 
not departed from except in special circum­
stances, there is no reason why Courts in this 
country should worship at its alter and not 
take to the mor:; vindicable course followed by

vthe courts in, U A., of disregarding the 
operatfev veil, /ien-ever'necessary to achieve 
a just and equitable result".

DEFINITION OF 'MEMBER*»Section 41 (2) :

Sub-Section (2) of Section 42 provides that 'every 
person who agree in writing to become a member of a 
company and whose name is entered in its register of 
members# Shall be a member Of the company*.

The words ' in writingl have been added by the Company 
(■Amendment) Act, i960. While making recommendation the 
Sempanies Amendment Committee observed that “it has 
been brought- to om; notice that in some cases on the 
verge of liqui^cm^^ entries are made in the register
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.5

of the names of person^ who have never applied for shares,
• in order to fasten liability on these persons as contri- 
buteries. To avoid this contingency, we suggest the addi­
tion of the words, * in writing* after the word ’agree* in 

’, /%Section 41 (2P1 ,

This,amendment has its own significance 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 a member. An agreement to become a member can 
no- longer be inferred or implied from conduct. Under the 
English Law no such writing is required.

Convertible Debenture and Section 41 (2) :

, The companies have been issuing debentures with a 
conversion clause, the company being under an obligation 
to issue fully paid equity shares for part of that amount 
with the condition that, .without any further act or appli­
cation by the debenture folder the company is obliged to 
issue and allot such shares to the debenture holder. It is 
also stated in the application form for issue of debentures 
that the applieant agrees to accept the debentures applied 
for and such other number as may be alloted to him subject
to the terms of the conversion. But the tenms of conver-

)

sion would in effect se:‘< uo overside the provisions of 
Section 41- £2), unless -.here is adequate compliance with
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Sub-Section (2) of Section 41, there would-be an irregu­
larity committed by the company in alloting equity shares 
under the conversion,clause without any further act or 
application by the debenture holders. The requirement 
of Sub-Section (2) must also be,fulfilled in cases of * • 
conversion- in pursuance' to the conversion clause in the 
debenture. When the company implements its obligation 
to allot shares under the propectus and the application for1 
allotment of debentures authorising the company tfete- 'aHDBpsaay 
also contains jfo recitals, it may serve as an agreement in 
writing 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 Madras High Coux^P observed 

that "the provisions of the Companies Act no where provide 
that there must be' a written application for allotment 
of shares and, therefore, there can be an oral application 
for the purpose and an allotment made on the basis of an , 
oral application" apparently has not taken note of the 
words *in writing’ inserted by the Companies (Amendment)
Act, 1960.

(X!) CONVERSION OP A PRIVATE. COMPANY INTO PUBLIC
COMPANY DEEMED PUBLIC COMPANY (Section 43 A) :

Section 43A is a new section inserted by the 
Companies (Amendment) Act, 1960 with an object .that "private
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companies, which employ public money to an appreciable 
extent, should be-subject to the same restrictions and 
limitations as to disclosure and otherwise, as apply 
to public companies'*.

|6#
The Companies Act Amendment Committee stated that 

"private companies are exempted from the operation of • 
several sections of the Act and enjoy certain privileges, 
'principally on the ground that they are family concerns 
in which public is not directly interested. It is however, 
well known that there are many private companies with 
large capital doing extensive business and controlling a 
number of public companies. This is made possible because 
of funds of other companies, public or private, are invested 
in such private companies. As public money invested in 
such companies, there is no reason for treating such 
companies as private companies. The problem of private 
companies has always- been somewhat difficult. On the 
otherhand, there are genuine private companies which are 
nothing but glorified partnerships and on the other, there 
are private companies whose operations, financial and , 
industrial, are far wider than those of many public companies. 
To meet this problem, the Cohen Committee created the 
category of exempted private companies but the relevant 
provisions in the English Act are very complicated. It was 
strongly ur^ed upon us that the several exemptions granted



to and the privileges’ enjoyed by private companies should 
be .withdrawn, as they are abused. But to withdraw them 
from all private,companies may cause hardship-to gen iine 
private companies. At the same time, there is no doubt 
that private companies, which employ public u.oney directly
or indirectly to a considerable extent, shouid be subject to

/ *

the same restrictions c r’d limitations as to disclosures and 
otherwise as apply to pialic companies. This section was 
once again amended and Sub-Sections (1-A), (1-B) clause (c) 
of Sub-Section (8), SuL-tc-cilon (9) and the explanation at
the end have -been added by the Companies (Amendment) Act,

\
,1974.

The Sacher Committee has made several recommendations 
in respect of Sections 41A Section ii?

(XU) • MATTERS TO BE STATED AND REPORTS TO BE SET OUT 
IN PROSPECTUS (Section 56) :

This section provides that- 8©Very prospectus issued 
-by or on behalf of a c; pahy, or'by on behalf f any person 
who is or has been eng*-ed or interested in tfs formation 
Qf a company shall state the matters specified in Part I of 
Schedule II cHd set o’ t the Sports specified in Part II
of that Scheduler and the said Parts I and II shall have 
effect subject to the provisions contained in Part III of 
that1Schedule? This section provides for the disclosures
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of' certain matters for the.benefit of the prospective
iinvestors and other ptfsons dealing with che company.

(XIII) EXPERT*S CONSENT TO ISSUE OF PROBPECTUS 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 making the experts 
a party to the issue of the proppectus and making him 
liable fcr untrue statement. However, by consenting to 
the issue of proppectus Jthe expert do^es not undertake 
liability in respect ‘ofjanything in the prospectus except 
his own statement.

-(XIV) PROVISIONS RELA-• 1NG TO DEPOSITS

(A) DEPOSITS NOT TO BE INVITED WITHOUT ISSUING 
AN ADVERTISEMENT (Section X 58-A)

(B) PROVISIONS RELATING TO PROSPECTUS TO APPLY 
TO ADVERTISEMENT (Section 58-B)

These two sections are new and added by the Companies 
(Amendment) Act, 1974,

The object,of these two provisions is tc control the 
compafii&s inviting deposits from .the'public and make it 
obligatory for Such company tc disclose its financial 
position and other mat-' - rs to the public.
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(XV) REGISTRATION OF PROSPECTUS (Section 60)
• . N

Section 60 provides for the registration of pros­
pectus. It provides that a copy of every prospectus must 
be signed by every di ector or proposed iirector and filed 
with the Registrar ol Companies for registration before iu 
is issued to the public.

The objects of chit, sectioncare (a) 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 the issue of a prospectus more than 
90 days after it had been filed with the Registrar. The 
English Act contains no.such restriction, The reason for 
this p.,f©vision is that 'If the Issue is too long delayed, 
conditiofiS ffisy alter £=nd what appears ir che prospectus 
when registered may i ->i longer be. valid at the end of such
a long period.' ' ;

|
(XVI) ^JNALTY FOR FRAUDULENTLY,.INDUCING PERSONS TO 

INVEST MfeNEY (Section 68) s

■This section corresponds to Section 12 of the 
British Prevention of Fraud (Investment) Act, 1939, now section 
13 of the Prevention of Fraud (Investment) Act, 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 making (dishonestly or otherwise) of any 

„statement, promise or forecast which is misleading, false 
or deceptive, induces or attempt to induce another persons 
to enter into- any agreement for acquiring, disposing, 
subscribing or underwriting any securities or speculating

f'.s

in them or in other prop-Jrty. is guilty of «* n offence and
f

liable to imprisonment f&r seven years". This section is>
l, -

expected, to serve 1 as a sufficient deterent_ to unscrupulous 
company promoters against making untrue and deceptive 

statement in prospectus with a view of obtaining capital 
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 may extend to ten thousand rupees or with-both, whereas 
English Act, provides for imprisonment for seven years.

(XV1I) PERSONATION FOR ACQUISITION OR SUBSCRIBING ETC.
OF SHARES (Secticj 68 A) :

This section mak-'-.'> it an offence to make appli­
cations for shares in the name of or induce the allotment 

of shares to fictituouc persons. Under this section a 
person who has subscribed shares in a fictitious name or- 
has induced company to allot shares in a fictitious name
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can also be held liable for an imprisonment upto the term 
of five -years. It may be noted that punishment to the 
guilty person is certainly a potent protection to the 
public but is a poor consolation to the -ndividual investor 
who has been cheated.,5

This section is new and added by the Companies (Amend* 
ment) Act, 1965 on the recommendation of Vivian Bose 
Commission/Daphatry Sastri Committee.

The Vivian'Bose Commission said "that an instance 
came- to the notice of the commission where shares of a 
public company to the extent of Rupees 16 lakhs were applied 
for, en behalf of 114jnon-existing shareholders. Although, 
it cannot be stated that this practice is of wide spread

t
f

usage, -still any, instance of such practice should be dealt 
with severly

After examining several alternative the Commission 
recommended that s

(i) A provi§i6r* hhcbjd be made in the' Companies Act,
whereby any person who, either makes an application 
to the Company to allot or transfer its shares in 
the names of fictitious or non-existent person, 
shall be punishable with .imprisonment which may 
exf@fid to five years*
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. (ii) The penal provision suggested in item (i)
above shall be inserted at a prominent place
(a) in every prospectus issued by a company;

and
(b) in ev ;;y form of application for shares tr at 

is issued to any person” J**

baphtary-Sastri Committee observed*2 that *'bennami 

shareholding and shareholding in the names of fictitious 
or non-existing persons are common. The object is to avoid 
tax and defraud the revenue in cases where the super-tax 
limit is reached, and recommended that a provision should be 
made in the Companies Act making it a punishable offence for 
a person to apply for c-r get an allotment of shares or 
get a transfer of shares registered in. the- names of ficti­
tious or non-existirg persons or ben@«idars and clause to 
this effect should L< inserted in every prospectus issue: 
by the company and applications for shares or registraticn 
of transfer of shares.

(XVIII) STATUTORY RESTRICTIONS ON ALLOTKEHT OF 
SHARES (Sections 69 to 75) :

According to Law of Contracts, 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 &ill be subjects to all the provisions of the
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Indian Contract Act, 1872. In addition to the provisions 
of the Indian Contract Act, the Indian Companies Act, 1956 
also lays down certain restrictions on the powers of the 
company to allot shares or debentures. These restrictions 
are laid down under sections 69 to 75 of the Act.

(a) Prohibition of Allotment unless Minimum Subscription 
is received (Section 69) :

This section 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 
to the public for subscription unless the amount stated in 
the prospectus as the minimum amount which must be raised 
by the issue of shares capital in order to provide for the 
matters specified in clause 5 of Schedule II has been :/u 
subscribed, and the sum payable on application for the amount 
so stated has been paid to ana received by the company, 
whether in cash or by a cheque or other instrument which 
has been paid.' , \

It may be noted that the conditions laid down in this 
section apply only to share and not to debentures. The 
purpose of these provisions is to curtail the promotion of 
under capalitised .companies.

Here attention may be drawn to the Circular letter 
of Ministry of Finance,' Department of Economic Affairi^
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on the subject of allotment of shares 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 subscribed, the scheme of allotment should 

be framed in such a manner that the interests of the genuine 

small investors are promoted and widest possible dispersal 

of the shareholding takes place. It has, therefore,' been •

decided that in the everv cf over-subscription of a public
1 ! . !

issue offer for sale intended for the listing of the shares 

on the stock exchange, th'e scheme of allotment is inter 

alia settled by the stock* exchange in the following manner:

(a) The allotment is predominantly in favour of the 

applicants in 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 shares and’ should be increased progre­

ssively 4h multiple thereof. It should be the 

endeavour to have about 200 share!oloers for every 

Rs. 1 lakh of shire capital issued/offered for sale

especially in the event of' issues over-subscribed 

by mote than ID mes.

(b) The allotment pe- uplicant does not in any event 

exceed 500 shares of the face value of Rs. 10 each.



133

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 r>[?r applicant.

, (c) It further provided, that if, for any reason,
• allotment of more than 500 shares per applicant 
becomes unavoidable, the prior approval of the 
Government in this department should be obtained 
for the scheme of allotment.

