
~RTICLES OF ASSOCIATION 

NING OF ARTICLES 
, , 

LTHE articles o f association are the rules and regulations of a company 
framed for the purpose of internal management'}rhe articles regulate the 
manner in which the company's affairs will be managed. While the 
memorandum lays down the objects and purposes for which the company 
is formed , the articles lay down rules and regula tions for the attainment 
o f those Objects. 

The true nature of articles can be understood from the observations 
made by Lord Justice Bowen: " The memorandum contains the funda
mental conditions upon which alone the company is allowed to be 
incorporated. They are conditions introduced for the benefit of the 
cred itors, and the outside public, as well as o f the creditors. The articles 
of association are the internal regulations 0[' the company and are for the 
benefi t of share holders.'" In the words of Lord Cairns in Ashbwy 
Railway Carriage Co. Ltd. v. Riche. "The memorandum is, as it were, the 
area beyond which the actions of the company canno t go; inside that area 
the ~:~holders may make such regUlations for their own management 
as t/ . hink fit in the form of articles of associat ion.'" 

Obligation to Register Articles 
A publi c company limited by shares may not file a separate set o f 

articles o f association. But an unlimited company, a company limited by 
guarantee o(a private company must prepare their own articles which 
must be reg,stered along with the memorandum o f the company. (Sec. 

26) II \ 
Arflcld of an unlimited company. In the case of an unlimited company, 

the articles shall state the number of members with which the company 
is to be registered and if it has a share capital, the amoun t of share capita l 

'Guinness ,'. Land Corporation of Ireland ( 1882) 22 Ch. D. 349. 
' 1875 LR. 7H.L 653 p.670. 
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with which it is to be registered. [Sec. 7:7 (1)] 
Articles of a company limited by guarantee. In the case of a company 

limited by guarantee, the anicles shall state the number of members with 
which the company is to be registered. [Sec. 27(2)] 

Articles of private company. In the case of private company, the articles 
shall (a) restrict the right to transfer its shares; (b) limit the number of 
its members to fifty excluding the past and present employees of 
company; and (c) prohibit any inviation to the public to' subscribe for any 
shares in or debentures of the company. [Sec. 27 (3)] 

Adoption and application of Table A. As we already know, a public 
company limited by shares may not prepare its own articles. If the 
company does not file its own articles, the regulations contained in Table 
A of Schedule I shall become the articles of that company. Even when a 
company limited by shares has its own articles and it is silent on some 
points, the regulations of Table A will apply [Sec. 28] 

The advantage adopting the regulations of Table A is that its , 
provisions are legal beyond any doubt' .../ 

~ and Signature of Articles 

\~ ( Articles shall be printed, divided into paragraphs numbered 
consecutively and signed by each subscriber of the memorandum of 
association'(who shall add his address, description and occupation, if any) 
in the pres.lnce of at least one witness, who shall attest the signature and 
shall likewise add his address, description and occupation, if any. [Sec. 30]) / . 

~ntents or Articles 
'! Articles of association contain regulations for the internal manage· 
lnent of a company. The latter may make such regulations for this 
purpose as it thinks fit. The only limitation is that the articles should not 
be against the I'!ovisions of lbe ££!!Ip~i~.~ctlor its memorandun1 Any 
clause of the articles which violates any of the pr~'sions . of the 
Companies Act or the memorandum will be null and viod. Similarly, the 
articles must be in accordance with the principles of th general law of 
the country a public policy. ~iclj!S generally_ contain prOvisions 
relating to th [ollowin ~~~e~eXc usian, whole or in part, 'o 

a e . C~ hare capital, different classes of shares, rights pf different 
classes of s areholders and variations of these r~ts; (i,l')"execution or 
adoption of prelimi ary agreements, iVany; ~lIotment of shares; (v) 
lien on shares. (v.) lis on shares~ forfeiture of shares; (viii) issue of 

'Lock v. Quetn.sland InW!stmml and Land Mortgage Co. (1896) 1 Ch. 397 at pp. 
40 6-407. 
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share certificates; ~ssue of hare warrants; ~nsfer of shares; (Xl) 
transmission of shares; (x ·i) teration of share capital; (xiii) borrowing 
powers of the company; ( . rules regard!~ meetings; (xv) voting rights 
of members; (.Qjfnotice 0 members; ~dividends and reserves; (xvw) 
accounts and audit; (m) arbitration provision, if any; (.0:) direclOrs, their 
appointment and remuneration; (.o:i) the appointment and reappoint
ment of the managing dircctor, manager and secretary; (ml) fIXing limits 
of the number of direclOrs. (xriii) payment of interest out of capital; (mv) 

~
om n sea l; and (rrv) winding up. . y 
~ Effect of Memorandum and Articles "V ( 

. Section 36 provides that subject 10 the provisions of the Act,~the 
memorandu~ and articles shall bind the company and its members to the 
same extent as if they respectively had been signed by the company and 
by each member)and as if they had contained convenants on the part of 
the company.;>Od of each member to be bound by them. J 

Summing up the effcct of Section 36, it may stated that the articles 
bind the company to its members, the members to the company, the 
members to. each other, but they do not bind the company 10 outsiders. 

A
t us now make an analysis of Section 36 under different heads: 

Members bound to the company. Articles constitute a contract 
between the company and members and therefore every member is bound 
by the articles as if every one of them had contracted to conform 10 them. 
Every member is bound 10 observe the proVisions of articles. \ 

In l!.oreland Trusfees v. Sleet BrOfhers anti Co. Lui,' -de articles \ C 
provided that the shares of any member who became ba!lFPt should be 3/}]'1 
sold 10 individuals at a price fIXed by the directors. B,!,hO was holding 
73 shares, became bankrupt and his trustee in bankruPtcy claimed that he 
was not bound by the articles and could therefore sell those shares as he 
wished. But il was held that the trustee in bankruptcy was bound by the 
articles and could not claim the shares against the Company. 

Similarly iri Bradford Banking Company v. Briggs,' the articles of a 
company provided that the company shall have a first charge on shares 
for the debts due 10 it from the members. A member owing money 10 the 
company, borrowed money from a bank on the security of the shar~ 
was held that the company could have priority because of this provW~n 
in the articles. 

Accordingly, the company is entitled' to sue its members for enforce
ment of the articles and to reslrain breach of them. 

'1901 1 Ch. 279 
'(1886) 12 AC. 29. 
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ompany bound to the members. The company is also bound by the 
provisions of the articles to its members. Any member can sue the 
com pany to prevent any breach of the articles which would affect his 
rights aJ member and he is entitled to an injunction to prevent the 
breach.' 

In Jo san v. Lyttle 's Iron Agency,' a forfeiture of shares, irregularly 
effected by a company, was set aside at the instance of the aggrieved 
member as the company did not comply with the provisions of the 
articles. 

