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CHAFTER III
PROSPECTUS AND DOCTRINE OF DISCLOSURES

PROSPECTUS

1-2, PROSPECTUS IN GENERAL

Joint ;tock companies are the main wofk centres
of 8 modern economy. The modern joint stock companies
have emerged out of the vast financial reguirement of
1argercalé production. In this type of business, large
nunber of individuals poo@ their resources with a view to
draw maximum benefit under the protection of limited

liability. Thus joint stock compan;Fs,is a convenient

device by which economic activities can be organised. In

order to finance these activities a company is required
to have capital. This cepital can be raised by the
company, either.from private resources or from the public.
If the company opt for the later method, it is required
to approach the gener%l public. The prospectus is the

device of attracting public funds.

The basic objectives of issuing a prospectus is to
arose public interest in the company and to induce the

geheral public to subscribe for its shares or debentures.

It is a 'market show' so as tco attract investors for putting

money into the securities of the company. It is the only
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window through which a prospective investor can lock
into the soundness of & company's venture.1 This may
tempt the promoters and directors of & company to
present a rosy picture of the company by giving all
possible prospects and good points of the company and

concealing its week points and limitetions.

In order to protect the interests of prospective
investors, the Companies ~ct, 1956 requires every company

iBsuing prospectus to observe @ large number of regulations,

"In this chapter I have tried to analyse the provisions
felating to informations requires to be disclosed in the

prospectus.

{(I) IMPORTANCE OF PROSPECTUS

Prospectus is one oﬁ the devices of attracting
public funds. It maf be described as a document which
indicatgs and holds out the prospects of the company to
the prospective shareholders or debenture.: holde;S and
invites them to subscribe for shares in or debentures of

the company.

This - document is relevent only to a public company.
& private company canfot issue prospectus, One of the
attributes of a private company is that its srticles ‘pro-

hibits &any invitation to the public to subscribe for any
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shares in qr debentures of the company. However, a
periodical reporting has to be done by a private company
by rendering a certificate in its Annual Returns requires
to be filed with the RegiStrar of Companies that no

public ipv}qétion have been made since(i) the last annual

" general meeting or (ii) since inéorpo;ation of the company,
if the A&nnual Return pertains to the first annual general

. . . . 2
meeting held after incorporation.

A public company, on the otherhand, is at liberty to
invite the public to subscribe for its shares or debentures,
Public subscripéion, indeed, open up a parennial source
of finance for public limited companies. This source is
limited only by the br5v1sions of law i.e. Capital Issue
(Control) Act and the Company own reputation. It can be

considered as most poteﬁtial advantage enjoyed by a company

over a private company.,

Public funds at stake in such companies thué.become
the foundation stone of the concept of public interest

which in turn, is the raison de etre for greater regulation

and control of public limited company through legislation
as compared to that of private company. The céncept of
public interest is not static and limited to investment

of public moneys. Recognizing that substantial consumers

1
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and labour interest is alsc involved in companies

having large turn-over, the Companies (Amendment) Act,

1974 extends the concept of public interest to such
companies and treats them as public companies under section

43 A (IA) of the Act.

A public company will also have intially to give a
considerable amount of financial informetions im its
pgospectus or statement in lieu of prospectus. This inﬁor-
mation isw valuable to anyone contemplating investment in

L ; R .
a public issue, or on the 1n§1al formation of the company

or its conversion into & public company.

Sometimes, but rarely & public company is formed to
start a new business. Most large commercial concerns,
however, have grown from small family business which are
originally incorporated as private companies, if incorpo-
rated at all. At some stage in the company's development
the family decided to sell out in whole or in part, perhaps
because they éould no longer provide from their own rescurces
the capital ‘required for -further expansion. st this stage
the concern was converted into a public company and its

7

securities offered to the public.

In case the promoters are confident of obtaining the
reguired capital from their private resources, a public

company need not issue prospectus, but in such a case it
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will have to file a statement in lieu 6f prospectus,

with the Registrar of companies. « private company is
prohibitéd from making any invitation to the pub}ic to
subscfibe for shares in or debentures of the company.
Further.in’phe,following cases also, though the shares are
iséueé, a prospectus containing all the details as recuired

H

by the Act is not necessary :

(1) Vhere the shares or debentures are offered to the
\existing members or debenture~holders of the comPany.,
whether or not they have & right to renounce in favour of

other persons,

(2) when the shares or debentures are not offered to

the public,

(3) When the offer is made in connection with a
bonafide invitation to a person to enter &nto an under-
wr;ting agreement with respect to the shares or debentures;
“and |

{4) Vhen tbe shares or debentures offered are in all
respect uniform with shares or debentures previously

issued ané quoted in a recognised stock exchange.

(II) DEFINITION AND MEANING OF FROSPECTUS

» The definition of prospectus. contained in Sec,2(36)

of the Companies Act, 1956 as amended by the Companies
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(Amendment) Act, 1962 and 1974 is follows :

Prospectus means any document described
and issued as a prospectus and includes
any notice, circulér, advertisement or
other document inviting deposits from
the public or iﬁviting offers from the
phbiic for the subscription or purchase
of any shares in or debentures of a body
corporate”.

hccording to English Companies Act, 19487,
prospectus means any prospectus, notice, cir-
cular, advertisement or other invitation,
offering to the public for subscription

' or purchase of any shares or debentures
of a company.

From the Public 3

A part of the definition given under Section 2 (36)
has been construed in Section 67. Invitation to public
include as provided in Sub-Section (1) 'to any section
0of the public¢ whether selected as members or debenture-
holders of the company concerned or &s clients of the
person issuing the prospectus'. It is conceived that
the first part relates to invitation by the company.and
latter party by stock~brokers, issuing houses, etc. £o
their clients, This provision is again: subject to

Sub-Section (3), the net result of which is thet even if

i
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the invitation is made to & section of the public} it
will not be treated so, if it is held in all the circum-
stances of the case, Aot calculated to result directly
or indirectly in shares'becoming available to pefsons

‘other than those receiving the offer.

The nature of the offer or invitation, it is conceived,
has to be judged on the criterion whether it is purely and
wholly a‘private communication not capable of being acted
upon by anyone else than the addressee of it has sone
measure of openess so that it can forwm the basis of an offer
by anyone’else, who, though not addreséed, satisfies the
§tipulations. A prospectus issued to the public or &
section of the public &nd cone not so issued appears to
bear sometliing like the same distinction as between a
genéral offerband a specific offer under the Contracts n~ct.

1

In the light of the.foregoing discussion it appears
that applications received in respeonce te personal nego-
tiations or privete correspondénce fall outside the ambit
ot prospectus. But an issue to existing members with
right to renounce the right in favours of others may be
regarded &s offer to public as it results indireétly in the
shares beconing available to those not receiving the offer

or invitation. (Keverthless such a. case has been
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specifically exempted in sc far as applicetion of
section 56 is concerned, irrespective of the offer

being renounceable or non-renounceable;.

An invitation to selected persons will also appear
to fall within the term ‘'public' if the document so issued
may form tgé basis of an offer from those who were not
addressed., However, the offering of shares to the kith

and kin of a director is not an invitation tec the public

tco buy shares.4

In England before the Act of 1948 it was held theat a

company had not invited the public to subscribe where
the directors without authority from the company, had issued
to their friends a prospectus marked "private and confi=-
dential not fcr publication', with a view to obtaining
subscriptions.5 However in the case of Lyhde V Nash®
it was held that an. offer to a single member of the public
might be &n offer tc the public. Viscount Sumner cbserved,

f The public! in the definition is, of

course, a general word. No particular

numbers are prescribed. snything from

two to infinity may serve, perhaps even

one, 'if he is intended to be the first

of subscribers; but makes further proceedings

»

needless by himself subscribing the whole. The

point is that the offer is such as tc be open
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to any one who brings his money and
applies in due%form whether the
prospectus was addressed to him on
behalf of the company or not,