Public interest require that small investors should be 
encouraged to invest their saving in shares of the companies 
and at the same time it also requires that the investors 
indulging into gambing and'other transactions in respect <bf 
shares should be stopped. The purpose of the above circular 
'is to have widest dispersal of shareholdings in joint stock 
companies.

(b) Prohibition of Allotment in certain cases unless 
statement in lieu' of prospectus delivered to 

(Section IQ) i

It may be stated that a public company may invite the 
general public to subscribe capital of the company, and 
for this purpose it must issue a prospectus* However, 
if th© promoters are confident of caising the required 
capital from relative^ and friends, it need not issue a



prospectus in such a case a statement in lieu of pros­
pectus may be filed with the Registrar of Companies. In 
this connection Stk section 70 provides that a company 
with share capital, which does not issue a prospectus of 
which has issued such a prospectus but has not proceeded 
to allot, any of the shares offered to the public 'for subs­
cription shall not allot any of its shares or debentures 
unless, at least threeidays before the first allotment of

f

either shares or debentures, there have been delivered to 
the Registrar for rectstiStion a stdteme in lieu of 
prospectus. It shall ‘contain the particular set out in 
Schedule III.

foThe object of tnis section is preserve an author!-L
tative record of terms and conditions of issues of shares 
or debentures. The provisions of this section is applicabl 
to both issue of shares and debentures where the provisions 
of section 69 is applicable to shares only. A private 
company is neither required to issue a prospectus no^T to 
file a statement in lieu of pr®/ppectus.

An allotment made by a company to an applicant in 
contravention of the provisions of secti~"S 69 or 70 will 
be irregular allotmer . An irregular allotment is voidaL. 
at the option of the applicant within two months (under 
the previous Act it was orl§ fnonth) of the statutory meeting 
of the company or in any case where the company is not
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required to hold a statutory meeting or where the allotment 
is made after holding such a meeting, within two months 
of the date of the allotment.^

The allotment shall be void, notwithstanding that the
's' \X!3 116company is in the course1 of being wound-up. It was held

i
that the allotee must inform the company that he avoids the 
allotment within two months. It is not necessary that the 
allottee should commence legal proceedings,,within the said 
period provided he has given notice of avoidance within 
two months. But legal proceedings should be reasonably 
prompt thereafter if they are to be brought. In another- 
cas <F it was held that 'unless the allotment is ab initio 

void, where an allotee wants to avoid 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 and waits and after the expiry of time when winding 
up proceedings against the company are taken, he applies 
under this section or applies to the Court for rectification 
of the Register under ruction 155, the Courc will not 
exercise its discrea-ti’on in his favour.*.

(c) Irregular allotment and Ractification :
In one of the cas4*8 it1 was held that an irfcegular 

allotment of shares made by the director® in excess of their 
powers may be subsequently^ ractified by the,shareholders at 
a general meeting.
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It may be stated that this section applies only 
in the case of applicants i.e. those who have made applications 
for share. It does not effect the position of those to whom 
shares have been alloted surrepticiously or without their applying 
for them. For in such case any allotment made w'11 be ab intio 
void, as there is no power tq allot shares to persons who have 
not applied thereof. An agreement in writing is necessary for 
any person becoming a member of^compan^9.

Further no allotment shall be made of any shares in or 
debentures of a company in pursuance of a prospectus issued 
generally, and no proceedingsjshall be taken on application made

' iIin pursuance of'a prospectus so issued, untill the beginning of 
the fifth day after that on which the prospectus is first issued

l 20or such later time, if any, as may be specified in the prospectus. 
The object of this provision is to give applicant sufficient time 
to study the prospectus and to withdraw their offer to subscribe 
for shares olf debentures in case they are not satisfied with the 
prospectus,

The purpose Underlying this section is thus explained by 
the Company Law Committee s ,

"Under the existing law, a company is not required to 
keep its subscription list open for any period. An appli­
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 unhe'j/ajthy tendencies to which our attention 

has been called by certain witnesses. It has been pointed 
out that in some cases the subscription list is closed 
on the very day it is op.un: consequently the public have 
no time to digest the ecu tents of the prospectus, much the 
less to obtain independent advice, such precipitate action 
is evidently not in accord with the intentions of the 
Legislature which by prescribing detailed particulars to be 
inserted in a prospectus, must be presumed to have expected 

' the intending investor to consider the information's contained 
in it before he risked his money in the particular, venture. 
Further a class-of persons, colloquially known as 'stage1 
in the investment world, has arisen who prefer to make
application^ on .a large scale with a view of reaping quick 
pfofit on resale- at a premium while the going is good, but 
who would be quick to withdraw the applications of the 
slightest prospect oh the issue being found unpopular.
Both these tendencies to whitah the Cohen Committee has

t
also drawn attention in paragiaph 19 & 20 of its Repotrtit 
are attributable to the present unsatisfactory state of the 
law and call for some action. A remedy is provided by the 
new section 50 of the English Act under which the subscription 
list is to b§ kept open for three days after publication 
of the prospectus. Having regard to distances in this
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country in the section proposed by us, we have
increased this period to five days. In the English
section, a provision has been made preventing applicants
from withdrawing their applications unless any, person who is
a party to the issue of the prospectus, e.g. an expert has
withdrawn his consent by advertisement as provided by
section 43 of the English Act, which corresponds to the
-proposed section 97 and item 20 of the Addendum to the
Annexture of our Report. We have retained this provision
in the section proposed oy us. We have, however, suggested
as addition to Sub-Section (7) to the effect that the closing
of the subscription list should be announced by the company
and that the allotment should be made and the notice of
allotment given not later than the tenth day after such

*21closing. This additions appears to us desirable/'
/22As per notification subscription list, should be kept 

open for a maximum period of 21 days from the date of opening 
in case where the public issues are not underwritten by 
the public financial institutions.

(d) Allotment of Shares and Debentures to be Dealt win 
on Stock Exchange (Section 73) s

Section 73 lays down specific provisions for allotment 
of shares and debentures to be dealt An on stoclj exchange.
It provides that where a prospectus States that an application
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.has been made or will 1 a made for permission of share or 
debentures offered thereby to be dealt in one or more 
recognised stock exchange, such prospectus shall state 
the name of the stock-exchanges or, as the case may be, 
each such stock exchange. It further provides that any 
allotment made on an application in pursuance of such 
a prospectus shall be void if the permission has not been, 
applied for before the tenth day after the issue of the 
prospectus or where such permission has been applied for 
before that day, if the permission has not been granted 

. before the expiry of ten weeks from the date of the closing 
of subscription lists. T •

This section is bas-kl on section 51 to the English
Act and incorporated on the recommendation of the Company 

123Law Committee which observed that "it is usual for a 
company to state prominently on the face of the proppectus 
that an application has been made or will be made to a stock 
exchange for quotation of the shares or debentures offered 
by subscription. The object underlying this statement is 
to give an assurance to the intending investor that the 
share will become marketable and to induce him to subscribe. 
Our attention has been drawn to the facts that in many casa5 
in .spite of this statement contained in the prospectus the 
necessary permission is not sought Of sought only after
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considerable delay. ... We have tried to fol1ow section
51 of the English Act,...,where the permission has been

/refused the company has '*• j repay 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 should be refunded, is too 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 any 
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 cue matters

i
specified in the section...

(xix) . REggMCTION ON PURCHASE BY COMPANY, OR LOANS BY
company for purchase of its own or its holding
COMPANY*S SHARES (Section 77) s

As per the provisions of section 77, no company 
having share capital can buy its own shares unless (a) the 
consequent reduction of capital is effected and sanctioned 
in accordance with provisions of sections 100 to 104 or 
(b) ‘where the §©urt makes an order' fOff the purchase of its 

own shares by the company under section 402 for prevention
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of oppression or mismanagement. Similarly ho public
company or private company which is a subsidiary of

'll
•a public company can give financial assistance in the

1 i
form of loan or guarantee;or provision of security to any
person for the purchase ■/?. its own share or the shares
of its holding company except, in the cases exempted from

}

the purview of the section.

The reason for this restriction is that such purchase
either amounts to 'trafficking* in its own shares thereby
enabling 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 be
affected with the sanction of the Court, and in the manner laid

I 24down under section 100 to 102;

Further restriction as regards financing rhe acquisition 
of a company's own shares is to prevent improper use of its 
assets by Speculators in management of a company, who, by 
such acquision may seek.to obtain control of the Company 
for their own advantage.

It may fee noted that the sec-cidft ,d©es not apply to the 
case of any holding company purchasing the shares of or 
lending money to any person for purchasing shares of its 
subsidiaries.



1*2

Although a company cannot purchase or holds it own 
shares, a bequest of his shares by a shareholder to the 
company is not Illegal, The company may have the shares 
transferred to a nominee in trust for itself, the nominee 
being a person qualified to hold shares under the company*.s 
Articles of Association.^*

It may be noted that what sub-Section (1) prohibits
is the buying of its ov-; shares by a company. It does
not prohibit the receiving by way of gift, or surrender,
if any, of such shares.. But while holding of its own shares
by a company, in whatever manner acquired, will have the
effect of a reduction of capital, the holding of them by a
nominee or trustee will riot have that effect, though the
nominee or trustee will be obliged to vote as the company

/ 2 6may, from time to time, direct;

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

It may be stated that1 the issued capital represents 
a fund available to meet the debts and obligations of the 
company, Companies do s at generally call t..e full value of 
shares at one time, (Dh--- uncalled capital acts as a future 
security for the company's creditors. Therefore, any 
reduction of capital, called up or uncalled reduces the 
security of the creditors. It is for exactly, these reasons

!
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that a company is not allowed to buy its own shares as
i

this would amount to reduction of capital. Similarly' 
there 'are ^ number of restrictions on the power of the 
company to forfeit shares or to accept surrender of 
shares, as this wouV- also reduce its capital. Thus all 
safeguards have beep provided for in the Companies Act t:> 
conserve the capita} . of a company. However in genuine cases 
a company limited by shares or a guarantee company with a 
share capital is permitted to reduce its capital by section 
100 of the Act. In order to reduce capital the company 
is required to follow procedures laid down under the other 
sections of the Act, particularly sectio.n 100 to 104 of the 
Act. The'object of all these provision's 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 
resolution at the meeting of the company, under section 101 
an application is required to b# made tv, the court for 
confirmation of reduction of capital, section 102 lays down 
the power the court 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 „ 
ofi companies and section 104 lays down the liability of member 
in respect of reduced shares.-
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(XXI) TRANSFER OF SHi f 5S IN OR DEBENTURE OF THE
COMPANY NOT TO E 3 REGISTERED EXCEPT ON PRODUCTION 
OF INSTRUMENT OF TRANSFER (Section 108 (1-A),&.-B,) 
(1-C), & (1-D).

Sub-Sections (1-A), (1-E), (1-C) and (1-D) were
inserted by section 13 of the companies (Amendment) Act, 
of 1965, but again, Sub-Section (1-A), (1-B) and (l-*-C) 
were amended in their present form by the' companies 
(Amendment) Act of 1966 with provisions that they shall be 
deemed to have some into effect on 1st April, 1966.

Sub-Section (1-A) seek to impose restriction on the 
period of currency of plank transfer form the lines

i

of recommendation in jprya 19 of the Commission's report. 
The~ restrictions imposed by this sub-Section are s

' * i

(a) that every instrument of transfer shall be in 
the prescribed form (Form No. 7-B given in 
Appendix I) bearing the date of issue stamped 
by the prescribed authority, and

(b) that the said instrument is required to be 
delivered to the company (i) in the case of shares 
dealt or quoted on a recognised stock exchange,
at any time before the date on x/hich the register 
Of members is closed, in accordance with law, for 
the first tin,-, after the date of' presentation of
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the prescribed form to the prescribed authority 
under clause (a) or within two months from the 
date of such presentation, whichever is later?
(ii) in any c4ier esse, 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 above time 
limits shall not apply to any shares held or deposited 
in any body corporate etc. as specified in Sub- 

f Section (1-C) or Section- 108.