In Wood I'. Odessa Water rks Co.,' the articles empowered the 
compan-yt<ntc-CI re a dividend to be paid to the shareholders with the 
approva l in t general meeing. A reso lution was passed whereby the 
dividend w to be paid by issue of debenture bonds and not in cash. At 
the insta ce ofa member, the court granted an injunction restraining the 
direct s from acting on the reso lution. 

inding on the company in relation to outsiders. The anicles do 
no constitute a contract between the company and outsiders. For 
instance, where the articles provided for remuneration to be paid to 
promoters, it does not give any right of action to promoters against the 
company.'jSimilarly in Brown v. La Trinidad, 10 where B was to be 
appointed a director till 1888 as provided in the articles but was removed 
earlier, the court held that articles do not constit ute a contract between 
company and outsider and thereforeBrown was not entitled to bring any 
action against the company. 

It may be noted further that even a member cannot enforce provisions 
of the articles in some capacity other than that of member. In £ley v. The 
Positive Government Life Assurance Company,1\ the articles provided that 
Eley should be the solicitor of the company. He would not be removed 
from his office except for misconduct. He also became a member of the 
company. Eley acted as solicitor for somet ime but ultimately was removed 
from office without any allegation of misconduct. He sued for breach of 
contract but the court held that he could nOt bring action against the 
company because the right which he attempted to enforce was conferred 
upun him in a capacity uther than that of a shareholder, and that articles 
do not constitute a contract between the company and outsider. 

Even though memorandum and articles may not constitute a contract 

'Re Pel'eril Gold Mines Limited ( t898) 1 Ch. 122. 
'( 1877) 5 Ch. D. 687. 
'(1889) 42 Ch. D. 636. 
'Re Rother/10m Allim & Co. (1883) 25 D. 103. 
10(1887) 37 Ch. D.1. 
1\1876 1 Ex. D. 88. 



100 Company Law 

between a company and an outs ider, such as a promoter or a director, an 
impl ied contract may be proved from the acts of the part ies on the terms 
set out in the art icles. This sUbject mailer was duly considered by the 
Lahore High Court in Gulab Singh v. The Punjab Zamindara Bank Ltd. " 
In this case according to certain art icles the plaintiff was appointed 
managing director and acted as such for eleven years and was remu· 
nerated in accordance with the terms se t out in the articles. SUbsequently 
the company removed him by specia l resolution at an extra·ordinary 
meeting. In a sui t by the plaintiff for a declaration that he was still the 
managing director o f the company, it was found that the reso lution 
removing him from office was ullra vires. It was held that the articles 
constituted an implied cont ract between the company and the plaintiff 
and therefore the laller was entitled to ma intain a suit on the basis of that 
contract. 

Similarly, where an ind ividiual entered in te a contact with a company 
to serve as a director and the art icles of the company required the 
director to have a share quali fica tion as set out therein and fixed his 
remuneration, it was held that though the articles did not constitute a 
contract between the company and the director, yet the director was 
entitled to recover his remunerat ion aga inst the company as fixed by the 
articles because the terms of the art icles were deemed to have formed a 

~
a t of his contract with the company." 

tween members inter se. A lthough there is no express agreement 
between the members of the company, yet articles regulate their rights 

. inter se. But such rights can only be enforced by or against a member 
th rough the company or through the liqUidator representing the 
cO)jl pany." ' ~ 
l But in Rayfield v. Hantis and olhers,15 it was held that the rights of 

shareholders as snaretmmers, and the extent to which such rights are 
regulated by the articles could be enfo~ce by one member against 
another without joining the company as party. n this case the articles of 
the company provided that members wishin transfer their shares must 
in form the directors of their intent ion and the directors must take the 
sa id shares equally between them at a fair value. The plaintiff informed 
the directors of his intent ion to transfer his shares. But the directors 
refused the shares and argued that the art icles could impose no such 
ob liga tion upon them in their capaci ty as directors. But it was held that 
the directors were obliged to take the shares since the articles imposed an 

12A.I.R: (t942) Lahore 47. 
" Re New Brilish Iron Co. ( t898) t Ch. 324. 
" Welron 1'. Sa/frey ( 1397) App. Cas. 299, p. 315. 
15( 1852) 2 W.L. R. 85 1. 
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obligation upon them in their capacity as membe rs. As such it was a 
p~rsona l obligation which could be enforced by\ one member against the 
other without joining the company as a party;) 

At the same time it must be noted that the articles constitute a 
contract between members only as regards matters arising out of the 
company relationship of members as members. They cannot regulate 
rights arising out of a commercial contract in which o ther shareholders 
have no interest. He nce an arbitration clause in the articles of the 
company could not be invoked where a member of the company had a 
commercial dispute of private nature with ano ther member of the 
company.i' 

-LTERATION OF ARTICLES 

A company has wide powers to alter its Icles to suit its requirements 
from time to time. Section 31 lays do n that a company may alter its 
articles by a special resolution. copy of the special resolution 
authorising the alteration must be ed with the Registrar along with the 
explanatory statement within 30 days of the passing of the said resolution. 
The company is also required to fil e a copy o f the altered articles of 
associa ti~ with the Registrar within 3 months of the passing of the 
resolution. The effect of the change must be incorporated in all copies of 

. articles 0 association issued after the date of alteration. The alteration 
will be effective from the date of registration by the Registrar. 

It may be noted here that the power to alter articles of associalion is 
a sta tutory power and it cannot be taken away by any provision in the 
memorandum or articlesY r An alteration of articles with retrospective effect was held valid 
p~Vided it was bona fide and for the benefit of the company as a whole)s 

Once the alteration is made, such alteration shall be valid a,!if 
originally co ntai ned in the ·c1es. The altered articles will bind the 
members JUSt in the sa m ay as did the original art icles and such altered 
articles may aga in be tered by special reso lution. 

' TIONS ON ALTERATION O f" ARTICLES 

There arc certain res trictions on the nature and exte nt of alteratio ns that 
ca n be made in the articles. These are: 

i'KJIIISi Ram. v. Hanw Mal ( 1949) 53 C.W.N. 305 . 
17Wnlker I '. London Tramways Co., (1879) 12 Ch. D. 705 . 
iSAllen ". Gold Reefs of West Africa (1990) 1 Ch. 656. 
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ANOI 10 be inconsistent wirh tile Compan ies Act. No such alleration 
which violales lhe provisions of lhe ACI ca n be made. 
/~ NOl 10 be inconsistent with (h e memorandum. The alle ratio n canno t 
be such wh ich is conlrary 10 lhe condilions contained in the 
memorandum of associal ion of lhe company. One may nOle lhal anicles 
arc subordinate to the memorandum and as such must not override. 
'" <!Ii Not 10 be illegal. The alteralions should not sanclion anylhing 
whic}r is illega l. 