Introduction of section 55 of the English Companies
Act, 1948 torresponding to Section 67 of Companies Act,
1956 Buckley8 observes "renders obsclete, the auvthorities
under the earlier sact as to the meaning of the word public”.
On the other hand according to Palmer9 Section 55 provides
an aid for construction of the phrase, ‘offer shares or
debenture to the public' but that aid is flexible and
enables the Courts to deal with each case according to
its surrounding circumstances. The view expressed by
Palmer appears more reasonable. It is still left to the
Courts to judge the issue in all the circumstances of the
case. In India Sub-section (1) of Section 67 is'designed
‘to extend the meaning of 'public' beyond the populer meaning
of that word as pointed by Palmer. If Sub-Section (1) is
viewed in isolation even' pre-emptive offer of a new
issue of shares or debentures to the existing share-holders
will améunt to an issue to the public. However, it nay
be stated that not @ll doubt are settled by the section
as the word “or in any other manner" in Sub-Section (1)
renders its meaning iddefinite. If shares or éebentures

are offered to a class of persons, such as the employees
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of the company. Buckley's view that it would presumbly
‘constitute an offer to a section of the public selected

in any other manner. Buckley has raised further doubts.
‘For example, if the offer is made to some employeeé
selected by the directors, but not &ll of the employees,
would this constitute an offer to & section of the public?
If the offer is made only to‘a selected few or to a single
client, would this be Bn offer to @ section of the public?
And if the offer is made by ‘the brokers, to some, but not
all, their clients would this be an offer to a section

of the public? Buckley adds ; “The difficulty is to know
where to draw the line between one or two persoﬁs selected
in some arbitlary manner and & section of the public...
selected in any other manner." Buckley views the question
to the one of fact and aegree to be decided in the parti-

' »
cular circumstances of the each case.

Buckley's defficulties, it may be submitted can be
traced to his looking at Sub-Section (1) in isolation.
After casting a wide net in 'Sub=Section (1), the legislature
proceeds to lay down two guidelines in Sub-Section (3)
to judge whether an offer or invitation shall be treeted
as made to 4. the public or not. The guestion has not,
beén left entirel§ to act and{degree, certain guidélines

have been laid down to determine the question vide Sub-

5
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sections (1) and (2). If the offer can properly be

regarded in all the circumstances of the case

(i) as hot being calculated to result, directly
or indirectly, in the shsares or debentures
" becoming available for subscripticn or purchase
by persons other than those receiving the offer

or invitation: or

(ii1)., other#¥wise as being a domestic concern of the

persons making and receiving the offer or invitation,

The clause seem to indicate that if the offer is specific,
so that it can bé accepted only by the persons to whom it is
made, it is not to be regarded as an issue to the public.
Palmerlo support the point when he says that the issue is
not to the public if it is addressed to specified person.
ralmer has;)therefore, no difficulty like, Buckley, in
saying that the issue would not be public where :

(1) anm issuing house places the Whéle or part of a

new issue prévately with a few institutional
investors; or

(ii) where a business is covered into & company and

shares are offered by the vendors to a small

circle of friends, relations and select customers.
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In Government Stock and Other Secufities investment
Company Ltd. V, Christopherl1 where the offer was made
ﬁo all the shareholders of two companies who alone whgre
entitled to accept such offer, as noted by Palmer, Wynn-
Pery J. gcgepted the propmsign put forth by consel “that
the test is not who receives the circular but who can

accept the offer put forward“.

The‘eﬁpression 'calculated to resﬁlt' seems to suggest
that an offer or invité&ion will be regarded as Raving been
made to public if the scheme was so devised as to result
in the securities becoming available to persons other than
those to whom the offer or invitation was nmade. But if the
scheme was not calculated to Be so but it actually did result
in the securities becoming so available, the issue may not
be regarded public, This view is suppérted by Buckleyl2
"it is not necessary to siiow that the offer could not result
in the way mentioned but only that it is not calculated
to so result”, The Court has to take into account all the
circunstances’ of the case". This view feconciles with
Palmer's propésition with which Gower12a also concurs :

where the offgr or invitation is made to the existing

holﬁaers of shares or debentures :

(a) 1if non renounceable offer is made, it cannot be
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regarded as calculated to result directly or indirectly
in shares becoming available to personsnotﬁer th#n those
té whom it was made and hence it is not én offer to public;
but

“(b) ,1f the cffer is penounceable, the circle of

original allottees can easily be broken by renouncing the

complete strangers may become allottees, hence the offer

will, normally, be regarded as public.

Pennigton13 also agrees that if the letter of rights
is non-renounceable, that is, if the receipient cannot
sell or transfer his right tc the securities to anyone
else, it 1s not a prospectus. Pen%ington has delved decper
and tried to iay down a cfiterion: whether it would amount
to a prospectus or not deépends on what the receipient
transfers by renouncing : if he transfers his right to apply
for or accept an offer of 'securities, the invitation
addfessed to the receipient in someone other than himself
subscribing for the securities, that is applying for them
or accepting an offer of them, and is conseguently a
prospectus. For example, where'a letter or rights infér&s
the receipient that he.is entitled to so many new shares

or debentures, but that he may renounce them in favour

of any other person by completing the attached form of
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renuciation, and that thé shares will be alloted to

the person who completes and returns to the company fthe
ad attached €orm of aCCeptanCe;the letter of riéhts is
merely an offer which may be'accepfeé by the receipient
or anyone to whom the transfres it by renouncing, and is

consequently a prospectus”,

The other exception carved out of the wide net of
 Sub-Section (1) of ‘Section 67 is that an offer or invitation
shall not be tredted as made to the public i%ﬁn all the
circumstances of a case it can be regarded as b#ing a domestic
concern of the pwrsons making apd receiving the offer or

invitation. The expression 'domestic concern' needs

elucidation. Pennigton14 makes two points in this regard :

Firstly, he suggests ﬁhat an offer or invitation
which may be accepted by persons other than those to whom
it is addressed may neverthless be regarded as a case of
domestic concern. This view is copposed by Buckleyls who

thinks that the term domestic concern must be given a restri-

cted interpretation, having a similar effect to clause (a).

He seems to suggest an ejusdem generis construction of
both the exceptions contained in Sub-Section (3) of section

67.

Secondly, Pennington observes that 'the expression

‘domestic concern' cannot be precisely denied, yet in the
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same Seﬁtence‘ﬁe adds : "but clearly what is contemplated
is private negotiations". Thus a private placing, where
the company's directors or brokers approach one or a few
likely‘invgstors with a reguest that they, or someone else
whom they §qggést, should subscribe for the comﬁany‘s
securities, will not involve the issue of & prospectus".
But a prospectus addressed tc the public is shown to one
person only because it is expected that he will be willing
*to subscrihe all the capital requiredtgimse;f, it is never-

thless a prospectus.

Buckley has suggested that an offer to e%istiﬁg merbers
with freedom to dispose of thé shares to others may be
regardéd as 'domestic concern'. And thét the reference
iﬁ Sub~Bection (1) to ' a section of the public selected
as members of the company'® is intended to apply to an offer

of sale made by anyone other than the‘company.

It may be observed that where the intention is to exempt
cases of offer to existing member, e.g. in Sub-Section (5)
of Sect;on 56, it has explicitly been so mentioned in
clear terms. ‘If the intention, therefore, were to extend

, »
the exemption ¢to section 67, the same expression as used
in sub-section (5) of section 56 would have been used and

there was no need to coin an altogather, different terms,

viz. domestic concern. aAgain,  if domestic concern meant



issue to existing members, there was no need to judge
the issue in all the circumstances of the case &s laid

down in section 67.

Similarly, the quation between ‘domestic concern'
and 'private negotdéation’ suggesﬁed by Pennington may not
be acceptable for the simple reason that the provisions
releting to prospectus are not at all appliceble where the
prospectus is not issued and deals are struck by private
negotiations., The definition of prospectus itself is based
on the existenée of a document which is issued as opposed
to private negotiations. Tf the eguation suggested were
xcrrect'there was no need of clause (b) of sub-section (3)

i

of section 67 of the Act at all.

'

»
It may be submitted that 'domestic concern' is not &

word of art and should therefore, be given its popular
neaning. It appears tc be akin to family concern. If
family concern is limited to & family, a doﬁesti& concern
mnay be confined tc similar but larger circle with some
common bond, say, of family members, friends and relatives.
whether in a given case, the issue is one of domestic
concern of the person making and receiving the offer or
invitation has again to be judged in all the circumstances
of the case énd hence it may not be reasonable to lay down

any firm criteria®for such judgement.