Sub-Section (1-D) empowers the Central Government to 
extend", on an application made to it in thac behalf, the 
period mentioned above by such further time as it may deem 
fit in order to avoid '< ardship in any particular case.

Amendment Act- ef 1965 *»

As soon as the new provisions ceme into operation, 
question arose as to whether the effect of these new 
provisions was only to regulate and Control the currency 
of blank transfer of shares or to prohibit them altogather.

*

As views were divergent on this point, it was thought that 
ih order to maintain the smooth functioning of the stock 
exchange and capital market it should be made clear that 
the object underlying the new provisions way not to prohibit 
blink transfer altogether but only to restrict their currency.
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(a) The System of Blank Transfer - A Legislative
attempt to Control It (Sub-Section (1-&X, (1-B),
(1—C), and (1—D) of section 108 :

What is blank transfer? It means to transfer the 
document without writi. ; the name of the buyer. Usually 
in the case of blank transfer the seller only fill in his 
name and signature. Neither the buyer’s name and signature 
nor the date of sale are filled in, in the transfer form.
The advantage of this system is that the buyer will be at 
liberty to sell and transfer it again without filling his 
name or signature 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 repeated any number of times with the blank 
deed and ultimately when it reaches the hands of one who 
wants to retain the shares he can fill in his name and date 
and get it registered a the company's bou.v. For this 
ultimate transfer and tegistration, the first seller will • 
be treated as the- transfer or even if it happens years after 
bis> death

Blank transfers are common# hot only in cases of sale 
of shares but also where shares are offered as security 
by way of mortgage and otherwise. The important features 
Of a blank transfer is that the transf§ff instrument is 
signed only by the transfoffer, neither the transferee's name
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and signature, nor the date of sale’are filled, in the 
transfer form, and then uelivered to the transferee along 
with the certificate of the shares so that che transferee 
or any other person tc\, tfhom it has been transfersd, may 
complete the instrument by putting his name and signature

' i
and lodge them with the company for registration of the 
shares in his name in the register of members. The 
advantage of this system as tnat it saves the trouble of 
complying with the formalities of transfer every time and 
it also saves the payment of stamp duty on each successive 
transfer.

Validity of Blank transfer s

The blank transfer i" one of the recognised mode of 
transferring documents from' one person to another. The 
Object of the new Sub-Sections of section 1C8 is to control 
and reguisig the currency of blank transfer and not to 
prohibit blank transfe altogether. The Supreme Court,1 
recognised the validity of 'blank transfer' where the name 
of transferor is entered, and the transferor, signs the 
transfer with the shar§ cdfijp. annexed, and hands it over 

to the transferee who, if he chooses, may complete the 
transfer by entering his name and then apply to the company 
to register fills name in the £?lie© of that of the transferor



(b) The Position of Transferee in the Case of Blank 
Transfer :

' A transfer in blank, when.accompanies by the share 
certificate dr scrip carries, to the transferee both the 
legal and equitable right in the shares and also the right 
to call upon the company to register the transfer. In the 
words of Lord Watson, "the person to whom it i.e, the blank 
transfer along with the certificate is delivered , can 
effectually transfer his interest by handing his certificate 
to another, and the document may thus pass from hand to 
hand untill it comes into the possession of a holder who 
thinks fit to insert his own name as transferee, and to 
present the document to the company for the purpose of 
having his name entered in the register of shareholders 
and obtaining a new certificate in his own favour,It 
is to be hoted, in order to complete the blank transfer, 
the share CSftificate should ais© be delivered along with 
the blank transfer.

i-The question, whethe.- a blank transfer can be completed 
by the transferee by inserting his name arid signature and 
presented to the company for registration after the death 
of the transferor recently arose in an appeal before the 
Company Law Board under section 111 of tbs AclP^ and 

Mr. P.B*Menon of the Board following the decision in Bengal
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»31Silk Mills Ltd.’ ha.- ‘’correctly expres.' the view

that a blank transfeinstrument can be completed by

filling the name and signature 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 after the death of the transferor
132would not be valid." In another case1 it was held that 

"where shares in blank transfer forms signed by the transferor 

are gifted to a do'neej^ and the share certificate relating

thereto are also handed over along with it, the transfer
i

will be completed on the signing the Form as transferee; and 

the death of the transferor subsequent to his signing and 

handing over the blanj'.' transfer form and the share 

, certificate will notf-.ffeet its validity".

A transfer, when accepted, relates back to the date
I 33of execution of the instrument,

’Where shares are transfered whether under a regular 

or Ip blank transfer form, but the transfer is 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 

at the shares are thus summarised by the Supreme Court/"^4

"that the transfef§fe of shares transfered 

• by way of blank transfer has not Jie 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 members relates back 
to the time when the transfer is made.
During the period that the transfer 
exists between transferor and transferee 
without emerg-'rg as a binding document 
upon the company, equities exist between 
them# but not between the transferee and 
the company, cThe transferee can call upon 
the transferor to attend the meeting, vote 
according to his directions, sign documents 
in relation to the issuance of fresh capital, 
call for emergent meetings and inter alia also 
compel the transferor to pay such dividend 
jeje may have received. But these rights, 
though they, no doubt, cloth the transferee 
with an equitable ownership# are not 
sufficient to make the transferee a full 
owner, since the legal- interest vis-a-vis . 
the company still oiitstands in the name of 
the transferor and also Galls upon him to 
make payment of any unpaid, capital, • which 
in a company nder the blank transfer and in 
whose name thv. shares have hot been registered 
in the books of the company is not a 'share­
holders'- in respect ©§ §Uch shares within

Ithe meaning of Sec.- 18 '(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 considered!, it is necessary to see whether 
it contravenes any provision of the Foreign Exchange 
Regulation Act, 1973. In particular, it must be noted 
that no transfer of shares can be made or registered in 
favour of a person not resident in India, unless Reserve 
Bank permission has been obtained (Section 19 (1) and (4) 
of the Foreign Exchange Regulation Act* 1973) ' And as per 
^Sub-Section (5) no transfer by a non-resident to a resident 
or non resident can be valid, unless the transfer is con­
firmed by the Reserve Bank or exempted by the Central 
Government.

(XXII) RESTRICTION ON THF. ACQUISITION'OF SH/~33
............. . ........... ...... -(Section 108 A)

Section -408 A provides that except with the previous 
approval of the Central Government, no individual, group,
constituent of a group, firm, body corporate, or bodies

! 1corporate under the same management, shall jointly or 
severally acquire or agree to acquire, any equity share 
in- a public company or in a subsidiary thereof, if the 
total holdings @2t@§ed, because of £h@se Requisitions, by 
more than twenty five percent of the paid up equity share
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capital of.such a company.

Object of the section :

This section is intended to meet the cases of 'take
■ i i „

over' bids by group of companies. Such a take overs are
1 f

apt to adversly affect the interest of non-controlling 
shareholders, particularly public financial institutions ■ 
who are kept in the dark while secret negotiations are 
entered into with those having control of a company. The 
former are deprived of ;he opportunity of having any share in
a bargain that may provs profitable and are forced to

h
continue with their shares in the company while management 
passes into unknown or undesirable hands. Stock exchanges 
have complained about the xnuctequency of the existing 
provisions to prevent such anonymous and cladestine take 
over. Suggestions have been received from other knowledge­
able quarters as to the need for urgent action to prevent 
or regulate such a take overs. It is therefore, proposed 
to provide f©r the requirement of Governmental approval 
before completion af Shy take SVer either in one transaction 
or a series of transactions resulting in the acquisition 
of shareholding in the Aggregate of over hranty-five per 
cent-by a "group" or combine having the common intentl; 
of -acquiring control over the company concerned. The 
proposed restrictions will apply to companies having total
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paid up capital of not less 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 to Monopolies and 
Restrictive Trade Prac;c^s ActJ"^

(XXIII) TRANSFER AND TRANSMISSION OF SHARE-REFUSAL TO
REGISTER A TRANSFER (Section 111 (5-A):

Although the right to transfer shares is a 
statutory right 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 register a transfer are not bound to give reasons 
for their refusal. However, under Sub-Section (5-A) as 
amended fey the Companies (Amendment) Act/ 1j67 the Central 
Government may reQUife the company to disclose to it the 
reasons 'for such refus .:X and, on the failure or refusal of 
the company to disclos such reasons, the Central Gorernmer t 
may preSUHie that the disclosure* if made, would be unfavou­
rable to the company. The Central Government may either 
reverse the decision of the company or confirm it.
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In case of private him; any, the very definition of
private compan^P^ requi r?s that it should, .by its articles,

restrict the transfer of its shares, and its total number
is also limited. Under the circumstances a very wide

/37disereation is vested in the directors.

In addition to this section, section 155 of the Act 
confirms right on the members of the company to apply 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 * are held in trust by any person, 
i.e. trustee,'the trustee shall within a specified time 
make a declaration to tie- public trustee.

i, !
as regards the object: and scope of these sections,

i

i.e. section 153 A and 153 B and of section 187A, the 
following extract from the Finance Minister's statement 
at various stages of the Bill are sufficiently explanatory.

"While Government have no intention to interfere with 
the position ©f trust's equities, it has often happened that 
certain types of trust hold large amount of equities and the 
people who are in management of these trust use those 
equities for the purpose of having control.*4

Direct Takiss Admirii6T.rat-iofs inquiry Committee has drawn 

attention to this fact oi trust funds toeing Invested and
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utilised for furthering[donor's business interests...

The intention is only this-that the holding of /

securities by trusts should not be used by a group of

persons for the purposes of augmenting their own voting

rights. That is the main intention. It is not a question

of divesting anybody of any rights. I do not see how the

identification of the rights of the p-rson.who exercise

the right to vote and jxhat of the trust can be equated.

Here nothing is sought to be taken away, except that you do

not exercise the vote direct but exercise through public

trustee... The overall intention 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 a person w'-o is managing

a trust as a shareholder.... The votes in regard to equity

holdings© cs trust are misused £©r the purpose of concen-
138trqtion of economic p. *we: .

It may be noted t'-nt while Section 153 says that no no -ice
l

of any tfli&'t shall be entered ifito In-the register of members, 

section 153 B requires, that every person to whom the section 

applies, holding shares or debentures in trust for any other 

person of fer any charitable or drhex purpose, should make
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a declaration to the public trustee appointed under section 
153A, and should also send a copy of such declaration, 
to the company concern 3.1, within twenty O' days after 
making of the declaration. Thus though no notice of any

("I:trust shall be entered in the register, the company must 
b<? given notice of the trust. Non-compliance-is made 
punishable.

Section 153B read with Section 187B does not apply to 
anytrust(l) implied or constructive trust or to obligations 
in the nature of trust. It applies only where shares are 
held under an express trust created in writing. (ii) Unless 
the amount of the trust’s monies invested in the shares 
or debentures of any sipdle company exceeds one lakh of rupees

■ i

and even where it exg<y-df one lakh of rupees if it does not 
exceed five lakhs of ; r-pees or twenty five per cent of the 
paid up shares capital of the company, which is less.

The object of the new provisions as explained by the 
Finance Minister is to stop the mis-use of the voting rights 
by the person who control the -fclfust and trust property. 
Debentures does not carry voting rights and therefore it is 
not clear why it has been incorporated in the nc-w provision. 
The Sacher Committed ^ has rightly recommended "for the 

deletion Of the word 'debenture' f£©iT) the section. It has 
also recommended for the consolidation of .lections 153, 153A, 
153 B and 187 B as this sections relate to the appointment

I
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of public trustee, declaration to made to Public Trustee
and the,exercise of voting rights by him. further it has
recommended for the inclusion of constructive trust within
the meaning of the expression instrument in writing., it has
recommended for single| criteria in for computing the value

J40of the shares in place of ,‘:wo criteria."