--'lfv) Special resollllion. Allera l ions of articles will be made only by a 
spec ial resolulion as defi ned in lhe Act. A nicles ca n never he allered by 
a'n ¢ dinaf)' resolulion even if lhey provide for such a procedure . 
. /"'(.' ) Not 10 increase liability of members. Any alteralion which seeks 10 
impose additional liabilily on a member of a compa ny, 10 lake shares 
more lhan whal he has already laken or 10 pay any more money lhan 
whal he is liable 10 pay on his shares, shall nol be binding upon him '\ . 
unless he agrees in wriling, eilher before or afler lhe alteralion. However: 
lhis reslricl ion will nOl apply where lhe company is a cl ub or any olher 
associalion and lhe alteralion requires lhe member 10 pay recurring or 
periodica l subscriplions or charges al a higher rale, although he docs nOl 
agree in wriling 10 be bound by l he alleralion. (Sec. 38) 
)Ci.(yi) Central COI'ernment 's appro,·al in certain cases. The following 
alteralions shall have nOl effecl unless approved by lhe Cenlral 
Governmenl: (a) any alteral ion which has lhe effecl of convening a 
public company inlO a privale company [Sec. 31(1));' (b) any alteralion 
relaling 10 lhe appoinlment o r reappo inlmenl of a managing or whole
lime direclor or o f a direclOr nOl liable 10 rel ire by rOlalion in lhe case 
of a public company or priva le company which is a subsidiary of a public 
company (Sec. 268); and (c) any alleralion resulling in an increase in lhe 
remuneralion of any direclOr including a managing or whole-lime 
direclor in lhe case o f a public company or a privale company which is 
a subsj.!liary of a public company. (Sec. 310) 
/ I.!::!/J Not to constitute a fraud on minoriTy. The alteralion sha ll nol be 

;;'alid if il conslilUles a fraud on minorily. An aClion of majorily which 
disl riminales belween majorilY shareholders and minorilY shareholders 
would consl i lule a fraud on minorily. A specia l resolulion would be liable 
10 be impeached if lhe effecl of il were 10 discriminale belween lhe 
majorily shareholders and minori ly shareholders so as 10 give lhe former 
an advanlage of which lhe latler were deprived. T he following cases 
would illuslrale lhe concepl o f fraud on minorily: 

Menier v. Hooper 's Telegraph Works Lrd. " In lhis case, companies A 

"(1874) 9 e h. App. 350. 
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and B were in rivalry. The majority shareholders of company A were also 
the shareholders of company B. Company A had filed a suit against 
company B. Later, shareholders of company A passed a resolution to 
compromise the action against company B in such manner that the terms 
of compromise were favourable to company B and unfavourable to 
company A The minority shareholders questioned the power of the 
majority 10 make the said compromise and the court set aside the same. 
It observed: "It would be a shocking thing, if that could be done ... then 
the majority have put something in their pockets at the expense of the 
minority." 

.;;(}e. Co<il> v. Deeks. '" In this case the directors of a railway construction 
~ f'ompany obtained a contract in their own names 10 construct a railway. 

line. The contract was obtained under circumstances which amounted 10 
breach of trust by the directors who then used their voting powers to p;'" 
a resolution of the company declaring that the company had no i terest" 
in lhe s onl-ral;l._1t was held that the benefit of the contract belongs in 

r equity to the company and that the directors could not benefit themselveS 
at t~0pense of the minority. If it were not checked, this would 'be 
tantamount to. allowing a majority to oppress the minority. ~ 

Brown v. British Abrasive Wheel Co.2I The majority shareholders 
holding ninety-eight per cent of the shares were willing to subscribe 
further capital which the company badly needed but only if they were able 
10 aequire the shareholdings of the minority. They passed a special 
resolution to aller the articles 10 enable them to purchase the minority 
shares compulsorily on certain terms. The plaintiff refused to sell its 
shares and challenged the validity of the majority resolution. It was 
decided that the alteration was not for the benefit of the company but for 
the benefit of the majority and accordingly an injunction was granted 
against e company prohibiting it from carrying out the resolution. 

,' . Bonafide for benefit of the company as a whole. The alleration 
must be bona fide for the benefit of the company as a whole. The court 
will restrain the company from . making the alteratiOl{if the e"'rlf it . 
were to benefit an aggressive, vindictive or fraualuent majority. Any 
alteration made bona fide, in the interests of the company as a Vi ole, is 
valid and binding even though the private interests of some members may 
be affected adversely. For instance, in Sidebottom v. Kershaw, Leese & 
Co., Ltd.", the alteration of the articles empowered the directors to 
require any member, who carried on a business competing with that of 

"'1916 A C 554. 
"(1919) 1 Ch. 290. 
" (1920) 1 Ch. 154. 
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the company, to sell his shares at a fair price to persons nominated by the 
dircctors. The validity of the resolution was challenged on the ground 
that the alteration will not be for the benefit of !be company as a whole. 

The court held that it was in the interest of the company as a whole 
to be protected against competition, and upheld the resolution. The 
court was of the view that the company as a whole means the corporators 
as a general body. Individual interests might have to be sacrificed. In this 
case it was very much in the interest of the company as a whole to get rid 
of such members who were carrying on a competing business, as they 
always had the chance to exploit the company's secrets for their personal 
benefit and at its cost. 

..jj.. (ir) Not to be inconsistent wiLh the order of the Company Law Board. 
{The alteration must not be inconsistent with an order of the Company 

Law Board. Where by an order of the court (on application under Section 
397 or 398 for relief in case of oppression or mismanagement) the 
company amends its articles, the company will then be precluded from 
making any further alterations which are inconsistent with the order of 

~
he Co any Law Board without the leave of the Company Law Board. 

[Sec. (1») 
x Not 10 cause breach of contraCl. The alteration should nO! cause a 

reach of contract with an Outside;)Thus, where a contract between a 
company and an outsider clearly pfovided that the articles shall not be 
altered, the court granted an injunction restraining the company from 
making the alteration on the ground that it would constitute a breach of 
contract with an outsider. This is well illustrated by the facts of British 
Murac Rubber Syndicate I'. Alpenon Rubber Co. LIiL 2J In this case, an 
agreement was made between Company A and Company B. Company A 
had the right to nominate two directors on Company B's board as long 
as Company A held 5,000 shares in Company B. This was incorporated in 
the articles. Company A nominated two persons as directors and they 
were disapproVed by Company B. Company B also made an attempt to 
alter the clause of articles which provided Company A the right of 
nomination. The court granted on injunction restraining Company B 
from making the said alteration on the ground that it would constitute a 
hreach of contract with an outsider. 

But later it was held that a company may alter its articles even if it 
causes breach of contract with the outsider. It has statutory power to do 
so. Where the contract with the outsider is wholly dependent on articles, 
alteralion would be operalive, and, accordingly, the person accepting 
appointmenl purely on lhe terms of the articles takes the risk of lhose 

·'-'(1915) 2 Ch. 186. 
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terms being altered, and will be bound by tbe altered article." 
But the situation will be different if apart (rom tbe articles, there is an 

independent contract. In Southern Foundries Ltd. v. ShirJaw," S was 
appointed Managing Director in a company for ten years by an agree
ment dated 21.12.1933. Subsequently, the company was amalgamated 
with another company and new articles were adopted The lauer gave 
power to the company to dismiss a director and accordingly S was 
removed (rom office as director and the company treated him as having 
ceased to be one. He sued the company for wrongful repudiation of the 
contracL It was held that dismissal was breacb of contract and therefore 
the company was liable for damages. 

DINCI10~NLB.ImffiE~ MEMORANDUM AND ARTICLES 

e points of distinction between a memorandum and articles are 
as follows: 

(i) The memorandum contains the conditions and Objects for which 
the company is incorporated It is the charter of the company. Articles of 
association contain · the rules and regulations for the internal 
management of the company. . 