361

In Sleigh V. Glasgow and Transval Options}6 offer

: , and
by promoter tc a few of his friends, relaticns,custcomers

{
has been held not to be an offer te the public. On the
other hand, in Re South of England Natural Gas and
rFetroleunm Co.17 distribution of 3,000 copies of prospectus

to all the existing members of certain gas companies has

been held to be an offer to the public.

In another case18 a new company offered to buy all the
shares in two existing companies and te issue its own shares
in return. & circular was sent to the members of the existing
companies accompanied by a ®“form of acceptance and trensfer.
It was held thet ‘the circular was not an offer to thes
public as it neither involvedé an offer for the purchise or
shareslnor invited subscriptions for shares since subscription
meant taking shares for case., Furthermore elthough the

circular offered shares it did not offer them to the public.’

"But Section 67 is no£ essentially dependent‘on members,
4s it is on all the circumstances of a case. It is not
so in the United States where the Féderal Securities #fct,
1933 (Section 4 (1) exempts from the rules governing pros-
pectuses all transactions not involving & '‘public offering’
of securitiés, a phraselaking to ‘'domestic concern'. It is
the‘practice of the aperican Securities and Exchanqge

Commission, accepted &s proper by the Courts to treat
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invitations to subscribe dddressed to twentyfive or

fewer persons as non-public offerings. If invitation is
made to more than twentyfive persons, is character is

judged by whether the addressees need the protection of

the sﬁatutory rules as to the contents of prospectus in
order to be adequately informed about the company's affairs,
or‘whetheg they are likely to be adequately infcrmed already
because of their connection with the company.

For Subscription or Purchase

The térm 'subscription' has not been defined in thé act.,
However, section 12 of the Act refers to subscribing to
the Memorandum of aAssociation, PFersons who want to form
an:. incorporated company, may by subscribing their nemes
to the M.n., and otherwise complying with the requirements
of the Act form an incorporated company. Subscription
~denotes taking of the shares directly from the company.
Where as 'purchase' denotes taking of sheres not from the
company directly out of its unallotted shares but from

-others for consideration.

Body Corporate

The last significant term used in the definition of
prospectus is 'body corporate' which is of wider import.
The term *ccompany' unless the context otherwise recuires

means a company formed and registersd under the ccmpanies
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Act, 1956 or any previous Companies.act. On the other

hand, 'body corporate' includes a company incorporated

outside India but does not include :

{(a) a corporation sole,

(b) .a.comperative society registered under any law
relating to co-operative societies, and

{(c) any other body corporate, which the Cengral
Government may by notification in the Official

Gazettee, specify in this behalf,

The provisions of prospectus would therefore, apparently
aoply egually to foreion companies as it applied to the

Indian Companies.

(III) KINDS QF PROSFECTUS :

Prospectus may be classified into three categories
from the point of view of their contents prescribed under
the Act.

(1) Prospectus issued generally :

Prospectus issued by or on behalf of a company,
or'by or on behalf of any person Qho is or has been engagéd
or intérested in the formation of a company; in relation
to sheres or debentures offered to the puklic, referred
to by,Gower and Pennigéon as prospectus 1ssued generally

wherein the matters specified in Schedule II shall be stated;
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(2)  Exempted category of prospectus wherein the
information prescribed in Schedule II need not be furni-
shed; and

(3) Prospectus containing offer of sale under Section
64, referred to by Gower as 'sale prospectus' wherein

besides the information prescribed under Schedule II,

additidgnal informations shall also be furnished.

(a) Prospectus ‘issued generally

Sub-Section (1) 6f section 56 prescribes the
matters to be stated and reports to be set-out in the
prospectus issued té the public (é) by or on Eehalf of
a company or (b) by or. on behalf of any person yho is
or has been engaged or interested in the formation of a

company.

A question arise, whether the disclosure prescribed
under sub-section (1) of section 56 are necessary in case
of a prospectus of an intended company or a prospectus

issued before incorporation.

In this connection it may be submitﬁed that the words:
‘intgndeé company' found in the iwmediastely preceding sec£ion
55, are conspicuous by their absence in section 56. It
would, therefore, appears to be inapplicable to companies

which are intended and not yet incorporated. The obvious
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- »
reason for this is that before & company is incorporated

most of the informations prescribed in 'schedule II can
hardly be furnished.

In this connection Buckleyzo observes that "the language
of Sub-Section (1) éeems gt first sight to limit the section
to prospectuses ismued after incorporation but the concluding
words of Sub—éection‘(S) seems to extend i£ to prospectusses
issued before incorporation', The learned author obviously

i

relies on the following words in sub-section (5)

'£his section shall apply to a prospectus or a form
of application_ whether issued on or with reference to the

N

formation of a company or subsequently'.

It is respectfully submitted that the provision cited
above, contains nothing to suggest that section 56 is
applicable to prospectuses issued before a company is
formed. ' On formation' cannot'mesn 'before formation',
just as ‘on time' cannot mean 'before time'., Similarly
the expression with reference to formation conceivebly
referes to formation as an aCCompanished fact and cannot

mean with reference to proposed formation.

The forgoing discussion is not, however, to suggest
that a prospectus cannot conceivably be issued in relation
to an intended company. Section 60 reguires, inter-alia,

a8 prospectus issued in relation to an intended company to be
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delivered to the Registrar of companies for registratin,

The cummulativé effect of the provisions of section 56

and 60 appéars to be that though a prospectus issued in
relation to an intended company need not contain all thé
inforination pre;cribed in Schedule II, & copy thereof

shall be deiivered to the Registrar before its publication.

. In this connection & question arise, vhat information actually

need be furnished in a prospectus issued in relation to

an intended company?

The answer is partly, found in claamse (a) and (b) of
Sub-Section (1) of Section 60 wnich specify the copies of
contracts and consent of experts etc. to be endorsed on
or attached to every prospectus delivered to the Registrar,
and partly in the Golden Rule'21 as to drafting of pros-
pectus., The rule is important as even the civil and criminal
\liabiliﬁies under section 62 and 63 arise out of untrue
statements defined in section 65 as in omission of any
matter calculated to mislead or the inclusion of any
statement in the prospeétus which is misleading in the form

and context in which it is included.

Yet another question arise, Dées it sufiice to furnish
the information prescribed in Sub-Sectiocn (1) of section
56 in cases where it is applicable?

The possible answer is indicated by Sub-Section (6)

-
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which declares that nothing in the section shall limit
or diminish any aiability which any person may incure

, pFthe
under the general law or under any other provisionsLAct.

The other two provisions of section 56 requires ts be
noted are 1 .

Firstly, Sub-Section (3) which provides that 'no one
shall issue any form'of application for shares in or
debentures of a company unless the form is accompanies by
a prospectus which complies'with the requirements of section
56, Buckley put it, thus 'where a prospectus is issued
offering shares or debentures to the public, no gorm‘of
applicaticn iésued for such shares or debentures shall be
unaccompanied by the prospectus. There are two exceptions
to the rule viz.

(a) for entering intoc an underwriting agréement and

(b) for an issue not to public. :

Indeed the words used in Sub-Section (3) ;no one shall
issue' any form of application unless accompanies by a
prospectus complying with Section 56, are so wide as to
transcend the limits of Sub-section (1). aAs a result

no invitation constitutin% a prospectus shall be issued

to public : -

(a) By or on behalf of a compény, or
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(b).'By or on behalf of any person who is or has been
engaged or interested in the formation of a
company, or

(¢} By aﬁy other person issuing any form of applicat-

“ion for shares or debentures without complying

with the regquirements of the section.

A comparison of sectiéns 417 and 56 is revealing. The
forms is limited to cases of subscription., There is no
such expression limiting the scope of section 56. It

is, therefore, conceived that the provisions of Section
56 apply to all prospectus whether for subscription or
purchase and whether falling within the ambit of Section
64 or not., ~dditional information specified in Section
64 has to bé furnished in case of sale-prospectus falling
under that section and injo other case. This view is
supported by Buckley and appears to be just in practicge

Bnd reasonable in construction.

Secondly, Sub-section (2} which provicdes that any
condition binding on the applicant for shéras or debuntures
in a company té waive compliance with any requiremeﬁts
of the #4ct as to disclosure in the prospectus or purporting
to affect him with notice of any contrect, docuﬁent, matter

not specirically referred to in the prospectus shall be
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void. This section suggest that @ person may be deprived
of his contractual freedon or liberty by & provision of

the statute, with & view of protecting his interest.