(XXV) EXERCISE OF VOTING RIGHTS IN RESPECT OF SHARES 
HELD IN TRUST' (Section 187-B)

The public trustee 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 a declaration has been given 
to it under section 153 B. However, the public trustee may 
abstain from exercising these, powers if, in his opibion, 
the objects of the trust ur interests of the beneficiaries 
of the trust are not lifcfely to be adversly effected by 
such abstention].41

The object of this section is to prevent the use of 
voting right attached to shajf@§ held by trust for the 
advancement of personal interests of the donor, it is 
considered necessary to regulate the exercise of such - 
right in suitable cases, with a view to securing proper 
mansggfnent of the company in the interests of the shareholders 
and the -company at large.
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(XXVI) DECLARATION1 BY PERSON NOT HOLDING BENEFICIAL
INTEREST IN ANY SHARES (Section 187-C) :

The Companies (Amendment) Act, 1974 has also added 
two other sections i.e. flections 187 C and x.61 D making it 
obligatory that all ben-mi holdings of shares in existence 
at the commencement of (Amendment) Act must be declared both 
by the benamidar and beneficial owner and the failure to do 
so, will be punishable. Investigation has also been proposed 
for the purpose of ensuring compliance with section 187B.. It 
is expected that these provisions will be helpful as a check 
upon any possible evasion of the provisions relating to take 
ov^r bid. However, Sacher Committee has recommended for the 
deletion of this section on the ground that no particular 
advantage has resulted from tftg operation of the section and 
has led to, considerable aaper work both at the end of the 
company and at the end of the Registrar, besides making the1 
l&w little harsh on the general members &f the public owing 
small or insignificant number of shares. In place of section 
187 C it has recommended for the incorporation of provisions 
like Section 12 (3) of! the Banking Regulation Act, 1949 whic'r 
makfM apresumption of title in favour of the registered 
holder <?£ Shares!4^
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(XXVII) POWER OF THE CENTRAL GOVERNMENT TO CALL ANNUAL 
GENERAL MEETING (Section 167)

As per the pry. isions of section 167, if the company, 
fails to call an annual general meeting within the time 
limits prescribed, Central Government may call or direct 
the calling of a general meeting of the company, on the 
application of any member of the company who has a right 
of voting. The Central Government can give any ancillary or 
consequential directions which it thinks expedient in relation
of calling and conducting of.the meeting. The meeting so

‘ )

held shall be deemed to be an annual general meeting of the 
company*

So far as this section is concerned, the underlying 
policy is to exercise t > a power only where the management j 
is found to be unwilling to convene an Annual General Meeting 
of the company with a view of ketping the share-holders in 
dark about the affairs f.h£ company or where the management 
is unable to convene the meeting on account of party faction 
or -other like reason. Under the previous Act this po.wer was 
with fcht Court. Under the present Act, the power .to call 
meeting other than Afihual General Meeting is now vested not 
in the Court but in the Company Law BoarAf3*-
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Can an individual membe ; constitute a valic meeting?

Ordinarily, a singb' member cannot constitute a 
valid meeting. A meeting means the coming together of 
more than one person. Further; one of the requirements of 
a valid meeting is the presence of que>rui^44.

: I
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 person or by 
proxy shall be deemed to constitute a valid meeting

(XXVIII) PROHIBITION OF TAX-FREE PAYMENTS (Section 200):

A company is not allowed to make any tax-free 
■payment- of remuneration ->.o its officers or employees. The 
intention underlying th.s provision is to prevent creation 
of a class of persons who are immune from any future increase 
in taxation. This provision correspondence to section 189 
of the English Act, 1948. In England Cfahen Committee pointed 
out the principal objection to the practice of making tax- 
free payment that it creates a class of persons who are 
immune from any future increase in taxation. Further, 
this practice has the effect of making it difficult for 
shareholders to assess the burden imposed on a company by 
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 
remuneration is a specie! feature of the Company Law in 
this country, So far as the appointment managerial 
personnel, particular!v directors are concerned detail 
provisions are laid down under sections 152 to 270 and 274 
to 279 and 283 and 281 of the Act, In case of remuneration 
sections 198 to 200 and 309 to 311 lays down detail provi­
sions, in that respect. The present section 198.provides

i

an overall ceiling of 11 percent of the net profits as the 
maximum managerial remuneration -that can be paid by a 
company. Within' this ceiling, a single managing director 
or a whole time director as per section 309 can be paid 
managerial remuneration upto 5 per.cent of the net profits 
and if there are more than one managing director or whole
time diTSctor, upto 10 per-Geflt of the net profits. These

i imaximum percentages -present a kind of sub-ceiling withir
s

the overall ceiling cfi1 11 per cent. The present law also 
permits the”directors other than the managing or whole fine 
director to receive by way of remuneration, for all of them 
togather, a reffiuneration tithEo i percent of' the net profits. 
‘Where the company has not appointed any managing ,or who.le- 
time director, the directors of the,company may be paid 
-collectively a remuneration h&t ‘exceeding 3 percent of the
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net profits. It is also permissible within the existing 
law to pay remuneration beyond 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 rnumeration which i> payable in case of 
loss or inadequancy cl profits is fixed at Rs. 50,000, for ■ 
all managerial personnel togather and the payment of minimum 
remuneration whether within or beyond this ceiling,is required 
to be approved by the Central Government. The present 
provisions of the Act and the rules also require 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 qualifications and experience as well as the integrity 
of the individual to be appointed as managing or whole-time

, I !on the other.

Within the stati ,ory limits laid down by the provisicns 
of the Act, the Cent:'..l Government has also laid down certain 
administrative guidelines prescribing the monetary ceilinus in 
respect or halary, commission and perquisites

The object of all these restrictions on the managerial 
remuneration is to safeguard the public interest and the 
protection of consumers from exploitation. Here it may be 
mentioned that in India a higher price is paid by the
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consumers more often because of shortages rather than 
because o<8 high ’cost of production'. Regulating the 
remuneration of one or a few individuals cannot be 
justified even if one were to imagine that 'cost of 
production' is the only factor that determines the price. 
After all, the element of cost of production is tota] 
managerial remuneration, which is regulat?"'’' by section 
198, and not what an individual gets wit! in this overall 
ceiling. Further lacV of adequate remuneration results 
in the managerial personnel"leaving the country in large 

“numbers and depleting this scarce resources at a time when 
the country is about to make rapid strides in its economic 
activities. Another undesirable effect of such artificial 

restriction, which in particular begs the remuneration at 
a given level, is that having reached the level-there is no

- i )

incentive for further efforts. This has resulted xn hords
I

of managers doing a job' which SOUld otherwise be done by a 

single manager properly motivated and remunerated. It may 

be stated that though -ome limitations in public interest 
may be desirable, the Existing limits which already operate 
today are totally insu. ficient to attract competent personv/ 
professional managers whom the company with the consent of 

the shareholders wish tc engage this inhibits the growth of 

the corporate sector. Any ceiling that may be provided
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i I
has to be such that Indian Manager are not lured by higher 
salary-which they are liable to obtain abroad. The argument 
that ouB" is a Social:, su Republic - a R public in which 
there should be a freedom from all forms of exploitation,

i :

social, political and economic, and when more than half .if
-thereour population lives below poverty line and therefor is no

* L+

justification for the top executives of any company being 
so lavishly fed is not tenable. Because it is these persons 
who bring about growth in an enterprise of a combined effort 
and for this effort they have to be rewarded for their skill 
The whole approach to the managerial remunerations has to be 
looked at in the overall context of the prevailing situation 
and the times to come when industries x*ill be wholly manned 
by j3£©ffessional managers.

The rtlevance c sectieri 198 no longer exists. Thin 
was incorporated as a hang over of the managing agency, 
system. This should be deleted.

OQOC) PREVENTION OF MANAGEMENT.JlT UNDESIRABLE PERSONS 
(§ss.fclons 202 to.._2P£ A) t

Section 202 lays down that an undischarged insolvent 
not to manage companies, section 203 empowers the Court to 
restraint fraudulent persens ftom managing companies, i.e. 
those persons who are disqualified on account of any fraud 
committed in the promotion, formation, management or winding



16:

up of the company. The 'sV'j'>ct of section 202 is to 
prevent an undischarges insolvent from discharging the 
functions of a director, or manager, whether he is 01 is 
not styled as a' director, etc.and also from taking part in 
the' formation etc. of a company. Here attention may be 
drawn to section 267 (a) & (b) according to which an un­
discharged insolvent or any person who has at any time 
been adjudged an insolvent or a person who had suspended 
payment or compounded v.v h> his creditors cannot be appointed 
as a managing or whole t:me director.

Section 203 is very wide and orae^passed under it may even 
disqualified a person starting a private company of his own,
consisting of none but himself and a nominee of his as member.

1 i !It may be noted that an Order under this section will not 
only disqualify a person jf’or the office of directoo!^ but 

also wh@r@ he is already a director, vacate him from the 
office!^® L

Recently it hasi been held in Englan<^4^ that a disquali­

fication imposed under this section (Sectidrr 188 of the 
English Act) 8h the occassion ef Conviction of a person

must date from the date of the conviction and not from the 
date of the discharge of the person from prison or any 
other date.
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Section 204 lays d^wn restriction on appointment of 
firm or body corporate to office or place of profit under
a company. ^he only notable point is the contravention1of the section is nr u punishable under section 629-A a r.:w
provision introducer by the Companies (Amendment) Act, 1260

cbut no employment or appointment is rendered void by reason 
of contravention, and, further, it is not clear what legal 
consequences such contravention will have except that in the 
event of resorting to a Court of Lav/ any rights or liabili­
ties arising out of it may not be legally enforceable.

Section 204 A inserted by the Companies (Amendment) Act,
'19 74 lays down restrictions on the appointment of former 
managing agent or secretaries and treasurers to any office.

Here it may be mentioned that the Companies (Amendment) 
Act, • 1969 abolished the system of manag >ment of companies 
by managing agents end Secfcetaribs and treasurer with effect 
from 3rd April, 1970. Consequent on such abolition, it is 
noticed that Iflany erstwhile Managing Agents or Secretaries 
-and tresurers are trying to continue their control over 
the managed company by entering into service agreements in 
Various forms like Secretary, Consultant or advisor to 
any oth§3c 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 section provides that all agreements 
-between the erstwhile Managing agent or Secretary and 
Treasurer entered into within five years of their ceasing 
to Managing Agent or Secretary and Treasurer shal] require 
approval of the Central Government, and shall be subject to 
such veriftlons, 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

---  tIt was held^that it| is not violative of Art. 14 of the
<■ . ! |il|

constitution of India. Its object is to prevent earstwhile
1 !managing agents, secretaries and treasurers from continuing 

their control and management of the Company. The section 
provides for scrutiny and regulation of service agreements 
by the Central Government in'order to ensure that appointments 
of Directors are in the interest of the company and not a 
mere divide to circumvent the provisions of the Act. The 
Central Government has to exercise its discreation lawfully 
by inviting attention to all relevant matters before
coming to conclusion as'to whether or not the proposed 
appointment was with thot object of continue rig control over 
the company by the pers-ns mentioned in the section.
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(XXXI) . UNPAID DIVIDEND TQ BS TRANSFERRED TO SPECIAL 
ACCOUNT - PAYMENT OF UNPAID OR UNCLAIMED 

- DIVIDEND (Sections 205 A and 205 B) :

Section 205 A introduced by the Companies Amendment)
Act, 1974 makes it obligatory for the companies to transfer,
within seven days after expiry of forty-two days from the
date of declaration of dividend, any unpaid dividend or
dividends in respect of wich divided warrants have not

1—
been, posted, to special account, called 'Unpaid dividend 
Account'. It further provides that in case any amount 
transferred to such account remains unpaid or unclaimed for 
a period of three years from the date of such transfer, it 
shall be transferred by the company to the general revenue 
account of the Central Government, with such information 
as prescribed under the section. In case.company fails to 
comply with 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 account, hn^every officer of the company 
who default shall be punishable with fin#.