(ii) The memorandum is subordinate to the Compa~ct whereas 
the articles are subordinate to the Compani~ as well as the 
memorandum of association. Anicles should be consistent with the 

~ovisions of the Companies A~nd the conditions contained in the 
memorandum. . ~ 

(m) l!very company must have its own memorandum of association. 
No company can be formed unless it files its memorandum with the 
Registrar of Companies at the time of its registration. But it is nO! 
essential for a public company limite<:! 'by shares to have its own articles. 
A public company limited by shares may adopt Table A 

(iv) The memorandum defines the relationship between the company 
and the outside world whereas the articles define the relationship 
between the company and members as members only and as members 
inler se. 

(v) Since memorandum is the constitution of the company, it is very 
difficult to make any alteration in iL Sometimes the company must get 
the approval of the Central Government and in some cases the sanction 
of Company Law Board must be obtained to make an alteration in the 
memorandum. Articles can be altered by a special resolution. No 

''Chiuand,ram Cheltair v. Krishan Aiyanger I.LR. 30 Mad. 36. 
"(1940) AC. 701. 
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sanction of the Central Government or Company Law Board is required. 
(vi) Any act comitted by the company beyond its memorandum is u/lra 

vires and the company is not bound by it. Even the unanimous vote of all 
the shareholders ca nnot ratify it. But if something is done by the 
company beyond its articles, it is simply irregular and can subsequently be 
ratified by shareholders provided it is within the scope of the 
memorandum. 

(vi i) In the case o f the contracts u/lra vires the memorandum, outside~ 

have no remedy against the company. But in case of contracts II/Ira vires 
the articles, where fo r example internal procedures have not been 
complied with, o utsiders ca n enforce the contract against the company 
provide they had !10 knowledge o f irregularity. 

, 
co STRUCTlVE NOTICE OF MEMORANDUM AND ARTI CLES 

; 'I~ ( A company's mem~ra ndum and articles o f association become public 
r~~ ~'-documents on registration with the Registrar o f Companies. These 
\., _\! ~ documents are available for public inspection in the Registrar's office on ,= payment of such fees as may be prescribed. h: '\ Every person who dea ls with the company) is deemed is to know the 

/ 

( 

contents of these two documenls.26 This is known as "Doct rine of 
Construstive Notice" or "Conslructive NOlice of M emorandum and 
Articles) It is presumed the individ4als dealing with the company have 
not only read these documents bu t that they have also undemood their 
proper meaning." 

Consequently, if a person enters into a contract which is beyond the 
powe~ of the company, he ca nnot acquire any rights under the contract 
against the company. Thus for example, if the articles provide that a bill 
of exchange must be signed by two directo~, a person dealing with the 
company must sec that this is done. If he has a bill signed by only one 
director, he cannot claim under it. 

A similar problem arose in KOlin Venkntswami v. Ram Munhi.2:S In this 
case, all deeds etc., were to be signed by the managing director, the 
secretary and a working director as per articles of the company. R 
accepted a deed from the company which was signed by a secretary and 
a wo rking director on behalf of the company. It was held that R could not 
claim under this deed. If he had seen the articles, he would not have 

" Earnest I '. NicholL, (1857) 6 H.l.e. 401. 
"Griffith v. Pagel (No.2) ( 1877) 6 Ch. D. 517; Oak Bank Oil CO. I '. Cn,," 

(1882) 8 A.e. 65. 
18A.I.R. (1934) Mad. 579. 
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accepted such a deed as it was not signed by the required persons and 
hence was invalid . 

. OCTRINE OF INDOOR MANAGEMENT 

The "doctrine of indoor management" imposes an important limitation 
on the "doctrine of constructive notice." Persons dealing with the 
company are presumed to have read these documents. Once they are 
satisfied that the company has power to enter into "the proposed 
transaction, they are required to do no more. They are not bound to 
enquire into the regularity of any intern~1 proceedings. They are entitled 
to assume that provisions of articles have been complied with by the 
com pany in its internal working. If the proposed contract is within the 
scope of the company as indicated by these two documents, the com pany 
will be bound to the outsider and the claims of the outsider will not be 
affected in any way by the internal irregUlarity of the company. This is 
known as the "Doctrine of Indoor Management" o r rule in Rayal British 
Bank v. Turquan4 29 ~- - -----

r V lit tne above case, ·the articles empowered tile directors to borrow 
money provided they were aut rised by a resolution passed at the 
general meeting of the company, The directors borrowed mone from T 
and issued a bond to ,m witMut the auth rit of resolution assed at 

·the general meeting . .I as held that the company was liable for the 
- money to 1). because nee the articles a~thorised the directors to -borrow 
mone~subject to a resolution of the general meeting of the compa ny, T 

"Was entitled to assume tha the directors were borrowin on the authority 
of the reso ution) passed at a general meeting of the company. T is riot 
req uired to ) enquire into the regularity of the company's internal 
proceedings. 

The rule was followed in Premier Industrial Bank Ltd. v. CarllOn Mfg. 
Co. Lrd.,"'where it was stated: "If the directors have power and autho rity 
to bind the company, but certain preliminaries are req uired to be gone 
through on the part of the company before that power can be duly 
exercised, then the person contracting with the directors is not bound to 
see that all these preliminaries have been observed. He is entitled to 
presume that the directors are acting lawfully in what they do." 

The rule is of great utility in the world of commerce. But for this rule, 
the form of company o rga nisation would not have been that popular. It 
is based on the principles of just ice and public convenience. Fir;tly, as we 

"( 1856) 6 E. & Il . 327. 
"'(1909) 1 K.B. \07, 
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already know the office of the Registrar is a public office and hence any 
person dealing with the company must ensure that the proposed contract 
with the company is within its powers. He cannot be expected to know 
more about what is happening inside the company office. "An ou tsider is 
presumed to know the constitution of a company; but not what mayor 
may not have taken place within the doors that are closed to him."" No 
one would like to deal with the company if he is a lso required to ascertain 
the regularity of the internal prOceedings in respect uf the proposed 
transaction. Secondly, the person would be unwilling to deal with the 
company if the company could escape the liability by denying the 
authority of officials to act on its behalf in the absence of this rule. 

E;(/ ~ns to the Doctrine of Indoor Management 
~e doc ine of indoor management is sUbject to certain limitations. 

They are s foliows: 
./ owledge of irregularity. A person dealing with the company will 

/" not be entitled to protection under this rule if he has notice, actual or 
constructive, that the prescribed procedure has not been complied with 
by the company. 

Thus where Company A lends money to Company B on a mortgage of 
its assets and the procedure laid down in the articles for such a 
transaction was not complied with and the directors of the two companies 
.vere the same, it was held that the mortgage is not binding. It may be 
?resume that Company A had notice of irregularity through its 
dircctor .32 

. : i arly in !:!:.'.ward v. Pfl!ent !J!e~o.," the directors were empowe-
red to borrow up tOf1;D6o 3n"1l such llrrtJler sums as the company in 
general meeting might authorise. Without such consent, they issued to 
themselves debentures for sums in excess of £1,000. It was held that as 
they had knowledge of irregularity in the intgernal proceedings of the 
companx ) be compan would be liable for £1,000 only. Sums borrowed 
in ex s of this were held to e invalid. 