(b) Exempted Category of Prospectus :
) »

Notwithstanding that an issue to existing members
or debentureholders may, under section 67 amounts to &
public issue, sub-section (5) of section 56 Lays down that

the requirements of the section including Schedule I1I

shall not apply :

(a) To the issue to existing members or debenture-
holders of a company of a prospectus or form of application
releting to shares in or debentures of the company whether
they will or will not have the right to renounce in favcur

of other rersons, or.

(b) To‘the issue of & prospectus or form of &pplication
relating to shares or debentures which are, or ére to be
in all respect ﬁniform with shares or debentures previously
issued and for the time being dealt in ér quoted on a

reco-nised stock exchange.

It is therefore, clesr that the distinction made by
the authoritie; between renounceable and non-rencunceable

offer of shares to exicting members or debentureholcers
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is irrelevant in regard to the information to be furnished
in a prospectus for their bene¢fit, Such a prospectus
eventhough it may be regarded as a case of public issue
need not contain the information prescribed by Section 56
in Schedule II, If the right offer is non-renounceéable

indeed if falls outside the definition of prospectus.

{c) Unlike Companies Act, 1956, Section 39 of the

English Companies &ct, 1948, contzins & third exemption.

It provides where (a) it is proposed to‘offer any
shares or debentures of a company to the public by &
prospectus issued generél]y (that is to say issued to
persons who are not existing members of debentureholders)
of the company), and (b) application is made to a prescribed
stock exchange, for permission for those shares or
debentures to be dealt in or gquoted on that stock exchange,
there may, on the request of the applicanf by or on
ﬁehalf of that stock exchange a certificate that, having
regard to the proposals(as stated in the reguest) as to
the size and other circumstances 6f the issue of shares or
debentures and as to any limitations on' the number and
class of persons té whom the offer is to be made,
compliance with the reguirements of the Fourth Schedule

to this Act would be unduly burdensome". *
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It further provides that "if a certificete of ex=mption
is given, and if the proposais aforesaid are  adhered to
and the particulars and information required to be
published. in connection with the application for permission

made to the stock exchange are so published, then

(a) a prospectus giving the particulers and information.
aforesaid in the form in which they are so required to be
published shall be dermed to comply with the requirements

of the Fourth Schedule to this Act, and

(b) the last forgoing section shall not apply to any
issue, after the permission applied for is granted, of a
prospectus or form, if application relating to the shares

or debentures".

In short, Section 39 of the English Act provides that
if an aprlication is to be made for a quotation, tﬁe
stock—e#change may certify that,‘having regard to the
- size and other circumstancgs of the issue and to the
person to whom it is to be made, compliance with the
Schedule would be unduly burdensome. If this certificate
is ¢granted and an advertisement complying with the
regulations of the stock exchange is duly published, the

advertisement will be deemed to be a prospectus complying

with the schedule.
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The Jenkin Coﬂmdttee22 recommnended that Scction 39
should be extended so as to enable partial, as well as
complete exemption from compliance with Schedule IV to
be given and so as to empower the Board of Trade to grant
exemption, when no quotation was being sought, but that it
should be provided that any form of application must be
accompanies by a prospectus complying with the conditions

of the exemption.

The rational for these exemptions is not for to seek.
The)préscribed information in the scheéule need not be
furnished. When a prospectus is issued to existing members
or debentureholders as they should be sufficiently informed
about their company's affairs by the periodic accounts and
reports sent to them to réquire no further protection-

The underwriters are assumed to be astute enough to

protect themselves. *

In regard to shares and debentures of a class already
issued and quoted on a stock exchangé,~the prospectus
issued at the time of the first issue of that class of
securities will-be‘available for inspection in the
Registrar's office. Besides, the guotations on the
stock exchange also helb the investors to form an opinion

ahout the value of the securities.
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(c) Sale Prospectus :

Where & company allgts or agrees to allot any

' shares in or debent&res of the company with a view to all
or any of thosg shares or debentures being offered for
sale to <he .public any documént by which the offer for
sale to the public is made shall, for all purposes be
deemed to be prospectus issued by the com‘t_aany.zx3 To such
a‘prospectus éhall apply "“all enactments and rules of law".
The prdvision is a bit unusual in as much as it'explicitly
makes applicable bésidés enacted‘law, also rules of law,
that is all the judge‘made law and other rules which fall
within the ambit of law. This indicate the determined
approach of the legislature to bring-such indirect issues

within the ambit of law relating to prospectus.

The expression with & view to all or any of those
shares or debentures being offered for séle te the
public used in sub-sction (1) has not been totally left
to be asceftained,by Courts, Sub-section (2) lists two
fact@rs which shall, unless the contrary if proved,
evidenced that an allotment or agreement to allot was

mzde by @ company with such view :

(a) 4if within six months after the allotment or

agreement to allot made by a company, an offer

\
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of the shares or debentures or any of ther is
made for sale to the public, or

(b) it it is shown that the whole consideration to

be received by the company had not been received
by it at the date when the offer was made to the
éuﬁlic.

The persons who takes shares or debentures from a company
and thereafter make tle offer to public as envisaged in
Section 64 are deemed by Sub-Section (4) to be difectors
named in the vprospectus and thus they have as required under
section 60 (1) fo deliver to the Registrar for registration
& copy thereof signed by every such person. Vhere such &
person is a company or a firm, the’prospectus may be signed

as in Sub-Section (5) of Yecticn 64,

Under Sub-~Section (1) of\section 64, a document by
which any offer for sale of shares or debentures as
envisaged in section 64 is made, is firstly deemed to be
a prospectus and secondly it is treated at par with the
prospectus issued by @ company in so far as the reguirements
of law a&s to contents of prospectus and as to liability in
‘respect of the §tatements.in and omissions from the prospe-

ctus or otherwise relating to prospectus are concerned.

Thus &ll the informations pegescribed under section

56 & 60 or elsewhere has tc¢ be furnished in such a prosrectus.
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Besides certain additional information is also required
to be furnished in such a prospectus as prescribed in

sub-Section (3) of section 64 viz.

(1) the net amount of the consideraticn received or
to be received by the company inrespect of the shares or

debentures to which the offer relsates; and

(ii) the place and time at which the contract under
which the said shares or debentures have been or are to be

alloted may be inspected.

Disclosure of this additional informetion is obviously,
designed to make it knqwn to the prospective investors the
profits, if any that the offerer is to make in the deal.
This mav help to indicate whether the price demanded is

reasonahle or not.

Thus, it becomes clear that by utilising the device
of placing of shé&res through an intermediary or intermedi-
aries a company cannot evade or circumvent the requirements
of law as to disclosure in prospectus, if the placing was
made with a view to the shares or debentures being offered
for sale to the public. In fact the law mckes it imore
difficult for the company or the intermediaries to pass on

the sharess to the public without proper disclosures; etc.
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(IVy MAIN REQUIREMENTS OF SCHEDULE II

the . .
Follbwinngattern of the English Companies %ct,

1948 schedule II (corresponding to Schedule IV of the
Enqglish Act) is devided into three parté 3
Part .I lays down the matters to be specified in the

prospectus

Part II states the Reports to be set out in prospectus;
and

Part II deals with Interpretation, explanations and
exemptions relating to Provisions applying to Part I

‘and II of Schedule II.

Contents

(a) Objects of the company and particulars of

Signatories to memorandum of Association :

Sub-Clause (1) of Clause 1 of Part I of the Schedule
requirés that the main objects of the company with the name,
addresses, description apd occupafions of the signatcories
to the~Memorandum of Associatioﬁ, and the number of shares
subscribgd for by them shall be specified in the prospectus,
The term ‘'description' here would appeér to c@nnot father
or husband name. Where any prospectus is published as a
newspaper‘advertisement, section 66 exempts inclusion qf
particulers of signatores to the memcrandum of association

"in the advertisement.
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The particulars of theé signatories to the M,A, and the
shares subscribed by them need not be given in the case of
a prospectus issued more than two years after the date on

which the company is entitled to commence business,

The Qigciosure as to the signastories of the M.A. may
help the prospective investor to form an opinion about the ’
persons who have brought the company into being &nd whether
they can be relied upon. There is, therefore, no reason why
this inform&tion should not be necessary t@o yearE after
the company is entitled to commence business.‘ Here it maf
be noted that a private company becomes entitled to
. commence business immediately after its incorporation,24 and
if it is éonverted into, e public company after two years,
it would not be recuired to furnish the infoermation. On the
other hand many public companies are not able to actualiy
commence business in any noticeable manner even after lapse
of three to four years from the date when Ehey become
entitleé to commence business. Thus in most of the cases,

.the required information will not have to be furnished.