Under Section 205 B introduced fey the Companies 
(Amendment) Act, 1974 any person claiming to be entitled to 
any money transferred to the general revenue account of 
the Central Government, may apply t§ it for the refund 
of money due to him. The Central Government will pass orders
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for the payment of such money to the claimant after taking
such security as it.irta; think fit. The obj<=oc of these
sections is thus stateP in the notes on clause :

It hras been observed 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 furtherence of the company's 

, business, are thus used in a manner 
prejudicial to public interest. ... to 
prevent companies from declaring dividends
when no profits in the shape of liquid

*.funds are reaojly available... to prevent
jthe misuse of r\he money due to shareholders 

by management... to empower the Central 
Government to1pay individual claimants as 
t.nd when the claims are preferred... to 
make it obligatory for the company to 
deposit in the general revenue account 
unclaimed dividends... (Clause 16).

The legal effect of section 205 A is that from the moment 
e£ declaration of the dividend the company has no legal or 
beneficial interest in the amount so declared, but is merely 
custodian in t*i§ nature ©# a trustee until the amount is 
paid or transferred into the special account as provided in 
the section'.
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The Payment of Divide -1 '-o Non-Resident "hareholders : .

As regards the dividend to be paid to non-resident
t.shareholders, the Company Law 'Department issued the
151following explanation?

There is nothing in the section 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 approval of the Reserve Bank 
of India can draw the amount from the 
unpaid dividend account for the payment to 
the non-resio nt shareholders,

(52Here attention may bt drawn to the criticism that 
"the expression" entitled to. payment of dividend must in 
the context which is used mean a shareholder who has an 
unrestricted right to receive payment of dividend. A share­
holder to wh©fn dividend cattflQt paid without obtaining 
sanction under any law such as the Foreign Exchange Regulation' 

would not deemed to be a shareholder entitled to payment 
of dividend inS if thgire is no Shareholder entitled to 
payment of dividend there is no corresponding obligation 
to transfer the dividend to the unpaid dividend account.
It is submitted that .-his view is not correct. A cividerd,
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when declared, becomes a debt, and a shareholder is
entitled to sue at law for recovery of the same, after

1 !53the expiry of the period presented by section 207. The
person entitled to dividend is prirra facie the person
registered as shareholder in the register'-- of members.
So far as Sub-Section (1) is concerned a question has been

/ *
raised as to what will q'append to the divi> end represented 
by such of the warrants which even though posted within
the period of forty-two days remained uncashed. According

154to the Company Law Department,

the amount of dividend which has not been 
actually claimed fow whatever reasons, 
eventbough 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 company.

This View of the Company . Law Department xs contrary 
to the decision of trie ''’'pr&roe Court, The Supreme Court 
has heli~*~*that a divide. 'J is deemed to be paid once the 

dividend warrant is pos -d.. If this interpretation is 
applied to sections 2Q5A and. 205b, once the company has 
posted the dividend variants within 42 days, the dividend 
is degm.ed to have been paid and it is under no- obligation 
to transfer the arsibuntS represented by warrants which
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have been returned or not claimed to the separate 
account. In view of this decision the view taken by 
Department is not correct.

i 56In order to settle this,the Sacher Committee has 
rightly recommended-that .ection 205A shoul< be redrafted 
to ptovide for compulsory' 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 the 
eJtpify of six months f.?©nt the last day on the 
which the dividend warrants should have been 
posted by the company.

(XXXII) PROVISIONS RELAT1 i.0 TO AUDITORS (Sections 224 to 234) :

fallowing sections whi§h deals v?it.h the audit 
of the company’s accounts and auditors, are incorporated 
with an object to have an independent audit of the company's 
account fey an independent auditor and to bring to the notice 
of the members of the company the clear picture of the 
financial position of the company. The need for an independent

i '!
audit cShhgt be over emphasized. • As pSihted out by Carey in

. •. 1
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his professional Ethics of Public Accountingss "independence
• * ; j

is the keystone in tVie structure of the accounting profe­
ssion... Clearly there would be no great store by the 
certified Accountant's opinion or certificate if they 
(users of his published report) were not confident of his 
independence of judgement as well as his technical 
competence... The basic difference between privately 
employed accountants as professional practitioners is in their 
responsibilities, moral or legal, to the corporation or the 
public, and in the extent to which their relationship may

ftend to influence theirv judgement. In thr last analysis,
therefore, it is his independence Which is the certified

qco ,public accountants gnomic excuse for existence."

Section 224 lays down provisions for the appointment 
and remuneration of auditors, which follow closely the 
provisions ofssection 159 and 160 of the English Act.

Section 224A inserted by- the companies (Amendment) Act, 
1974 lays down that 'auditor not to be appointed except 
with the approval of trie company by special resolution 
in certain cases. This section is new and there is nojf 
Corresponding section under the English Actr The object 
of the insertion of th:^ section is to protect the interest 
of public financial institutions, nationalised bank oiT* 
general insurance company in those companies in which they 
have invested their funds,
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Section 225 lays down provisions for the appointment
of person as auditor oth ? than a retiring ""’ditor and 

• >
also for the removal of ;he auditor. This section lays

i idown safeguards for-the protection of independent auditor.
The safeguards provided under 'the section makes the removal 
of independent and conscientious auditors difficult.

Section 226 corresponding to section 161 of the English 
Act, lays down qualifications and disqualifications of 
auditors. By this section the categories of persons to be 
disqualified for appointment as auditors are not enlarged.
The object is to make the position of auditors as little 
dependent as possible on the companies whose affairs they 
audit. However, this stion does not disqualify the 
relatives of a director or employee, if otnerwise qualified.

e

It, may be stated that ..n actual practice, an auditor will , 
be Considered independent only if h© avoids any relationship 
which might arouse the suspieier. that shah relationship had 
prevented an impartial attitude of mind. An auditor should 
hot only, be free from impropriety but also from the appearance 
of it? , Blit having regard to the nevfly inserted proviso to 
section 297 {!}' it- is eleair. thsfe'in the case of companies 
with paid up capital of rupees one crore or more, no 
relative of a director- pr a firm in which such relative is 
a partner any other partner 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 important powers are given

i ito the auditors under if'o-Section (1) (1-A) to (4-A),
inserted by the Comp an.:-os (Amendment) Act, 1965. In addition 
to this powers additional powers are conferred on them by; 
new section 45-MA of the Reserve Bank of India Act, inserted

► CDby the Reserve Bank Second Amendment Act, 1974.

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 direGt verification by him from 
books An^ accounts and vouchers

Section lays down p.t9¥i§ions for the audit of accounts 
of branch office of the company.

Section 230 provid.s for the reading and inspection of 
auditor‘s r§Bejrt at the mettind/th# Company. . /of

Section 233A added by the Companies (Amendment) Act,
1969 empowers the Central Government to direct special 
audit in certain cases, and . SeStibn 233B empowers the 
Central Government 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 frt^ted that the re^ point about co.: :

paccounting is that it an internal affairs which, if
- tproperly used, will assist forward looking management in cost 

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 234A)

Section 234 empowers the Registrar to call for addi­
tional information or explanation in respect of any matter 
stated or explained in any document required to be submitted 
to him under any other provisions of the Act.

Section 234A adde«. ■ by the Companies (Amendment) ' Act,
1960 lays down power < " the Registrar to order for the sei;ur

9
of books and papers under certain circumstances in Other 
words it empowers the registrar to seia© documents, books 
and papef§ of a company after obtaining th.e orders of a 
Magistrate where he has reason to believe that they may be 
destroyed ofT tampered wjith.

(kXXJril) INVESTIGATION :
iIt is jblain fact tiiat it is almost impossible 

for the shareholders to have effective control over the 
management of the company in which they hold shares. This
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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 academically to 
challenge the wisdom and expertise of the company's officers 
Thirdly, the remedies available under sections 397 and 398 
for the prevention of oppression and mismanagement are beset 
with a variety of procecju”al and financial difficulties. 
Fourthly, due to great diffusion of share ccpital,shareholders

become indifferent to voting and controlling. Ml this 
made it necessary for the Government to asm itself with powers 
to take necessary step/! against the company if there was a 
reason to suspect that the management was not acting in the 
interests of the§ general body of shareholders.

Sections 235 to 251 provide Wi4e powers to the Government 
to investigate the affairs of #ny company. The investigation 
may be done at the request Of 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 
Engllih have been followed, ex<l§pt to the extent to 
which the special circumstances of this country required 
suitable changes.

Hebe it- may be men: ioned that, trig powers conferred on uhe 
Central Government fox investigation into the affairs of
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companies by section 235 are of discfetionary, while 
those conferred by section 237 (a) and section 245 are 
obligatory.
Comp any * s Man aqerne n t

fs

A company is an .artificial persoh, c ^ned and managed t:y 
its members. But the- ,number of members is so large that 
all of them cannot conveniently carry on the business of 
the company. Therefore, •‘heylfelect 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 
sise of corporate units and complexities of modern, business. 
They Leave day-to-day working of the company to other 
managerial personnel. In recent days tne following patters 
of compSSy management have com# into practices

(a) Management Board of Directors with executives 
working under the Boards directions.

(b) Management byi or more Managing Directors under 
fehe supervision of the Board.

(c) - Management by a manager under the supervision of
the Board.

(d) Management by a Committet of Directors under the 
supervision of the Board.
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(e) .Management b? ; rfh.de time directe"v with such .
)

functions as afined by the Board of Directors.

The following, sections which deals with the appointment, 
removal and powers of the Board of Directors are incorporated 
for the protection of the interest of the company, the

: i Jinterest of the members' of the company and also for the 
protection of the public interest.

Section 1263^appointment of directors to be voted on. 
individually. The object of this section is to prevent 
the putting forward a list of candidates to be elected and 
forcing the meeting to vote for the candidates in a batch 
and giving no discret' ,>n to the meeting as regards the 
rejection of a particular candidate in the list or not 
filling one or more oi the vacancies, if the meeting so 
desired.

lection 265 which gives option to the company to adopt 
proportional representation fdr 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 difeefeor in the Board of Director®. In the case of
appointment of directors by ordinary method i.e. the method
adopted by majority companies, majority shareholders are
abife to, monopolise all the directorships with the result 
that even a respeetabie miridfi-fey of the '-hareholders can-ot 
get even one of thei.~ representatives into the Board. It is 
desirable in the public interests to give representation to



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 Committee 
has devoted whole chaptej^^ on shareholders' protection, 

it has not made any specific recommendation in respect of 
minority members rig! 1. to appoint their lominee on the be 3rd 
of a company. \

Section 267 lays down disqualifications for the office 
of managing director ona wnole time director. According to 
the provisions of the section, foilowing persons cannot be 
appointed managing or whole-time directors s

(a) a person who is not a director- since it is 
necessary for a person to be a director before
h© can be appointed ©s a managing director, all the 
disqualifications applicable to director will also 
apply to the appointment of a managing director;

(b) an undischa: ;ed insolvent or ary person who has 
at any time' --een adjudged an insolvent;

l

(c) a person who suspends or has at any time made,/ 
a composition with them;

(d) a person, who haS ot any tine been convicted by a 
Court for any offence involving moral turpitude.
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This section applies to all companies, public or 
private, without exception. It may be noted that this 
section disqualifies all persons convicted, for whatever 
term of imprisonment or fine of an offence involving moral 
turpitude. Even a Day ! 3 .Imprisonment or 3 mere fine of one 
'rupee will do. Lookirr to the importance of the provision::
'of the section, this section was amended by the Companies f 
(Amendment) Act, 19^0, 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 offence and not the punishment. The term moral turpitude 
used under sections 267 (c) and 274 (1) (d) means anything done
contrary to justice, honesty, principle of good morals, an 
act ©f baseness, vil^ness or deprivity in the private and 
social duties which - man owes to his frxlomen or society 
in general^ d©htrary co the dccspted and,customary rule o: 
right sand duty between man and man I

f

/f>3In one of the cost- It was held that everything done 
contract to justice, honesty or good morals if done with 
turpitude, so that embezzlement involves moral turpitude.