2 Forgery. It may be noted here that the rule in the Turquand case 
does not protect a person where forgery is involved. A company cannot 
be h ld liable for forgeries committed by its officers. 
. n Ruben v. Great Fin all Ltd. ,. the secretary of tre company issued a 

share cer , ,cate by forging the signatures of two directors under the seal --------- , ~ - ----
31Pacijic Coast Coal Mines Ltd., 1'. ArblllhnOl (1971 ) AC. 607. 
" Prall Ltd. v. Sasoon & Co. Ltd. 40 Bomb. L.R. 1109 P.c. 
33( 1888) 38 Ch. D. 156. 
" (1906) AC. 439. 
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of the company. It was contended b the lain tiff that it was not his duty 
, to verify the Signatures. Whether the Signatures were genuine or not was 

a art of internal management. But the court held that the certificate is 
not binding on the company as the rule in Turquand's case does not 
protect forgery. In this connection Lord Loreburn observed as follo'liS: 
"It is quite true' that persons dealing with limited liability companies are 
not bound to inquire into their indoor management and will not be 
affected by irregularities of which they have no notice. But this doctrine, 
which is well establiShed, applies only to irregularities that otherwise 
might afVct a genuine transaction. It cannot apply to a forgery." 
./(~egligence on the part of the outsider. If an individual is put upon 

/ enquiry, he cannot claim the benefit un~r the Turquand case in the 
, circumstances under which he would ve discovered irregularity if he 

had made the proper inquiries. I iierwood v. Bank of Liv~e 
sole director paid cheques drawn)n the name of the company in his own 
account. It was held that the bank was put upon inquiry before crediting 

. the cheques drawn in favour of the company in the account of the 
director. The b~nk w~ not entitled to rely upon the ostensible authority 
of the director.' \ 

Similarly _dank was put upon' inquiry where the directors of the 
company secured their indebtedness by a Charge upon the assets of the 
company. It was held that the bank was not entitled to the benefit of the 
charge which had not in fact been authorised." 

It was further held that even the unusual magnitude of the transaction 
may put a person dealing with the company upon inquiry as to its being 
authorised." ' 

In Anand Bihari Lal v. Dinshaw & CO.,38 the plaintiff accepted transfer 
of the company's property from its accountant.The transfer was held to 
be void because such a transaction is apparently beyond the scope of the 
accountant's power. It puts the person dealing with the company into 
inquiry. The plaintiff should have insisted on seeing the power of 
attorney executed in favour of the accountant by the company. Even a 
delegation clause is not enough to make the transaction valid unless the 
accountant is in fact authorised . 
./ ~ knowledge of articles. In order to claim protection, under the 

/ nile of "indoor management", knowledge of articles is essential. The. 
doctrine of indoor management is based on the principle of estoppel and 

" (1924) I k.B. 775. 
"E.B.M. Co. v. Dominion Bank (1937) 3 All. E.R. 555. 
" HoughJon & Co. v. No/hard, Low. & Wrlls (1927) 1 K.B. 246. 
38A.l.R. (1942) Oudh .. 417. 
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a person who did no t consult the company's memorandum and art icles 
and consequently did nOt act in reliance on those documents, cannot be 
protected under the rule in Turquand 's case).::?' 
./ (5) Acts ordinarily beyond the apparent authority, An ou tsider will 
no t be protected by the rule in Turquand's case if the aj;l of the agent is 
one which would not ordinarily be within his po~simply because 
under the articles the power of making such a contract might have been 
entrusted to him. The outsider can hold the company liable only where 
the power had in fact been delegated, notwithstanding a delegation clause 
to that effcct in the articles. The facts of Anand Bihar Lal v. Dinshaw & 
Co.," provide a clear illustration to support this poinL,) 

Similarly where the branch manager of a bank drew and endorsed bills 
on behalf of his company witho ut having received any authority from the 
compani1l was held that drawing o f bills was not within the ordinary 
ambit o~ of th is branch manager and the company was no bound 
unless the authority was in fact delega ted to him 10 this effect. 

/ /' 
QUESTIONS 

1. Define art icles of association. What are the usual contents of anicles of 
association? Is it necessary for every company to have articles of asociation of its 
own? 

2. The articles of a company are subordinmc to and arc controlled by the 
memorandum of association. [Delhi, B.Com. (Hans.), 1979/ 

3. Distinguish between articles of association and memorandum of associa tion. 
[Delhi, 8.Com. (Hans.), 1978/ 

4. How can the articles of association be altered? Discuss the limits on the 
p0\\'ers of a company to alter or to add to the articles. 

[Delhi, B.Com. (Hans.), 1990/ 
5. What do you know about the legal effect of the articles of association? 

Indicate the limitations on the power of the company 10 alter its articles of 
association. [Delhi, B.Com. (Hans.), 1977/ 

6. "General articlcs <..ka\ ing with the r ights of members as such should be treated 
as statutory agreement between them and the company as well as between 
shareholders interse." Discuss. [CA. (Final), M ay, 1977/ 

7. What are the legal effects of the articles of association of a company? 
Examine the va lidity of the provisions in the articles of association depriving a 
company of its powers 10 amend art icles. 

[Company Secrela,)' (lmer), April 1976/ 
8. Discuss the extent to which the memorandum of association and art icles of 

associa tion bind: (a) the member to the company, (b) the company to the 

"A.I.R. (1942) Oudh. 417. 
"'Kredil Bank Cassel I '. Schenkel'S (1927) 1 K. B. 826. 
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members; (c) lhe members inler se; and (d) lhe company 10 oUlsiders. 
[Company Secretary, (Inler), April 1973; Meeru~ MCom., 1975/ 

9. "Articles of Association of a company constitute a contract between the 
members ;nJer-se and between the company and the members qua members," 
Explain. [De/h4 B. Com (Hans.), 1988/ 

10. How far do you agree with the statement that the 'JX1Wcr to alter the articles 
conferred by the Companies Act is very wide, yet it is subject to a large number 
of limilations? {De/h; MCom., 1976/ 

l~"Every person dealing with the company is deemed to have notice of the 
contents of its memorandum." Commen!. (Delh; B. Com«Hons), 1985/ 
~jlhal do you understand by lhe 'doctrine of indoor managemenl?' Are there 

any exceplions to lhis doclrine? {/'CW.A., Jan. 1970/ 
!rJJEnunciate the doctrines of constructive notice and indoor management. 

wEai 3TC the exceptions if any to the doctrine of indour management. 
[CA. (Final), Nov. 1978/ 

~at do you understand by the 'doctrine of indoor management'? What 3rc 
ilS exceptions? {Delhi B. Com (Hans.), 1986/ 

PRACfICAL PROBLEMS 

/1. The secretary of a company issued a share certificate in favour of R which 
apparently complied with the company's Articles as it purported to be signed by two 
Directors and the Secretary and it had the company's seal affIXed to it. In the fact, 
lhe Secrelary had forged lhe signa lures of the Directors and affIXed the seal 
without authority. It the cenificate binding on the company? 