"It is therefore, suggested that the reguirement may be
modified so that the date of actual commencement of sub~
stantial business rather than the date of entitlement to

commence business is made relevent., after a company has
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launched itself into business it would have made its
character and antecedents known by its dealings and there
would bé no need to furnish particulars of its promoters
and hence the exemption would be.justified but not untill

then.

Sub-Clause (2) requires to specify in the prospectus :

“Ihe pumber and classes of shares, if any, and the nature
and extent of the interest of the holders‘in the property
.and profits of the company". This provision does not make
an easily intelligible reading. But the meaning becomes
clear b§ a look at paragraph 1 of Part I of the Fourth
Schedule appended to Eﬁglish Companies #ct, 1948 from which
it seems to have been adopted. That paragraphs requires to
be specified : "The number of founders or management or
deffered shares, if any, and the nature and extent of the
interest of the holders in the property and profits of
company". The object is to specify the number of, and
rights in profits of founders shares or management shares
or deferred shares which were usually allotted to promoters
with special rights to participate in profits left over after
distribution of dividend to ordinary shareholders. The other
requirements in this regard appears to be toc specify the
in;erest of the holders of such shares namely the promoters

in the property of the company. For instance if a promoters
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has leased his factory or building to the company, it wculd
lappear that his interest will have tc be disclosed in the

prospectus,

Again, clause 13 and 15 require, inter-alia disclosqre
of any bgnefit or commission on shares paid within the two
preceding years or interest to be paid to any promoter, or
officer alongwith other relevent details. Clause 18 also
requires fuli'barticulars of the nature and interest of
eyerylpromoter in the formation of the company or in any
préperty acquired by the company within two &ears preceding

‘

the date of the prospectus or proposed to be acquired.

" The Pieces of Information required to be furnished

under various Clauses are

Share Capital - Redeamable Preference shares

Sub-Clause (3) of clause 1 requires the particulars
to be furnished in respect of ‘'redeamable preference shares'
inteﬂded to be issued'. This provisién is new and no
’similar provision is found in the fourth schedule of the
English act. This is an important information and is

rightly required to be provided under the Indian Law,

A doubt may be raised as to whether the expression
'intended to be issued® means intendec to be issued by the
prospectus under consideration or intended to be issued in

N »
future. It would appear that it deals with the intended to
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be issued by the prospectus un@er consideration and if
redeamable preference shares are being presently isaued

by the prospectus under consideraticn. The terms of issue
inclﬁding the date of redempticon or the period of notice
required for redemption ana the proposed method of redem~
ption are geéessarily to be given. Un the otherhand if the
shareé are not being présently issued and no decision has
been taken sc far to issue such shares, it would appear to be
unreasonable to expect the inrtormation. to be furnished on

the basis of the intention in the minds of the promoters or

directors.

Disclosure in respect of directors i

Ihe particulars of directors end proposed directors
and manager and proposed manager alongwith the names of
other companies in which they hold either of these office
are also to be furnished in terms of clause (3) besides
provisions in Articles or any contract entered into as to
their appointment and remuneration,’ The number of shures,
if any, fixed by the articles as the qualification of a

director has also to be disclosed as per clause (2).

4ny benefit given or proposed. to be given to any

officer of the company, which includes a director, are dgain

3

recuired to be furnished in terms of clauses 13 and 15.
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Besides, particulars of contracts entered into with
the managing director or manager (alongwith time and
place &t which any such contract or copy thereof may be

B

inspected) 1is again reguired to be stated under clause 16.

Clause. 18 again requires full particulars to be furnished
inrespect of the nature and extent of interest of every
director or promotef in the promotion of the company and
in any properfy acquired by the company within two vyears

of the date of the prospectus or proposed to be acquired.

Disclosure in respect of minimum subscription

The term minimum subscription 1s of great importance
from the practical point .- as it denotes the minimum
amount estimated b& directors which must be raised by the
issue of shares caﬁital offered to -the public for subscri-
ption, in orde: to provide for the various requirements,
e.g. purchase of propérty, Preliminary expences and working
'capit&l etc, %Fhe minimum subsérlption should cover the
amount of any preliminary expences which is intended, the
company shall pay whether such pavment is enforceable under
a contract or not. The object of statiﬁg minimum subscri-~
otion is te inform the p:osbective‘inveséor about the
project without making <¢rrangements for adeguate finance,

the investor's money, be he a shareholders, is likely to
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fall in jeopardy. Clause 5 of Schedule II, therefore,
indicates that due inqguiry must be made, by the directors
in this regard.

25

"It would be inequitous" says Gower "to force an

applicant, who has accepted an invitation to participate

-

in a £ 1 Million issue for the purpose‘of buying Wentley
Stadium, to sink his capital in a company which has only

raised enough money to buy a suburban villa'.

The 4ct does not indicate the quantum of minimum

subscription and leaves it to the judgement of directors.

.

"An unreasonable error in judgement by them constitutés a

)

material mis-statement in the progpectus’ ang may have

.. . . 26
civil and criminal consequences',

Section 69, therefors, prohibits allotivent of shares
and oxdains repaymen; of epplication money, unless within
120 days of the issue of prospectus, enough shares are
subscribed to raise the capital contemplaeted 1n the
director's scheme of finances specified under ninimumn
subscription. 4An allotmnent nade in contraventicn of
séction 69, including the reculirenents &s to winimrum
subscription, is voidable at the option cf the avplicant
within two month< of the holcing of statutory meeting or

where it is made after thet neetino within two months of

T allotment.



The requirenment as to minimum subscription, prohi-
bition as to allotment and repayment cof shares money
aforesaid applies only to the first allotment of shares
o the public for subsériptlon and not tc any subsequent
issue. There is no reason vhy the requirements should
lnot spply %o'éubsequent issues as the compeany may not
necessarily take to its legs afFer the first public issue.
It is Bwpossible that ynscrupulous promoters. make a small

»
public issue of whose minimum subscription, they are assured,
followed by & bigger second issue being exempt from the
provisions oflSection 69, the ccmpany may proceed te allot
shares even though the subscription is insufficient tc take
up the project, The sharebolders‘money may then be found

to be niisplaced.

However, the provisions of 69 and clause 5 of Schedule
II do not apply to issue of debentures. Debentures holders’
being creditors- look to the share capiiz) as their guarnatee
'
fund and they are scught to be protected by ensuring that
the debtor company has adequate capital, through the

provisions as to minimum subscription and the safeguards

against reduction of capital,

Disclosure in respect of Material Contracts

Clause 16 of Schedule I1 is based on o similer provision

in Para 14 of the Fourtnh Schedule tc the English Cowpanies



The reguirement as to nindimuam subscripcion, prohi-
biticen as to allotnent a&na repavient of shares money
aforesaid applies only to the first‘ellotment of shares
to the public for subscrintion and not toc any subsequenc
issue. There iz no reason whyv the reauircmsncts stould

not épply to subsecuent issues as the comoany nay not
necessarily take to its legs arter th> Tirst cublic issle.
It ie moossible that ynscorupulous proinoters nake a small

public issue of whose minimun subscripticoo,. they are assu -d,

|

followed by & bigger .ocond issue beino exemnt from the
»

provisions of Section €9, the cowmpsny may proceed te dallot
shares even though-the subscraiption is insuificient tc take
up the project. -The shareholders monev may then be found

tc be misplaced,

However, the provisions of 69 and clause -5 of Schedule

II do not apply to issue of aébentures. Debentures hold

TS

M

being creditors look to the share capital as thelr gudarnatee
fund and they are scught to be protected by ensuring that
the debtor company has adeguate ceapital, through the
provisions as to minimum subscription and the saleguarcs

ageinst reducticn of capital.,

Disclosure in resvect of lakerial Contracts

i

Clause 16 of Schedule I1 is based on o similirc orovision

in Fara 14 of the Fourth Schedule te the knglish Conoanties
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Act, 1948, It requires the dates of,parties to and

general nature of every contract appointing or fixing
the ;eﬁuneration of a managing director or manager to
be furnished in the prospectus, whenever the contracts

may have been entered into.