Further it may be mentioned that the disqualification 
in the case of a director or manager take account only of his
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past five years, there is.no time- limit as regards a 
managing or whoi.e-ti.me director. He must be of good 
character through-out his life. ,jL,he Central Government 
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.

file object of this section and section 274 in laying down 
disqualifications is to see that the company is managed by 
those persons whose ch'pacter is above an^ doubt. Public 
interest requires that ^companies in which interests of the
members, creditors an'd s.ociety at large is involved, are

!managed by an honest person-

(XXXIV) VACATION CP OFFICE BY DIRECTORS (Section 283):-

Section 274 lays down disqualification for the office
of director and accordingly certain persons cannot be appein-

osted as directors where^jsect-ion 283 lays down events on the 
happening of which the director vacates his office automa­
tically. This section is very general and applies to all 
director by whomsoever appointed and fob whatsoever period 
appointed,/§ life direc -.or also will come ...ider the sectior ,

(XXXV) REMOVAL OF DIF -CTORS ;
A director can be removed S62r his office :

(a) by the shareholders under section 284?
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(b) by the Central Government under sections 388-B 
to 388-E, and i

(c) by the Court -under section 402.
1According to the provisions of above sections directors 

are liable to be removed from their office before the 
expiry of their period of office. 'These sections lays 
down provisions for the removal of the directors but they 
also contains provisions for protecting public interests.

According to section 284, the shareholders may remove
<•a director, but their power of removal is iubject to the
tlimitations laid dotvn order the section. These limitations
i

lays down inbuilt framework for protection of public 
interest. According to these limitations, the shareholders 
cannot remove a director appointed by the Central Government 
under section 408 for the prevention of oppression and 
mismanagement. This is because the appointment of director 
under section 408 is for the protection of public interest. 
Similarly a director appointed under'the system of propor­
tional representation as per the provisions of section 265 
cannot be removed by the company. 'The object of appoit of 
director under the sys :^m of proportional representation is 
to provide an^ opportu • >.ty to the minority shareholders to 
appoint- one or more no.inee?in the board of a company. This 
provision is made Se.r the prote-Stlon of public interest
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L*

provision or act of other shareholders. -Further the rule 
of natural justice requires that a person should not be 
punished without providinq him an opportunity to be heard. 
This rule of natural justice is for the protaction of public 
interest. In order to upheld this principle of natural 
justice, section 284 provides that 'on receipt of notice 
of a resolution to remoye a director, the company shall 
forthwith send a copy thereof to the director, concerned,
‘Aie director shall be entitled to be heard on the resolution 
at the meeting.

Sections 388B, 388C, 388D and 388 E give wide power 
to the Central Government to remove managerial personal 
from office. But this power of the Central Government 
is not an absolute power. As per the provisions of the 
section, the Central Government is required to refer the 
case of the franageria]^ personae! to the High Court for 
inquiry where it is co- . Inced of the exist'.ice of any of 
the circumstances spec',Lied in by the section and only on the 
recommendation of the High Court, managerial personnel can 
be r@rn.oved from the office. This provision provides an 
opportunity to the affected person ©f a fair hearing by the
Court.
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(XXXVI) VALIDITY OF ACTS OF DIRECTORS (Sections 290):

This section .rovides that an ac . done by a person
as( director shall be v:- lid nothwithstanding that it may
afterwards be discovered that his appointment was invalid
by reason of any defect or disqualification or had terminated
by virtue of any provision contained in the Act or in the
Article. The object of the section is to protect person
dealing with the company and also the members of the company.
But this section will n&t apply where the act itself is not

I 64within the competence of the Board of Directors;

(XXXVII) BOARD* S POWERS r.ND RESTRICTIONS THEREON
Division of powers between the General Meeting 
and the Board ;'

Until the ce." ebrated judgement in Solomon V.
Solomon and Co. Ltd./^' it was thought that there was no 

distinction between the rights and powers of the company 
and those of its shareholders. The real power to manage 
and control the affairs of the company vested in the share­
holders,. whp could take any decision in their general meeting, 
duch decision Was considered fi§ an act of the company itself, 
final in all respect and binding on all concern. In the 
case of Attorney Genera] V. Davy] Hardwick L.C. observed :

It cannot be disputed that whereevor 
a cefta-in number , are inedtporated a
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major part of them may do any corporate 
act... it is no;. that every
corporate act should be under the seal 
of the corporation.

This position, according to Gowei^^, remained untill 

atleast the end of the 19t'n Century, when 'it seems to • 
have been generally assumed that the principle remained 
intact that the general *meeting was the company whereas 
the directors were merely rhe 'agents' of the company, 
subject to the control 'V: the company in general meeting. 
In Isle of Wight Railway V. Tahourdin,^68 tne court refused 

an application by the lirectors of a staturory company 
for an injuction to restrain the holding of a genera] 
meeting, one of the purposes of T-*hdch was to appoint a 
committee to reorganise the management of the company. 
Coton L.J.observed

It is very strong thing in deed to 
prevent shareholders from holding a 
meeting of the company, wh^n such a 
meeting is the onlu way An which they 
can interefere, if the majority of them 
think chat the course taken by the 
directors, in a atter intra vires of 
'the directors, . not for the benefit 
Of the compan”

In this age:



the management (directors) was thought 
of as a set of sigents running business 
for a set of owners, while they couldi i
and did have wide powers than most agents, 
they were strictly accountable to shareholders. 
Although the directors were left in-charge of 
the business, it was legally considered 
that the directors were directly under the 
control of the shareholders and any o^ 
their decisions could have been voted 
by the shareholcs rs

It may be said that there was fusion of Ownership, Management 
and Control. This period was rightly called as 'Golden age 
of the shareholder democracy'.

The shareholders* supermacy, however, did not last long. 
With the growth of public interest in corporate activities, 
specially due to the stock-exchanges, which popularised 
investment into shares, more and more persons became cor­
porate members. This led to dispersion of stock-holdings. 
There was growing tendency of share-holdings getting smaller 
and smallert Just about a year ago, the numner of share­
holders in th@ cdl'ntty gas ©st-ljliated at 7.5 million. Today 
10 to 12 million inves-.crs mostly salary earners, professio 
housewives, pensioners end farmers are believed tc have 
a st^ke in the nations 1, 180,00 joint-st-OGk companies-
public oir 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 shareholder
supermacy was the ri; & of the Institutional Cnareholders.

l>Alpngwith individuals''5shares started to be held by the 
institutions such as! one company in another company, by 
registered societies, trustees of provident and pension 
funds. Now no individual can be supposed to have any 
personal interest in the affairs of the company, or its 
management or control. ‘-^he change brought about by it was 
that active ownership of the shareholders turned into a 
passive one, The stock-holder who heitherto considered 
himself as a owner was left with just a symbolic ownership. 
The and control having passed from his hands to a
separate efii-ity’ ddllr-s 'management* which is essentially • 

different from the o 1 concept of Governors in Charter 
Companies or Managers. The other effect of this was that 
’ownership which upto 19th century was considered to belong 
to shateholSe^S as a consd^Ughcfe of Salomon's case passed 
over to the juristic personality of the company. On the basis 
of the doctrine of division of power and other reasons the 
mana-gghisnt came to be concentrated in the hands of the Board 
of Directors, who with the passage of time became more and
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more powerful, as compared to the general meeting of 

the shareholders, while the control passed into the hands 

of the individual or grou^., of persons or institutions, 

controlling the appointment of board of directors, either 

directly or indirectly Bertrand Russel calis this 

divorce of control fror- pwnership as 'The logical outcome 

.of the twentieth century trend of power'P®
DIVISION OF POWERS BETWEEN THE ORGANS OF COMPANY i.e.
BETWEEN BOARD AND GENERA’, MEETING :

As a 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 
. 171director®e The courts tried to demarcate the area of 

control between these twd rivals. It was held that "the 

division of powers between the Board of Directors and the 

General Meeting in a ccnpary depended enti .aly on the 

construction of the Art-cles of Association and where power 5 

had been vested Ifi the Board, the general meeting could not 

interfere in the exercise of those powers of the Board,

111 India the Madras High Court72 did not allow the 

directors to exercise a powdr vested in the ■ shareholders.

(
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Corporate federalism :
;Today there is a total decline of the share-holders

[73supermacy. The judicia. committee of the 1 rivy Council
rejected the‘concept of hupermacy of shareholders in genera]
meeting and unheld the new concept of supermacy of the
Articles of Association, This new equilibrium between the
two organs of the company has been described as ''Corporate
Federalism*. The relative position of the General Meeting
and Board of Directors can now be equalted to the division
of powers between the State Legislature and Federal Legislature,

1 74in a federal constitution*.

Position in India ;

Section 291 of the Companies Act, 1956 also upholds 
the same trend when it declares that "subje <_ to the provi­
sions of the Act, the be of directors of a company shall 
be entitled to exercise all such powers and dc all such acts 
and things as the company is autherised to exercise and do".

-There are hOV«’6Ver, two irripcrtant limitations upon the 
powers of the board. Firstly the Board is not competent to 
to do what the Act, Memorandum-and Articles required to be 
done fey the shareholders in general meeting, and, secondly, 
in the e-xet’C-A§e of their powers directors are subject
to the provisions of the act. Memorandum and Articles and
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other regulations not inconsistent therewith, made by 
the company in general meeting.

Power cannot be usurped j'

: Powers of a company tnus distributed between the Board
of Directors and the shareholders in a general meeting.
The general meeting cannot interfere with the decisions 
of the director, unless they are acting contrary to 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.Sha4^ Greer L.T. 

observed ;

A company is an entity distinct alike 
from Its shareholders and its directoro.
Some of its powers moy, according to xts 
articles, be exerc-.sed by directors, certain 
others-powers may oe 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 genera] body of 
shareholders can control the exercise of 
the powers vested by the articles in the 
directors is by altering their articles, 
or, if opportunity arises under the articles, 
by refusing to re-elect the directors of whose 
actions they disapprove. They cannot themselves 
usurp the powers which by the articles are 
vested in the directors any more than the
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directors can us i p she powers vest a 
by the articles ; i the general body of 
shareholders. 'a,

176In another case Farwell, L.J. observed s
Even a resolution of a numerical majority 
at a general meeting cannot 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 general' meeting, can act even in a matter 
delegated to the Board in the following exceptional cases :

(1) Where the Dire doors* actions are found to
be malafide. ui Marshall's Valve Gear Co.Ltd 
V. Manning Warlde & C.Ltdl"^ Neville J. observed ;

It is obvious that in th« position in which 
directors have placed themselves on this 
question their duty and their interests are 
in direct conflict. On the one hand it is 
their duty as directors to protect the 
interest of the original patent Which is' 
the pfdperty of the companyI on the other 
hand, their personal interests are clearly 
to maintain the validity of the patent which 
belongs to them. And, therefore, the 
mSjQlrity of the -:hareho] deri aire entitled to 
decide whether not an action in che name 
of the company shall proceed.
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(2) Where the Boar becomes incompenent to 
act, e.g. all -he directors are- intersted 
in a particular transaction. In one of the

pgcase the articles gave power to the company's 
board of directors to fill up any casual vacancy 
in the board. A some casual vacancies did occur 
but it was found that none of the directors 
constituting the Board was validly appoirted.
It was held that the shareholders in cenera'l 
meeting could validly fill up those casual vancancie

(3) Deadlock in the Board :
8 1A Co. Ltd. hadsoni/ two directors on its Board. Its 

Articles did n; ; provide for any increase or 
decrease in the number of directors by the share­
holders in tne general meeting. None of the 
directors was willing to act and co-operate with 
th# other directors. It was held that where 
directors having certain powers are unable or 
unwilling to exercise them, are in fact a non 
existence body for the purpose-there is always 
power in the company to do itself th&t which uncer
-bther circumstances would otherwise be don'*- by the 

J7Qdirectors!
Powers to be exerc^sed by Resolution passed at 
Hoard*s Meetings :
According to section 292 j the following ^ower of the
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company can be exercised only by means of re solutions 
passed at the meetings of the Board :

(a) The power to j ke calls.
(b) The power to t ;sue debentures
(c) The power to borrow money otherwise than on 

' debentures.
(d) The power to invest the funds of the company.
(e) The power to make loan

Besides these powers, there are certain other powers also 
which can be exercised only at the meeting of the Board :

(a) Sanctioning of a contract in which a director 
in interested (Section 297).