[Delh; M Com., 1979/ 
~ The Arlicles gave lhe company a lien on all shares 'nol fully paid·up' for calls 
~ue 10 the company. S is the only member holding some fully paid-up shares, but 
he owes money 10 the company for calls due on olher shares. S dies. The company, 
thereafter, alters its Articles by striking out the words "not fully paid.up". can the 
company exercise lien on all the shares of S including those fully paid·up? Give 
reason for your answer. (De/h; M Com, 1967) 
/3. The majorily of lhe shareholders of a company passed a special resolulion 10 
alter its Articles of Association and give the directors a (XlWer to require any 
shareholder who competed with the company's business to transfer his shares. The 
plaintiff who carried on a competing business challenged the validity of the 
ctlleralion. Give your decision on this point. (l.C.W.A. Dec. 1976) 
~. A company was in great need of funher capital. The majority representing 98 
per cenl of lhe shares were willing 10 provide lhe capilal if they could buy up 2 per 
cenl minority. The majority passed a resolution altering the Articles and enabling 
them to purchase the minority shares. Examine the legality of alteration. 

(De/h; M Com, 1959) 
~. The Articles of Association of a company contained a clause in which it was 
- stated that A should be the solicitor lO the company and that he should not be 

removed from office except for misconduct. A acted as the solicitor for the 
company for some time. Dut ultimately the company ceased to employ him and 
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engaged another solicitor. A sued the oompany for breacb of cootracl Decide. 
(I.CW.A, Dec. 197-#) 

6. The managing director of a company aCttpts a bill 00 bebalf of !be company. 
In fact the Articles provide tbat be can do so ODIy with !be prior appro;aI of !be 
Board of Directors in a meeting. He did not ta~e any sucb approval. B. who go< 
this bill for supply of goods to the company, presents it 00 !be date. 1be company 
refuses payment. AdviSe B. (lXlhi,. M. Com., 1973) 

7. The articles of a company provided that the directors could alJo( shares ooly 
to tbe existing members and the sbares could be allotted to outsiders only aIIer !be 
approval of sbareholders in a geoeral meeting. The directors allotted shares to 
outsiders without the approval of shareholders in a geoeral meeting. Is !be 
company bound by the Sl'id a llotment? 

8. The memorandum of a company stated tbat the IlOO'tinaI capital of the 
company was RsI ,OO,OOO d ivided into 1,000 shares of RsIOO each. Neither in the 
memorandum nor in the original articles was there any provision as to preference 
shares. A special resolution passsed at a general meeting of tbe company altered 
the articles of association authorising the directors to issue shares bearing a 
preferent:al dividend. It the alteration valid? 

9. Can the power to alter a rtides be taken away by any provision in the 
memorandum or articles or by a contract? 

10. The directors of a company bad the power to borrow upto Rs. 50,000. Any 
amount exceeding Ihis sum required the sanction of the sbarcbolders in a geoeral 
meeting. The directors themseJved JeDt Rs 75,000 to the company without general 
meeting sanctio n. Discuss the liability of the company. 

II. Company A lends money to oompany B on a mortgage of its assets and the 
procedure laid down in the articles for such a transaction was not complied with 
and the directors of the two companies were the same. [s tbe above mortgage 
binding upon company B? 
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\ PROSPECTUS 

L AFTER obtaining th e certifi ca te of incorporation, the promoters will 
take steps to raise the necessa ry capital for th e company. A public 
company may invite the general public 10 subscribe 10 the ca~it a l of the 
company and for th is purpose a prospectus has to be issued) The basic 
objective o f issuing a prospectus is 10 arouse public interest in the 
proposed company and induce the general public 10 buy its shares and 
debentures. However, it is not essential for a public company to iss ue a 
prospectus. If the promoters are confident o f raising the requi red capi tal 
privately from their relatives and friends, they need not issue a 
prospectus. In such a case, a statement in lieu o f prospectus must be filed 
with the Registra r of companies. 

A private compa ny, by i ts articles, prohibits any invitation 10 the 
public 10 subscribe for any shares in, or deben tures of, the company. It is 
also not required 10 file a statement in lieu of prospec tus. 

/' ~lTION OF PROSI'ECTUS 0 , d.. 
/ A ~ p f.-u., (jj.. '" 6~ ~'( J,Ld. .... <~ 
ScGt.if>n~~efines..a-rros peel1Js-as "any document described or issued 
as a prospectus and includes any notice, ci rcular, adverti sement or ot her 
document inviting deposits from the public or invi tin g offers from the 
public lor the SUbscription o r purchase of any shares 'in , o r debentures of, 
a body corpo rate) In simp le words a prospectus may be defined as an 
invitat ion 10 the public to subscribe 10 a company's shares or debentures. 
By virtue of the Amendment Act of 1974, any documen t inviting depos its 
from the public shall aiso come within th e definition of prospec tus. In 
essence, therefore, the word "prospectus" means a document which 
invi tes deposi ts from th e public or invites o ffers from the public 10 buy 
shares or deben tures of the company. 

InvilGiioll 10 public. It may be noted here tha l a ducumen t will be 
treated as a prospectus on ly when it invites offers from the public. 
Sec tion 67 defines the term " public" as fo llows: " I t incl udcs any section 
of the public, whether se lected as members or debenture holders of the 
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company concerned or as clients of the person iss uing the prospectus or 
in any o th er manner." It further provides that no offer of invitation shall 
be treated as made to the public if, Ca) the same is not calculated !O resull 
in the shares or debentures bec:lming available other than those receiving 
the offer or invi tation; Cb) it appears !O be a domestic concern of the 
person making and receiving the offer or invitation. 

The 'public' is of course a general word. No particular numbcrs are 
prescribed. Anything from two to infinity, perhaps even one, may serve to 
indica tc public. The point is that the offer makes the shares and 
deben tures available for subscript ion !O anyone who brings his money 
and applies in due form, whether the prospectus was addressed to him on 
behalf of the company or not. A private communication does not satisfy 
the above point. 

Where directors make an offer to a few of their friends, relatives or 
customers by sending them a copy of the prospectus marked " not for 
pUblicat ion," it is not considered an offer to the public.' 

In another case it was held that the offering of shares to the kith and 
kin of a director is not an invitation of the public.' 

It was held that the provisions of the Act relating to prospectus are not 
altracted unless the prospectus is issued to the public. The term 'issued' 
is not sa tisfied by a single private communication. The leading case on 
this point is Nash v. Lynde" In this case the managing director of a 
company prepared a document that was marked "s trictly private and 
confidential" and it did not contain the particulars required to be 
disclosed in a prospectus. A copy of the document along with app lica tion 
forms was sent to a solicitor who in turn sent it to the plaintiff. TI.e 
document was held not be prospectus and as such the claim of the 
plaintiff for compensation was dismissed. 

On the ot her hand, the distribution of 3,000 coll ies of a prospectus 
among the memhers of certain gas companies was held to be an offer to 
the public hecause persons other t:,an those receiving the offer could also 
accept it. ' One may note here that under Section 67 an offer or invitation 
to any section of the public, whether selected as members or debenture 
holders of the company or as clients of the person mak ing the invitation, 
will be deemed to be an invitation to the public. 