. .- .

Alquest;on that arise as to whether this applies even
to cohtfacts which are no longer subsisting. The answer
appears to .lie in the negative for two reasons ;

(i) that continuous tense has been used in the

expression ‘appointing or £ixing, end

(ii) the object of this information is to apprise the
invesﬁors of the commitments the company has have which
are going toc have a beaiing on the company's inveétment-
'worthiﬁess; It, theréfore, appears that “such of the contracts
which were entered into in the pést but are not subsisting

need not be specified.

Similar particulars have tdvbe furnished inregard to
every other material contract entered into within two
years preceding the date of the prospectus. The term
'material contract' has not been defined in‘the Act. The
clause only indicatéé that a contract entered into in-the

iordipary course of business is not a material contract.
Buckley27 points out that the corresponding section 38 of

the Companies Act, 1867 -of the U.K. used the wor¢ds 'any
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contract' instead of 'material contract' which included
'within its literal meaning every contract entered into by

the company, or by its promoters, directors or trcstees,

and non-disclosure was’deemed fraudulent". Some limitation
-was therefore felt necessary to be placed théreop. on thé
otherhand,‘chcfe was @ tendency of the Courts to refuse, so
to limit the section as to include within it only contracts
by which an obligation was imposed upon the- company to ﬁhe
exclusion of ccdtracts entered into by prcmoters, and _
company inter se relating to the formation or afégrs of the
company. - On the other hand some judges held that the section
referred only to tﬁose contracts which put an obligation on
tke coméany, and which"either bound the company or might

be adopted or assumed by the company and bind it when formed.
cn a balance... the prospectus had to disclose... contracts...
which were material for intending applicant to»know. on

the authority of éroom V.\Spea%saffirmed in Shepherd v.
Broome2? Buckley observes that'a material contract is one

which, whether deterent or not, an intending invé%tor ought

to have an opportunity of considering.

. According to Gower “presﬁmblyﬂthe test is whether
. mention of the contract would be likely to affect in any
‘'way (however slight) an intelligent approval of the securities

offered"., He goes to the extént of suggesting "if those
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issuing the prospectus are anxious to omit any reference
to a particular contract this is cogent evidence ‘that it

is material,

-

Section 60 of the‘Act, inter-2lia, requires a copy of
every coqpracﬁ falling under clauée 16 of Schedule II or
in the case of & contract not reduced intom writing:; a
memorandum giving full particulars thereof, to be end&rsed
on or attached to the prospectus delivered to the Registrar

for registration, failing which the Registrar shall not

register it,

vA copy of each of such contracts has to be kept open
for inspection for a reasonable time. The time and place

for inspéctién'has to be specified in the prospectus.

4 contract falling withiﬁ the clause 16 assumes special
importance inview of the provis;ons contained in section 61
of the Act: which reads as "a company shall not, in any
time, very the terms of a contract feferred to in the
‘ prospectus or statement in lieu of prospectus, except
subject to the approval of Oor except on authority given by

the company in general meeting.®

It may be submitted that the scope of Section 61 is
not limited to 'material contracts' or other contracts

falling under clause 16 of Schedule II., The expression
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‘referred to in the prospectus' suggest that even a

contract falling outside the scope of clause 16 of schedule
II, may neverthless be cowered within the ambit of section
61, if it is even otherwise referred to in the prospectus.
The rational of including every material contracts within

the scopé 6f“section and putting fetters on thé power of the
Board to very terms is not very clear, It may be based more
on extra caution than on expediency. fhe requirement appears
to be unreasconable more so &s the terms cannot be veried

at any time, except on authority of the company in general

meeting.

It may be'mentioned that the corresponding provisions
in section 42 of the English Companies &ct, which provides
tha£ ‘a company lim&tedtby shars or a company limiteé by
guarantee and having a shere capital shall not previously
to the statutory meeting very the terms of a contract |
referred to in the prospectus except subject to the &approval
of the statutory meeting”, is restricted to variation in

the terms before the holding of the statutory meeting.

Disclosure in respect of discount :

Section 79 lays down provisions for issue of shares at
discount. In order to bring the fact of discount to the
notice of the public, particularly prospective investors,

sub~section (4) of section 79 provides that every prospectus

~
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relating to the issue of shares shall contein particulars
of the discount allowed on the issue of the shares of of
much of that discount as has bot been written off at the
date of the issue of the prospectus. It further provides
that if default is made in complying with this éub~section,
the company and every officer of the congany who 15 in

default shall be punishable with fine.

Miscellanecous Provisions

Theée are the provisions which are related with the
dating and signing of the prospectus, expert's consent
and other documents to be;attached thereto as also
provisions relating to fifing of prospectus with the

L .

Registrar of Companies.

(1) SIGNING OF PROSPECIUS ;

The prospectus to be filed with the Registrar has to be
signed by every person who is named therein &s a director
or proposed director of the company o# by his agent autho-
Arised in writing. Generclly investors relies oﬁ the repu-—
tation of the persons who are named in the prospectus as
directors. The law, therefore, ensured thet €11 of them nust.

sign the copy of the prospectus filed with tlhie Registrer so that

none of them can, later on plead that the prospectus was
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filed with the Registrar, containiné ﬁacts and statements,
: without his knowledge, particularly when facts turns out

to be false one.

The words ‘or proposed director of the company' give
rise to a doubt whether this expression is applicable to
the prospectus issued in relation to an intended company
only, or in case of an existing company toco. It may be
submitted that the expression ‘company' as defined in
section 3 of the Act means one which is already formed and
registered and thus it cannot mean an infended company.,
But this proposifion éaes not agpear to be cor;eﬁt for the
reason that the definition in aectidn 3 applies ‘unless the
context otherwise requires' and in the ccntext of Sub-
Section (1) of secﬁion 60 both a company and intended
company are expiicitely_covered. Thus the propased
directpra also have to sign ﬁhe prospectus, if so named
in the prospectus, irrespective of the fact_whether it is
an already formed and registered company or an intended
company. The reason de etre for this proposition is that
the investors felies not only on the‘reputation ot present
directors but also of the proposed dlrectors the benefit
. of whose 855001at10n is to become avallable to the company

on their co-option as directors.
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‘ Tﬁéfabéve proposition is also suppofted by secti&n
56 which rééd vide schedule II clause 3 prescribes
specificaliy information to be furnished in regards to
names, addresses, deécriptions[and occupations also of

proposed directors/managing director/manager.

(2) DATING OF.PROSPECTUS

Section 55 1ays\d§wn that & p;ospectﬁs must be dated.
Uﬂless’the contrary is broved,‘the section raiseé a presum-
ption that the publiéatipn of the prospectus coincides with
the date of the pfospectus, but the presumption is rebutable
by proof to the éontrary.‘ The date of the prégpecfus is
impor£aﬁt for a'copy of the prOSpectus'has to‘be‘delivered
to the Registrar of companies under section 60 on or before
the date of its publication. The issue of & prospectus
shall not precede the delivery of a copy therebf"to the

Registrar of companies for registration.

i

In case of a prospectus sent to the’ﬁegistra; for
registration by post, the date of the\prOSpectus would
predeﬁe the date of déiiveryvto Registrar due to ‘the time
légt in transit, result?ﬁg in apparent contravention of
sgc%ion 60. It shoulé’lﬁberefore, be ensured that (1) the

prospectus is not,actgégly published before delivery to

the Registrar\and,
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(2) it should be notified to the Registrar in advance that

the prospectus has not been published untill & certain date

falling beyond the date of delivery oi copy to Registrar.

(3} EXPERT AND HIS CONSENT

Section. 58 provides that if a prospectus includes a
statement purporting to be made by an expert, unless
(a) the expert has given his consent to the issue of
the prospectus and
l(b) a statement that he has givenland has not withdrawn

his consent appears in the prospectus.