(b) Receiving of notice of disclosure of ’interest
of a directo: in a contract or t * arrangement
(Section 299•

(c) Reviving notice of disclosure of shareholding by 
directors -nd persons deemed to be directors 
(Section 308).

Powgg to. be Exercised by Company in, the General Keeting 
(Section 293) •

Section 293 lays down restrictions on powers of the 
Board of Directors. According to the section the board of 
directors cannot exercise following powers except with the 
consent of the company in general meeting ,
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(a) Sale lease or di.^rsn^ai of the whole or
substantially the whole of the undertaking of the 
company, except sale or lease of property by a 
company whose business ordinarily is to sell or 
lease properties.

(b' Showing any concession regarding payment of debts 
owed by a director by remitting a part of the debt 
or giving him more time to repay the debt except in 
the case of rene hi or continuance of an advance ■ 
made by a banking company to its directors in the 
ordinary course of business.

(c) Make investment of the am©tlftt of compensation received
by the Company in respect of the compulsory acqui­
sition of the prbperty otherwise than in trust 

securities. \

(d) B5ST©Wing money which tfill make the total borrowings 

in excess of the aggregate of the paid-up capital and 
free reserves of the company except temporary loans 
detained by the company from its bankers in the 

ordinary course ( f its business.

(e) Contribution to charitable and other funds, not 
directly rela-t-.ing to £ne business of the company

or the welfare of its employees, ©f amount exceeding 
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-Section U; without the consent of the
company in general meeting, the board is not however, botjnd
to exercise the powers, even though the company passes

180resolutions in respect of the exercise of such powers.
' A private company which is not subsidiary of a public 

company is exempted from the purview of this section.

'*be. provision's of Section 293 arid the position of 
Committee of Management: appointed by the Court in proceedings 
under Section 397 of the. Act, Recently it was held by the

m , r ~ ........... ..............................Court that "this section 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 of the Board is not either a Receiver, or a Manager 
and is not subject to the limitations which apply to a 
Receiver or Mihader, but it. rRUlt always act under the 
suprintendence and direction of the Company Court.

Qisarebility of Shareholders control over
Management :

The shareholders control over management having been 
reduced to the lowest w>- b and the control having shifted
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into the hands of Directors themselves or those few
i

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 arguedte that the vaccurce created by the lack 

of shareholders effective control over management has been 

filled-by the Statutory-: ard Governmental control. As such
l.

there is no need of an„» other control. Further, it is 

feared that, it would be deter^nental 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.)^®^ "the concept of company 

has undergone radical transformation in the last decade.

The traditional view that the company is the property of 

the shareholders is now t.n exploded myth. Today, social 

scientist§ and thinkers regard t Company as a living, vital 

and dynamic social crc'nisfR with firm and deep rooted 

affiliation with the \ -st of the community in which it 

functions."

A company today is a social and economic institution 

that touches every aspect of our lives. The dependence 

of the GpnOTunity as'consumers of the goods and the res­

ponsibility of ensuring a decent life for their workers
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and other employees-, on these giant enterprises has 
increased 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 society, as India, has, can no more allow 
companies, to remain as institutions for concentration of 
wealth, but would wish them to be turned i.xc instruments 
of diffusion of wealth. .It is accepted fact that self- 
interest is a human weakness, if power is left free, it is 
bound to be misused and company management is no exception to 
it. If previously, control was necessary in the shareholders, 
today it becomes all the more necessary in the general 
social interest or public interest which includes all other 
interests. The companies Act, 1956 is regarded as a progressiv 
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 addifeipn to the:;-" r^strifitions some supervisory 
control is necessary. It may be provided if shareholders 
becomes active members of the company rather than mere pass: ve 
irtVistors of capital* In order to do so, following suggestions 
are made 4

(a) The resignation of shareholders associations,
(b) 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.
Todays general meetings have truned into proxy-war.

(XXXVIII) POWER OF CENTRAL GOVERHMENT TO PREVENT 
CHANGE IN BOARD OF DIRECTORS LIKELY TO 
AFFECT COMPANY P-~'"JUDICIALLY (Section 409) :
Under this sectithe Centra,-! Government, has

been given powers to preven : a change in the Board of
Directors which would affect the affairs of the company
prejudicially, if such change can be attributed to change
in shareholdings in the company. The application is to be
made by management viz. existing managing director or any
other director, or manager. The power of the Centra]
Government under the section is very wide. It may by
order direct that no resolution passed after the date of the
complaint and RS action takeg to effect the change e.g.
registration of transfer of any shares shall have effect.
However, the order of the Central’Government w'1-! be directed

i _to prevent the change in th! Board of Directors and will 
extend no further.

• The primary dbjeet of the section is to check the 
activities of raiders and speculators to gain control 
of public companies having substantial reserve and good 
profits with the view of superseding the management or
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compelling the management to purchase their shares 
at extortionate trices in a~der to retain control. The 
othpr object is to prevent a company being made subsidiary 
of another by a e'-ange in the Board of Lirectors to pre­
judice the affgii„ of tbe company. The section does not 
apply to a private company unless it is subsidiary of a 
public company.

As the Second Annual Report of the Company Law 
Administrat-idn 19|7p-5^83 pointed out# swift action under 

this section has, in many cases, proved salutary, in a^much 
at it has prevented abrupt changes in the.management 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

■j

object has often oeen to traffic in the. shares of well 
managed companies ’ for their personal gain. Nevertheless, 
if Government are convinced that the persons who have' 
newly acquired' a substantial block of shares, in a company 
(and who, would, ith'erefore, seek adequate representation 
on the Board of the company) are persons competent to manage 
the company efficiently, Government would not ordinarily 
invoke its.powers under this section.

The powers of the Central Government under the section
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is discretionary and therefore, in exercising its powers,
Government should, however, be fareful to s^e that any aggrei-
ved complaining party does not use it as a lever in his
negotiations for bargaining with the part/ in control of
the company, for ©rwn 5xivate advantage.
Government’s Policy as Regards Applications under 
this Section

(a) Where the existing management was not good and 
there was nothing specific against the incoming person, 
no order under section 409 need be issued but that the 
matter might be left -to the decision of the shareholders 
of the company;

(b) Where both the existing as also the incoming 
management were reputedly good, there was no need for 
interference by Govern. ent under section 409;

(c) Where there was nothing unfavourable against the 
existing management or against the incoming persons in
the records before Lhe Commission, interim protection might
be given to the existing management by issuing an interim

: j
order and further enquiries instituted immediately there­
after to enable a final decision to * be taken :

•(d) Where the existing management was good and nothin/’ 
was known about the incoming person®, an interim erder as
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under (c) above might ivrue and further enquiries 
•instituted thereunder;

(e) Even if any interim order was issued under 
section 499(1) of the Act the 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;

(f) Where, in respect of a company in which action 
under Section 409 has beer prayed for by the applicant, 
the Court was a?so seized of the matter and vas issued 
injunction against any change in the Board cf the company, 
the Commission would nc t advise any action under 
Section 409.

Circumstances in which Company may be wound up by 
Court (Section 433) :

One Of the chax-acteristics Of a company is that it
is a juristife person with a perpetual succession and
common seal. As such it neVer dies. Its life does not
depend on the' life of its members. The death of a member
l&aves the company unmoved; members may coftie and go but
the ctutijpdhy can go on ,fdr ever* 5*/en a hydrogen bomb

* 5cannot destroy it. • It is not in any manner affected by 
insolvency, mental disorder or retirement 'f any of its 
member^. This is not r.~s say that ee’ath or incapacity
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of its human members may not cause the company consider­
able embarassment; obviously this will .occur if all the
director die or are imprisonment or if there are too

\

few surviving members i.o nold a valid mee-^ng, or if the 
bulk of the members or directors become enemy alienJ86 

A. company is created by a process of law, i.e. by 
incorporation and can be put to an end by a process of 
lav/. It is brought into existence by registration and 
can be put to an end by any of the following three 
methods, viz.,

(a) If it transfers its undertaking to another 
company under a scheme for reconstruction or amalgamation,
it rnny fee dissolved without winding up, if the Court so

■ i I
direct (Section 394(1) (b) (iv))-.

(b) - If it is a chfunct company, it may be struck 
off the register by tr --r Registrar-and then dissolved 
(SeStion 560).

i(c) It may be Wound up under Part VII of the Act.

According to the scheme of Part VII of the Act there are 
threg fllodes of winding up of a company, viz.,

(1) Winding up by the Court; or
(2) Voluntary winding up, This may be :
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(i) Members' voluntary winding up, on
(ii) Creditors' ygluntary winding up, or

rk
(3) Winding up subjest to the supervision of the 

Court (Section 4^jf).
t

Winding up is a proceedings by which a company is 
dissolved. The assesox Lne company 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.

18 7According to Gower , winding up of a company is 
the process whereby its life is ended and its property 
administered fox: the benefit of its creditors and
members. An administrator, called liquidator, isVappointed and he take^control of the coi^any, collects 
its assets, pays its pebts and finally distributes any
surplus among the members in accordance with their riohts.

According to Pen^ingtrn, winding up is a process by u)h'c^
the management of a company's affairs is taken out of its
Lx.rectors' hands, its assets are realised by a liquidator, 
and its debts are paid ,out of the proceeds of realisation 
and any balance remaining is returned to its members. At
the end of the winding'up the company will have no assets
or liabilities and it will therefore be simply a formal

A
\ '
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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 oxder for 
compulsory winding up,. According to Section 433 a
company may be wound v.c by the Court if :

i

(a) It has passed special resolution, or
(b) Default is made in delivering the statutory 

report, or
(c) It does not commence business within a year 

from its incorporation or suspends business

, * i t(d) . Its minimum membership falls below the prescri­
bed limit, or

(e) It is unable to pay its debts, or
{£) The .Court considers i-fc just and equitable.

On these grounds (..lone the Courts have tc adopt 
their approaches to o. >.er for the suitability of the 
binding up of a company. Further, while exercising their 
powers Mhder Section 43 3, the CfhuftS are required to keep 
in mind that a company is no more regarded as the property 
of shareholders alone.. A company is now considered as a 
living, 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 proclaimed that "we should bear in mind
that a corporation which is engaged in production of a
'commodity vitally essential to the commvnity has a ^
social character of its own, and it must not be regarded
as the concern primarily or only of those who invest their 

189money in it"; Now Supreme Court has held that "Law 
cannot stand still, it must change with the changing 
social concepts and values.........even workers should
have voice or a right to be heard in the determination of 
.the question whether the enterprise should continue to run

| on l -or be shut down .
•In M/s. Navjivan trading Finance Pvt. Ltd., v. 

Registrar of Companies,- et-ijdrat, D.A. Desai J.
observed that "whilst., the Court would be keen and quick t: 
stride for evolving A scheme to surrect a company so that 
the society does not lose a producing unit, the workers 
do nQ% l@he their source of livelihood and the State does 
not lose its revenue and order winding up of it only as 
a last desperate measure as a necessary evil, there are 
times when the Court may justify to 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 special attention* i.e. if the 
Court is of the opinion that it is just and equitable 
that the comparjy should be wgynd up.

Conceptually, .he worj/ds "just and equitable' are 
'ague and incapabl of precise definition. It eonfer on 
Courts a discretionary power of the widest import. But 
the Courts not completely §% large in the exercise of 
the discretion because it is to exercised on as proper 
consideration of each case and in turn each case“must

i _ . -
1■depend on its own fact and circumstances and which can 

only be dealt with, on its own 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 courts in India and England have treated the 
words 'just and eq> ? tabl e' differently in different times, 
-he judicial dimension within which orders are generally 
made for winding up of a company on this ground may be 
pointed out as folJows :

(1) Disappearance of Company's substratum.
(2) Complete deadlock in the management.
(3) When it cannot carry on business except at losses.
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(4) Oppression . £ minority and mismanagement.
(5) If it has been conceived and brought forth in fraud 

or £gp illegal purpose^

(1) boss of Substratum :
M I'1 ........................... ..................................