Similarly, where in an advertisement it was stated, "some shares are 
still ava ilable for sa le according to terms of the prospectus of the 

'Sllenl'ell v. Combined Incandescent Syndicate ( 1970) W.N. 11 0. 
'IInttnn Singh ". Mogn Transport A. I.R. 1959 Punj . 196. 
'( 1929) A.C. 158. 
4Re SOlHh of Eng/ang Natural Gas and Petro/elln! Co. Ltd. ( 1911) 1 Ch. 573. 
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company which may be obtained on application, it was held 10 be a 
prospectus as i t amounted to an invitation 10 the public 10 subscribe 10 
the shares of the company.' 

Meaning of rhe rerm subscription or purchase of shares. The term 
"subscription or purchase of shares" means taking or agreeing to take 
shares for cash. In Government Stock and Orher Securities Investment Co. 
Ltd. v. Chrisropher,' an o ffer was made by CompallY A to the members of 
Companies B and C 10 acquire all their shares in these companies in 
exchange for allo tment o f shares in the company. The offer cannot be 
held 10 be an offe r made to the public because it does not invite 
subscription for shares since subscription means taking shares for cash. 
Moreover, the offer ca nnot be sa id 10 have been made 10 the public as it 
ca n be accepted on ly by members 10 who it is made. The shares were no t 
open for subscription by the public. 

Offer of Shares through I ssuing Houses-Deemed Prospectus 
II was found that some companies tried 10 avoid stringent provisions 

regarding prospectus. T he company instead o f offering its shaes or 
debentures for sa le 10 the public allolled the whole of its ca pital to an 
intermediary ca lled " Issuing House." Therea fter the "Iss uing H ouse" 
offered these shares to the public by an advertisement or circular of its 
own, which obvious ly could not be taken as prospectus and thus the 
company cou ld evade the provisions of the Act relating 10 prospectus. 

But now the Companies Act contains provisions in Section 64 to dea l 
with such cases. The Obj ective of these provisions is to prevent the 
companies from evading the provisions of the Act re lat ing 10 prospectus. 

Section 64 provides that where the company allots shares or 
debentures to iss uing house and others with a view 10 such shares being 
offered 10 public for sale, any document by which the offer 10 public is 
made should be trea ted as prospectus. All provisions relating to 
prospectus must also be complied with. An allotment or an agreement 10 
allol shares or debentures to the issuing houses was made wi th a view 10 
offer them 10 public for sa le will be presumed if it is shown (a) that the 
shares were offered to the public for sale within six months after they 
were allolled or agreed 10 be allolled 10 issuing house; or (b) that where 
the offer was made 10 the public, the whole of the consideration in 
respect of the shares or debentures had not been received by the 
company. 

In addition to the usual contents of a prospectus, a prospectus issued 

5Pramatha Nmfl 5anyal \'. Kali KlImar DUff A. I.R . 1925 Cal. 714. 
'( 1956) 1 All. E.R. 490. 
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by an issu ing house shall state the net amount of consideration received 
or to be received by the company in respect of those shares and the place 
and time at which the contract of allotment may be inspected. 

\ ~ARDING ISSUE OF PROSPECfUS -#n ' -The relevant rules and regulations as to the issue of prospectus are given 

~
e1ow: 

ating of prospecuts. A prospectus issued by a company shall be 
dated and that date shall be taken as the date of publication of the 
prosP9Ctus. (Sec. 55) 
./f)Y Registration of prospectus. No prospectus shall be issued unless a 

/'2Ojiy of such prospectus has been delivered to the Registrar for 
registrat ion. This is to preserve an authentic record of the terms and 
cond it ions of issue of shares and debentures made by the companies. 
Registration must be made on or before the date of its publication. The 
copy sent for registration must be signed by every person who is named 
in the prospectus as a director o r proposed director of the company or by 
his agent authorised in writing. Where the prospectus is issued in more 
than one language, a copy of its as issued in each language should be 
delivered to the Registrar.' The copy for registration must be accom
panied by the following documents: 

~;r) consent of the expert if his report is to be published in the 
prospectus; 
Ka copy of every cont ract relating to the appointment and 

remuneration of managerial personnel; 
: ~f a copy of every material COnl ract unless it is entered in the ordinary 

course of business or two years before the date of the prospectus; 
~a written statement relating to adjustments, if any, made by the 

auditors or accountants in their reports relating to profits and losses, 
assets ;-nd liabilit ies or the rates Df dividends, etc.; and 
(~written consent of aud i\ofs, lega l adviser, attorney, solicilOT, 

banker or hroker Df the company to act in that capacity. 
It must be sta ted on the face o f the prospi'ctus that a copy of the 

prospectus along with speci fied documents have been filed with the 
Regist rar. 

The prospectus must be issued within ninety days of i ts registration. A 
prospectus iss ued after the said period shall be deemed to be a 
prospect us. a copy of which has nDt been delivered to the Registrar fo r 
registralion. 

'Emperor ". Bengal Salt Co .. A.t.R . (t936) Cal. 33. 
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The company and every person who is knowingly a party 10 the issue 
of prospectus without registration shall be punishable with fine which 
may e end 10 five thousand rupees. (Sec. 60) 

3 Expert's (onsent. A prospectus shall not include any statement 
rna e by an expert, if he is connected with the formation or management 
of the company issuing the prospectus. (Sec. 57) 

A statement of an expert cannot be included in the prospectus without 
his written consent and this fact should be mentioned in the prospectus. 
Further, this consent should not be withdrawn before delivery of the 
prospectus for registration. (Sec. 58) 

These provisions intend 10 protect an intending investor by making 
the expert a party 10 the issue of prospectus and making him liable for 
untrue statements. 

Section 59 provides that the expression expert includes an engineer, a 
valuer, an accoutant and any other person whose profession gives him 
authority to a statement made by him. 

It further provides that every person who is knowingly a party to the 
issue of prospectus in contravention of the above provisions shall be 
punishable with fine which may extend 10 rupees five thousand . 
.:.....(~ms of the contracts mentioned in the prospectus not to be 

/ ".?red. The terms and conditions of the contracts stated in a prospectus 
or a statement in lieu of prospectus shall not be altered except with the 
approval of the members in general meeting. (Sec. 61) 

~ (5) Ipplication forms for shares to be accompanied by an abridged 
\\ orm of prospectus. No one shall issue any form of application for shares 
('5 and debentures of a company unless it is accompanied by an abridged 

form of prospectus\:ontaining, such salient features of a prospectus as 
may be prescribc<Yby the Central Government. However, a copy of the 
full prospectus shall be furnished on a request being made by any person 
before the closing of the SUbscription list. 

However, an application form need not be accompained by a copy of 
the prospectus if the application is given 10 a person to enter into an 
underwriting agreement or in relation 10 shares or debentures not offered 
to the public. (Sec. 56(3)] 

Similarly, the prospectus need not contain all the details required by 
the Act where the offer is made to existing members or debenture holders 
of the company or if such shares or debentures are in all respect uniform 
with shares or debentures already issued and quoted on a recognised 
slOck eXChange. (Sec. 56(5)] 

(6) Personation for acquisition, etc., of shares, A person who makes 
an application in a fictitious name 10 a company for acquiring shares or 
subscribing any shares shall be liable to imprisonment which may extend 
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to five years. Similarly a person who induces a company to allot any 
shares or to register any transfer of shares in a fictitious name is also 
liable to the same punishment. 