Section 59 provides that the expression 'expert' includes

an engineer, a valuer, an accountant and any other person

¢
N

whose profession gives authority to & statement made by him,

As observed by Pennington "except in the case of
letters or right, prospectus always contains at least one
report or statement by an expert... if it contains such &
report or statement, the prospectus may not be issued unless
the expert hasngiven and not withdrawn his consent to the
inclusion of his réport or stgtement in the form in which
it appears and the copy of the prospectus delivered to the
Regisﬁrar must have the written consent attached to it.
The report which a prospectus inevitably contains is the

report by the company‘®s  additor on its financial position.
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Other reports.may be by sufveyors or valuers on the
condition and, market value of the company's property,

or by specialists such as oil or mining engineer".

The above extract support the view that the report
of the company's auditor on its financidl position included
in a prospectus is the report of an expert. However,
section 57 provides that the expert whose statement is
included in a prospectus shall be a perscn whd is not and
has not been engaged or interested in the formaticon or

promotion or management of the company.

Here é~qﬁestion arise, as to whether am‘éﬁartered
Accountant who got the company incorporated, inter alia,
by filing the declaration of compliance under section 33
- of the Act, may be deemed to be unconnected within the
meaning of secéion 57‘so as to be able to give his report

on the company's financial position for inclusion in the

prospectus as per the reguirement of item 24 of Schedule II.

Section 33 '0f the Act pe#mits, inter alia, a Chartered
Accountant, practicing in India who is engaged in the
formation,oﬁ a company to file a declaration with Registrar
of companies that all the requirements of the Act and the
rules thereunder have been complied with in respect of

registration and matter precedent and incidental thereto.



393

While a'Chﬁrtered,Accountant 'who is engaged in the
formation of a coméany‘ is entitled to file the declaration
of compliance under section 33, .3 person who is so engaged
is declared imcompetent to make an egpert's statement |
under .section 57. The gnswer tc the question posed above

has therefore, to be in the negative.

Endorements and Enclosures to Prospectus and

Delivering & copy to Registrar

Seqtion 60 lays down the documents reguired to be
endorsed on or aﬁtacheé to every prospectus issued by or
on behalf of a company or in relation to an intended company.
A copy of such a prospectus duly signed and complete with
enclosures and endorements has to be delivered to thet
Registrar, for registration before it is issued. Howevér,
the list of enclosures, etc. differs with, whether the
praspectus failing under sect;on 60 is issued generally
or not. Distinction is also made between the enclosures
to the copy of the prospectus delivered to Registrar and

coples issued.

The'requirements applicable to all prospectuses

fallihg under section 60 are that the prospectus

’

(1) shall on the face of it,

(a) - state that & copy has been delivered for
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registration as required by section 60; and

(b) specify any documents required by section €0
to be endorsed on or attached to the copy SO
delivered, or refere to statements included

. . .in the prospectus which specify these documents;
and

(2) shell have endorsed therein or attached there to
any consent to the issue of the prospectus required

by section 58 from any person as an expert.

The additional reguirements in regard to & prospectus
falling under section 60 ‘and issued generally, that is
to persons irrespecfive of their being'existing members or
debentureholders is that the prospectus shall have
endorsed thereon or attached thereto a copy of every
contract or in case of oral contract memorandum giving
full particulars thereof required by clause 16 of Schedule

~

IT.

Further it must also be accompanied by the consent in
writing of the person, if any, named therein &s the auditor,
banker or broker of the company or intended company to act

in that capacity.
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(V) DISCLCOSURE QF FALSE F4CT=-CMMISSION OF TRUE
FACTS«~ CONSEQUENCES THEREQOF 3

As mentioned earlier, a prospectus is an invitation
_to the public to subscribe to the shéres or debentures of
a company. It is on the basis of the coritents 65 a
prospectus»tﬁat a prospective investors decide to invest
money in the company. &s such a prosﬁectus must give
full,'accurate and & fgir picture of the state of affairs

and prospects of the company and -@ heavy responsibility

‘therefore, rest on those who issues it.

In this connection Kindersley V.C. observed>C “those
who issue a prospectus holding out to the puﬁlic the great
advantages whichxﬁil} accrue to persons who will take
shares 'in a proposed undertaking and inviting them to take
shares on the faith of the representation therein contained,
are bound to state everything with stfict and scwupulous
accuraéy,‘gnd not only to abstain from stating a fact ‘
which‘islnot so, but to omit no one fact within their
knawledéei the existence of which might in any degree affect
the nature of extent or quality of\thé privileges and
advantages thch the prospectusxholds out as inducement

to take shares".

It was further held that "a prospectus is the only

" window through which-a prospective investor can look into
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the soundness of a company's veﬁture. This may temp the
promoters and directors of a cémpany to present a rosy
picture by.giving all possible prospects and good points
and conceal its weak points and limitations. In order to
" protect th‘prospective investofs against fraud of the
pfomoters, etc., Companies Act has provided large number‘
of régulations\seeking fullest disclosure of all material

r

* and essential particulars in the prospectus”.

In another case3;_it was held that "truth, whole truth
and nothing but truth must be disclosed. Half truth is
no be£ter than a down right falsehood. A prospectus must
make all statements with scrupulous accuracy and not state
a facts which are not strictly correct. 4 statement may
be false not because of what it states but also, because

what it ccnceals, omits or implies®,

‘A contract made with a company to purchase shares is a
Gberrima fidei centract. - The ‘intending purchasers éf
shareé are entitled to true and correct disclosure‘of all
the facts in the prospectus; Neither(any informgtion which
the law requires to be disclosed to the public be ;oncealed
or omitted to be stated from the prospectus nor the
informétion given should,ﬁe false aﬁé misieading. Persons
responsible for the issue of prospectus should not only

abstain from stating as fact that which is not so, but should
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also not omit any fact within their knowledge, the
existence of which is likely to affect any degree the
natufe, extent or quality which the prospectus holds

out as inducment to take shares. ,

In this connection Lord Chemsford observed that "no
mis-statement or concealment of material facts or circume
stances out to be permitted. In my opinion the public,

'who are invited by & prospectus to join in any new venture,
ought to havelthe same opportunity 6f judging of everything
which has a material bearing’'on its true character as the
prémoters themselves possess. The utmost condnﬁr and honesty

ought to charactrise their published stapement,32

In another case it was held that "ommission must be
’such which makes that'which is stated absolutely false,
Hdweve;,'the law was further refined in relation. to positive
mis-statement. Where a half truth was represented as a
whole truth, it was declared a false statement.33 Lord
Halsbury observed that "if by a number of statement you
intentionally give a false impression, &nd induce a person
to act upon it, it is‘not the less false, although, if

one takes each statement by itself there may be difficulty

in showing that any specific statement is untrue".

If the prospectus ccntains a misldading or false
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statement or omits to disclose a material fact which
amounts to misrepresentation, the shareholders acquires

right against : .

(a) the directors and person responsible for the
issue of.the prospectus; and

(b) the company.

~ -

The liability of the directors, promoters and others who
authorise the issue of the ﬁrospectus‘contaiding false or
misleading stétements is éivil as wéll criminal, They also
' becomes lisble under the general law of contracts., Section
62 deals with civil liability where as section 63 deals with

¢

the criminal liability.

It may be mentioned that civil liability under section
- 62 is not an absolute liability as it also provides for
certain defences to the directors, promoters etc. However,
it ma§\be stated that criminal liability i.e. criminal
punishment prescribed under section 63 is certainly &
potent protection to’the public but is a poor consolation

to the individualrinvestqr who has been cheated.

Liability of the Company

The shareholdrs who has purchased share on tHe basis
of the misleading or false prospectus has two rights against

the company, under the general law of contracts;
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(a) Right of ré%éssion of the contract, and

(b) Right of action for damages.

In India Sections 17 and 19 of Indian Contracts Act
lays down provisions rélaiing,to the right of the party to
. causecl :
the contract whose consent has beeniPy misrepresentation

. or fraud etc.