Where the objects for which the company was constit­
uted have either failed or become substantially impossible 
to be carried out, i.e. substratum of the company is losti^ 

However, a temporary difficulty which does not knock out 
the company's bottom shall not be permitted to become a 
ground for liquidation.^ •

Thus, whethcJ;1 there is a loss of substratum or not, 
is a question of 5 act which depends on the circumstances 
of each individual case. In Seth Mohan Lai v» Grain 
Chambers Ltd] Shah <1. observed?

"The substratum of a company is said to disappear 
when the objects have-substantially failed or it is 
impossible to carry on business except at a loss or the 
existing liabilities are far in excess of existing and 
possible assets".

The substrum of the company is deemed to be gone :

<i) When the object for which it was incorporated has
substantially fai.ved,^ or the business for which the

' 195company was formed- had substantially ceased to exist, 
or the very object for which the company was incorporated 
had failed!^ ; •
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But the suoscratum of the company cannot be said to 
have gone,even where its sole undertaking is sold so long
as there is some ther business coming within the objects

. \97stated in its me; crandum which it can carry on.'

(ii) When it is carrying on the business at a loss 
and its r@maining assets are ficient to pay its debt,
which rn@ans that is no reasonable hope that the object of

QQtrading at a profit can be attained. However, the 
Court will not be justified in making a winding up order 
merely on the ground that the company has made “losses 
and is likely to! mpike further losses, particularly, when

i-ggmajority of shareholders are against a winding up order.

Further, if the assets of a company even when they 
are valuable are .locked up in investments and the business 
is being carried bn at a loss.the comapny may be wound up. 
It was observed r y the Court ’^'00 that "if they are carrying 

on business at a manifest loss, and it is totally 
impossible to 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 
who have embarked property to a considerable amount in 
it do not wish it to go on.... It is quite distinct from 
saying that it is an insolvent company, or that it cannot 
pay its debts, because the persons managing it will take 
care to, have all the debts by making calls to meet them".
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(iii) When the existing and probable assets are 
insufficient to meet the existing liabilities. Thus 
where a company is totally unable to pay off creditors 
and there is ever increasing burden cf interest and 
deteriorating state of management and control of business
owing to sharp differences between shareho_der, the

201Court must order wind uo 

(2) Oppression of Minority :
' I

In cases where those who control the company abuse 
their power to such an extend that it seriously prejudices 
the interests of minority shareholder, the Court may 
interfere and order for the winding up of the company.
In this respect the observation made by the Madras High

< 2.02 Court is noteworthy.

Where the directors of a company were able 
to exercise a dominating influence on the 
management of tl j company and the n anaging 
director was abl ■ to outvote the minority 
,of the shareholccrs and retain the profits 
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 
head at the general meeting and dividents were. 
not regularly paid and 'the rate was diminishing, 
theife consti1. -d sufficient ground 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 compan* by abuse 
of majority ; ting power^

(b) It is impossille for the business of the
company to be carried on for the benefits of
the company as a whole owing to the way in

101which the voting power is hold and used.

(3) Deadlock in Management :

Where there is complete deadlock in the management 
of the company in the sense that it is not possible for 
the company to carry out its objects for which it was

To Aformed. In the case of Yenidje Tobacco Co. Ltd., Re.
A and I were the only cwo shareholders as well as the 
directors ©f a Private Dmpany. Subsequer, -iv some 
serious diffffgPPfe deve :>ped find became hostile to each 
other. They stopped even talking to each other. It was 
held that there was a complete deadlock in the management 
and the company should be wound up.

I

^20 SHotoev®£, in one of the Indian case it was observed sr’n “ 
"The just and equlfr-abl-d clause..* Should not be invoked 
in cases where the only difficulty is the difference of 
view between the majority directorate and those represent­
ing the minority;., the abstfids of any evidence of
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misappropriation of funds by the management, a company 
should not be wound up, merely on account of difference 
of views between the majority directorate and those 
representing the minority... Where nine or ten directors 
belonging to different communities unanimously and solidly 
take one view as against the minority of three holding 
•that the company has been earning profit and has accumulated 
a goodwill, the mere in-compatibility of good relation 
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 Bal 1 :handra Dhermajee Makajee v.

Alcook, Ashdown & Co. Ltd.^® it was observed that :

"Having regard to the prc-visions of Section 397, 398 and 
402 (dealing v/ith oppression and mismanagement) where the 
concept of prejudice to public interest is introduced, it 
would appear that the Court winding up a company will have 
to take into consideration not only the interest of share­
holders and creditors but also public interest in the 
shape of needs of the community, interest of the employees,
etc. Supreme Court has already conferred on the workers'

?0 7right to fee heard in ce.-; of winding up petition.s-

(5) Fradu1eht 6fe1ect :
When the company was formed to carry out fradulent or 

illegal business or wuen the business of the company

i
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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

10°.be just and equitable that it should be wound up.-*-'
^ In the case of Brinsmead (Thomas Edward) & Sons,^"*^ 
Re. T.E. Brinsmead and two of his sons were employees by 
John Brinsmead & Sons in 4-he business of oiano manufact- 

5 uring. They left Johr; Brinsmead & Sons and started a
company called Thomas -Edward Brinsmead & Sons Ltd. for • 
carrying on a 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 initiated to carry out a fraud; and therefore 
it was just and equitable that it should be wound up.

Ih another case^-^ the main object of the company 

was to conduce a pottery. Some of its other objects 
were ph-ilafithfQpi-P* "rc was held that the company would 
be wound up as being .ne formed for, illegal purpose.

M&wever, the mere fact of there having been a fraud 
in premdtien or fraudulent misrepresentation in the 
prospects, or fraud in the Carrying on of the business, 
are not by themselves sufficient grounds for passing a 
winding up order, as the majority of shareholders may 
Wojy© the frtud1
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(6) When - the company is a mere bubble and it does not 
carry on any business < d-'es not have an; property ■
It may be submitted heii that the ’just and equitable' 
ground of winding up has its own place and importance in 
the company law, particularly in the present socio­
economic 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 substratum, 
deadlock in management, mismanagement,oppression of 
minority etc. The major thrust 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 agains winding up of a company and will 
refuse winding up when ' ilternative 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 concern to protect interest of shareholders, 
creditors, employees and also public interest. The 
remedy &S applied by the Courts both in India and England 
bears the tfaSei of principle laid down by the English 
Couru in the §.f the s'rustration of Contracts on the
grounds that the object of contract can no longer be 
achieved or non-existing or non-occurrence of a particular 
St3c§ of things
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Effect of winding up on Antecedent and other 
Transactions (Sections 531 to 537):

Section 531 lays i w- provisions relying to fradulent 

preference in the case , >f company. The law relating to 

fraudulent preference is contained in Section 56 of the 

Presidency Town Insolvency 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.
i j

Section 531A added by the Companies (Amendment) Act,
‘ i

I960 deals with the voluntary transfer. The substance 

of the section is that a/.y transfer of property or goods, 

made by a company otherwise than in the ordinary course 

of business will be void, if it had been r.^de within one 

year before the presentation of a windin-- up petition 

or the passing of a risolution for voluntary winding up.

In the of individual Section 55 of the Presidency

Towns Insol'/en@y Act Paction 53 of Provincial

Insolvency Act deals with the voluntary transfers.

Section 532 lays down that transfers for the 

benefit of all creditors is void. The object of this 

seeti@n is to prevent evasion of the winding up procedure 

with its stridb rules of supervision.^14

Section 533 lays down provisions relating to the 

liabilities of fraudulently preferred persons. The 

object 6f the sectic ; ir to give protection to the
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creditor of a company which is being wound up, where the 
creditor has been paid b; ■ tY ~ company with 1' „ fraudulent

imotive on the part of the! company to relieve from liability
■ior reduce the liability of a person who has stood surety 

or guarantee to the creditor on behalf of the company.
In Buckleyrs Companies Act,"^'* the Section 321 of. 

the English Companies Act, corresponding to Section 533 
is explained as follows ;

This section which, is new is apparently designed 
to give relief to any person who has to repay 
to the liquidator of an insolvent company 
sums paid to that person under circumstances 
making the payment a fraudulent preference of 
d third party. mhus, if someone has secured 
th§ §§mpany's ov< draft at the bank, either 
With Without •- covenant giving rise to a 
petSOhdi liability on hie part, the company by 
paying its trade debts in the ordinary reduction 
of the overdraft instead of paying of its trade 
debts in the ordinary course of business may 
fraudulently prefer the person in question.
Jft §hdh circumstances, even if the bank has 
hot b§§h fraudulently preferred, it may have 
to repay thds§ hidney to the liquidator in 
consequence of the fraudulent preference of the 
third party. In such a case the bank would now . 
bd able not only to sue the third party, as 
surety tc the extent mentioned in sub-section (1) 
notwithstanding the absence of any express
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covenant on his part giving rise to a 
personal liability, but could also raise any 
question 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 o prohibit comp ..jies which 
are in insolvent conditioni from creating any floating 
charges on their assets, with a view to secure past 
liabilities. The section does not however, affect 
companies which can prove that after the creation of the 
floating charge, they were in solvent condition. The test 
of 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 applies eventhough 
the cha-Pfe may not be fraudu] ent.^6

HoweVeify in the case of Re. Parkes Garge (Swadlincote) 
Ltd. ’ it fersls €A?s§ryg*a t: -it "whif# the effect of the 

section is to nullify the ' '.oating charge created within 
twelve months before the winding up, if the company had 

paid any ffisnies to the holder of the charge before the 
date of the Winding up the liquidator oannot recover back 

the amount so paid ekcspt in the £5se of fraudulent 
preference.

i i I

i
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Section 535 deals ‘wi.tn the disclaimer of onerous 
property in case of a coi .j. any which is being wound up.

W.The object of the sectioi is to save an insolvent company's
rassets from further losses and enable the liquidator to 

get -rid of onerous property bv disclaiming it.
It was held by the Court^18 that "the disclaimer 

may extend to any kind of property-stocks, shares, 
unprofitable contracts or any other property which is 
unsaleable, because of obligation attached to it. The 
Court will not allow disclaimer where it will prejudice 
the interest of third parties, e.g. lessor entitled to 
sue another party on a guarantee of the rent".

’ 1In © recent case ‘ Lt was held that * disclaimer' ?

will not* however, affect che liability of any surety, 
guarantor Qf thg original lessee where company is sub­
lessee from him Pi any property off any other party liable 
under the disciddfiffact ©1* Other obli' ation in 
respect of the property disclaimed".

S&ction 536 deals with avoidance of transfer etc. 
after coftmenSI-ruent of winding up proceedings. Sub-section 
(1) of the sectidh Seals with the transfer of shares and 
not the debentures. 'It prevents transfer of shares, but 
daes hot prevent transfers of debentures or release the 
company from obli it may be wider in respect oC

2' itransfer of debentures.
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In respect of Sub-section (2) of the section, it 
<221was observed that "The object of the Sub-section (2)

is tc prevent improper disposition or dissipation of
property so as to affect'„he assets otherwise available
for distribution among the creditors of a company in
winding up. But the 0' i rt has a discretion co uphold

fall proper transaction 1 Accordingly, in the event of 
a winding up order bei:.<._, made all transactions since the 
comr encement of the winding up will be subjected to 
scrutiny by the liquidate.!. who will take appropriate 
proceedings to have them declared void 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 a creditor by assigning an assets 
to him is void, where it is not a bonafide transaction 
carrltd out or arising in the ordinary course of business 
Any papejit made can be ordered to be refunded and there 
is no^ tiffi§ limit for , aking such order2

Section 537 down ^.revisions for ctvoidanee of
certain attachments, executions, etc. in winding up by 
Oh subject to supervision of Court. This apply only to 
winding Up by or subject to the supervision of: the Court.
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