1~-B. PROVISIONS RELATING TO PUBLIC DEPOSITS:

In order to ensure that the effectiveness of the
monetary policy of the Government may not be blurred by
unrestricted growéh of deposits and to protect depositor's
.interest by checking undue accumulation of short term
" liabilities, the Companies (imendment) Act, 1974 has
~introduced two neﬁ sections 58 A and 58 B, so as to gegulate
and control the acceptance of deposits by the companies
from the public or from their members. So far, these
deposits were being regulated by the provisions of chapter
ITI~B of the Reserve Bank of Ipdia Act, 1934, It has been
practice of the éompanieé to take deposite from the public
at high rate of interest and experiencé has shown that
in many cases deposits tékén by the chpanieé were not
refunded on aﬁe dates. In many cases elther the companies
have géﬁe iﬁto liquidation or the funds were depleted to
such an extend that the‘companies were ﬁot in a position
té refund the deposits. The 6bject of these new provisions

is to check this tendency.
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The law on the subject is of recent origin in our
country, but at the same time deposits are being- increa-
singly relied.ubon by companies big and small as an important

source of financing.

Section 58 extends the provisions of the Act{ relating
to ‘prospectus, so fgr &s may be, to advertisement for
depoéits under seétioh 58A. Besides tﬁié, the definition
of prospebtus contained in Section 2 (36) of the Act has
also been amended to include invitation for deposits within

purview of the Act.

Before these amendménts i.e. insertion of segtion 58A
and 58B; the only provision in the conpénies, aAct 1956 in
regard to Aeposits waé found in section 219, It provides
that 'Any person from whom the company has accepted a sum
of money by way of deposit shall on demand accompanied by
the payment‘of fee of one rupee, be entitled to be furnished
with & copy of the last balanqe-sheet of the company and of
every documénts required by law to be annexed or a;tached

thereto, including the profits and loss account and auditor's
report. The default is made punishable. The section
further'provides ;hat,_the Court méy also by order direct
that the copy demanded shall forthwith furnished to the

person concerned.
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The provisions relating to prospectus did not apply
to deposits untill the above amendments, for the reason
that right to the repayment of money deposited with a

company are not per se debentures.

It may_be mentioned that_in England, even the Prevention
of Fraud {(Investment) Act, 1958 did not control deposits
as the, did not fall within the definition of securities.

This means as pointed by Gower>*

that finance companies,
however dubious their antecedent, could freely advertise
" for deposits, a freedom which led to & -number of grave
scandles untill it was confroiled by the Protectién)of
Deposits &¢t, 1963", As per the provision of fhis Act the
EGﬁpaniés are required to furpish copies'of balance sheets
periodically to the depositors. They have also to inform
the depositoré if some 6ther business fhan that included
in the advertisement is carried on. Ip such an event the
.depositor become payable on demand. Moreover, fhe Act

provides certain additional grounds on which such a company

may be compulsorly wound up.

In India there is no legislation corresponding to the
Protection of Depositors Act. 1963 of U.K. notwithstanding
the fact that a gquite a number of unscruplous conpanies

accepted deposits from public and failed to repay. The
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purpose served by the English Act in England is pow
sought to be served by the new pfovisions of Sections 58A

and 58 B of the Act,

Advertisement for Deposits and Discloser :

Now as per the provisions of secticn 58-4 (2) a conpany
is reguired to issue advertisement for inviting deposits,
If any other person invites deposits on behalf of tﬁe
company neverthless the advertisement has tc be issued for
and on behalf of tne company, on the authority and in the

name of the Board of Directors.

In the advertisement the company is required go disclose
the financial condition, management structure and other
particulars of the conpan&q as may be prescribed. The
contents of advertisement have been widened by the Zmendment
in the Rﬁles of Deposits in 1978. Now the statement of
financial position of companies required to be included
in the advertisement gives more relevent information about
the credibility/solvency of the conpanies. Three new
sub-clauses have been added toc rule,

{(4) As a result, the advertisement must disclose :
(a) .the amount of deposit accepted on the last
day preceding the financial year.
(b) a statement of over-due deposit, and

(c) a statement that the compliance with the rule
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does not necessarily imply that the repayment

of deposit is guaranteed by the Central Govern-
. witth

ment and that the deposits rank pari passutgther

unsecured creditors of the company.

- Mis-Statement in the Advertisements for Deposits

The definition of ‘prospectus' has been amnended¢ to
include &n advertisement for deposits. Besides, section’
58 also lays dcwn that the provisions of the Act relating
to a prospectus shall so far as may be, apply to an adver-

tisement for inviting debosits.

The provisiohs contained in section 62, 63 and 68 of the
Act relating to civil and crimihal liability for mis-statement
in proépectus, and penélty for‘fraqulently inducing persons
to invest money, therefore, ought to apply equally to
advertisement—fof deposits. However, on a closer lock at

these provisiéns the apparent does not appear to be real.

Here it may be mentioned that section 62 is épplicable,
'where a prospectué invites persons to subscribe for shares
4in . or debentures of a body corporate. Advertisement for
deposits is & prospectus. It may be submitted that section
62 applies only to such prospectus which invites persons
to subscribe for sheres or debentures. It is therefore,

- doubtful whether section 62 applies to advertisements for
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deposits. This\séctionywould better have been amended
.in line with the amendment Ef tﬁe definition of prospectus
so to include advertisemeﬁt for deposits. Whereas section
63 is applicable ‘'where a prospectus issued... includes
-any untr?e_saatementf. This section does not éontain any

qualifying words as in section 62, Therefdre, it appears

to apply to advertisement for deposits.

Sacher Committee's Recommendations

This committee:not_satisfying with the existing provi-
sions has made following’recommendétions H

(1) that in the a&vertisement, inviting deposits from
the public, must be méde compulsory for companies to dis-
close the contents of the Return, which companies are
required to file with the Registrar pursuant to rule
10 of the Rules, partiqﬁlarly the details of amount of
deposits which has become repayable during the yedar and

have not been paid evénthough claimed by the dépositors,

(2), that the director's report and the application

for deposit should also contain the above informations,

(3) to prohibit private companies from accepting

deposits or borrowing money from the public,

(4) in order to plug the lacuna found in section 58A

it has recommended for the amendment of section.
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At there is no penalty in case of default of companies
in paying deposits aé and when they maturé for payment,
if the deposits .wehre accepted in accordance with the
Reserve Bank of India‘s direction. Sub—Sec;ion~(5) which
lays down penal provisions would not cover of such default,
In order'té ;emove this; it has recommended for the amendment

of the section on the fqliowing lines :

(i) in case where ten percent of deposits wh&ch have
matured for repayment, and in respect of which, inspite of
claims having been made by the depositors, the same have
remained unpaid for ovef'a\pefiod of sixﬂmonths, the
company, ghe company and its directors should be deeﬁed to
be in deféult,‘and the  company should be subjected to pena-
\lties‘unless,,before the expiry of the said period
the companies applies to the Court and nmiakes out a case
that inspite of all reasoﬁable efforts by éhe directors,
the company may not be able to repay the debts and therefore,
seeks extension of time for repayment. The court at this
stage should hear the Registraf and the depositors who
are affected and make appropfiate orders which the Court
‘may in the circumstances and having regard to ‘all the
matter consider it necessary. The company should bear
all costs,an@ expenses in giviﬁg effect to the order of

the Court. In the event the company and its directors
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neglecting to apply to the Court, it should be also treated

as default for which the conmpany should be penalised.

(ii1) A depésitor who .has not been paid either the
interest or the principal or both should have right to
move the Court without any authorisation as presently

required under section 621 of the Act.

(1ii) Companies which have defaul&ed in paying either
interest or tﬁe principél or both should be prohibited
from inviting‘or accepting further deposits nothwiths;anding
that the further‘deposits so . invited or accepted are within
the prescribed percentage. Nb company should be allowed to
invité or accept deposits only with a view to pay off the

earlier deposits accepted by the company.

Here attention may be drawn to the Committee's recommen-
dation in the chapter’of winding up, wherein it has recomm=~
ended that a company which accepts further deposits should
be deemed to be unable to pay its debts, and on this ground

liable to be wound on a petition by the Registrar.

{(iv) that the percentage for acéeptance of deposits

should be worked out with reference to free reserve.

Purther in order to keep watch on brokers, it has
asked the Stock Exchanges for looking.after activities of

the brokers. T »
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It may be submitted that in all these recommendations
the Committee has put great emphasis on greater disclosures
in respect of company's affairs with a view to provide

sufficient safeguards‘to the unwajty depositors.

Unfortunately these recommendations are yet not

implemented,

e e 0w
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