These provisions shall be permanently stated in every prospectus and 
every application form issued by the company to an person. (Sec. 68A) 

CONTENTS OF PROSPECTUS ~ . 
. _-----

A prospectus is the only window through which a prospective investor 
can look into the sound ness of a company's venture8 This may tempt the 
promoters and directors of a company to present a rosy picture by giving 
all possible prospects and good points of the company and concealing its 
weak points and limitations. In oder to protect the interests of pros
pective investo rs, the Companies Act requires every company issuing a 
prospectus to observe a large number of regulations. Failure to observe 
them is made punishable with fine or imprisonment or both. As such 
great care must be taken in preparing a prospectus. 

Every prospectus shall state the matlers specified in Part I of Schedule 
II and set out reports specified in Part II of the Schedule, and the said 
Part I and II shall have effect sUbject to the provisions contained in Part 
III of the Schedule. 

Part I of Schedule II--Matters to be Specified 
According to Part I of Schedule II, the following matlers must be 

stated in the prospectus: 
(i) The main objects of the company, with the names, occupations and 

addresses of the signatories to the memorandum and number of shares 
subscribed by them. . \ 

(ii) The number and classes of shares, and the nature and extent of the 
interests of the shareholders in the property and profits of the company. 

(iii) The number of redeemable shares intended to be issued, the date 
of their redemption and the proposed method of redemption. 

(iv) The number of qualification shares fixed for directors. 
(v) The names, addresses, description and occupation of directors, 

managing director o r manager or any of those proposed persons. 
(vi) Any provisio ns in the articles or any contract relating to 

appointment, remune ration and compensation fo r loss of office of 
directors, managing director or manager. 

(vii) The amount o f minimum subscription. 
(viii) The time of o pening the subscription list. 
(ix) The amount payable on application and allotment of each shares. 
(x) Particula rs about any option or preferential right to be given to any 
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persons to subscribe for shares or debentures of the company. 
(xi) the number, description and amount of shares and debentures 

which within two preceding years have been issued for consideration 
other than cash. 

(xii) Particulars about premium received on shares within two 
preceding years or to be received. 

(xiii) The names of the underwriters and the opinion of the directors 
that the resources of the underwiters are sufficient to discharge their 
obligations. 

(xiv) The names, addresses, descriptions and occupations of vendors 
from whom the property has been purchased or is to be purchased, and 
the amount paid or payable in cash, shares or debentures respectively. 

(xv) The amount of underwriting commission paid within two 
preceding years or payable to any person for subscribing or procuring 
subscription for any shares or debentures of the company. 

(xvi) The estimated amount of prelimianary expenses and the presons 
to whom any of these expenses have been paid or are payable. 

(xvii) Any amount or benefit paid or given within two preceding years 
or intended to be paid or given to any promoter or officer of the 
company. 

(xviii) Particulars as to the date, parties and general nature of every 
contract appOinting or fixing the remuneration of managing director or 
manager, whenever en tered in to. 

(xix) Particulars"of every material contract, not being a contract ente· 
red into in the ordinary course of business carried on by the company or 
a contract entered into more than two years before the date of the 
prospectus. 

(xx) The names and addresses of the auditors of the company. 
(xxi) The particulars of the interest, if any, of every director or 

promoter in the promotion of the company or in any property acquired 
by the company within two preceding years. 

(xxii) If the share capital of the company is divided into different 
classes of shares, the rights of voting at meeting of the company and the 
rights in respect of capital and dividends attached to several classes of 
shares respectively. 

(xxiii) Where the articles of the company impose any restriction upon 
the members of the company in respect of the right to attend, speak or 
vote at meetings of the company or the right to transfer shares or on the 
directors of the company in respect of their powers of management, the 
nature and extent of these restrictions. 

(xxiv) In the case of a company which has been carrying on business, 
the length of time during which the business of the company has been 
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carried o n. If Ihe co mpany proposes 10 acquire a business which has been 
ca rried o n for less Ihan Ihree yea rs, Ihe lenglh o f lime duri ng which Ihe 
business had been conducted. 

(xxv) Part icula rs o f reserves including reserves capilali>ed. 
(xxvi) A reasonable lime and place a l which co pies of all ba la nce 

sheels and profil and loss accounls o n which report of Ihe audi tor are 
based , may be inspecled. 

rart II Schedule H·· Reports to be Set out 
The foll owing are Ihe repo rts required to be sel oul in the prospeclus: 
( I) A report by Ihe audito rs o f Ihe company as regards (a) profils and 

losses and assels and liabilities o f Ihe co mpany; (b) Ihe rales of dividends 
( if any) paid by Ihe company in respecl of each class of shares for each 
o f five fi nancial years immediale ly preceding Ihe issue of Ihe pros peclus; 
and (c) if no accounl has been made up fo r any part of Ihe fi ve yea r 
period ending Ihree months befo re issue o f the prospeclus, a slalemenl 
10 Iha l e ffec l. The report o f Ihe audi tors shall a lso Slale separalely Ihe 
profils and losses o f Ihe company's subsidiaries and also Iheir combined 
pro fils and losses. 

(2) If Ihe proceeds or any part o f Ihe proceeds o f Ihe issue o f shares 
o r debentures are 10 be applied direclly o r indirectly in Ihe purchase o f 
a business or an inte resll herein (exceed ing fifty per cent in Ihe ca pila l or 
pro fils and losses or bO lh), Ihe prospeclus shall conta in a repo rt made by 
an acco untant (whose name sho uld be d isclosed in Ihe in Ihe prospeclus 
upo n (a) Ihe ,profils and losses o f Ihe business for Ihe five immedialely 
preceding fin ancial yea rs; and (b) Ihe assels and liabililies of lhe business 
o n Ihe lasl dale up 10 which Ihe acco unlS o f Ihe business were made up. 

(.' ) A sim ila r repo rt has to be made by the aCCOuntanl if Ihe proceeds 
o f Ihe iss ue o f shares or debentures a re to be applied directly or ind irectly 
in any manner resull ing in acquisil ion by Ihe company of shares in any 
o lhe r body co rporale and if by reaso n o f Ihal acquisilion Ihal body 
co rpo ra le wil l become a subsidi ary o f Ihe acqui ring company. 

Newspaper Advertisements of a Prospectus 
Where any pros pectus is published as a newspaper advert isement, il 

shall not he necessary in the advert isement to specify the contents of Lhe 
memoran dum or the signaLOrics thereto or th e number of Sh 3 fCS 

subscr ibed by Ih em. (Sec 66) 
T his sectio n is in tended to reduce advertisement costs. H owever, in 

o rder lO sec ure un iform info rmat ion from all the companies releasing 
newspaper alivcn iscmcnls of their prospectus, the following form as 
rccommendt.!d hy the Company Law D epartm ent is generally followed: 
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The annuoucement rega rding the proposed issue of ca pital must 
mention (a) the name of th e company; (b) the address of the registered 
office of the company; (c) its existing and proposed activities; (d) loeation 
of the industry; (e) its boa rd o f directors; (f) managing director!manager! 
secretary; (g) (i) authorised ca pital , (ii) subscribed capital, and (iii) 
proposed issue to the public (whether at par, discount or premium; (h) 
opening and closing dates o f the subscript ion list; and (i) that the 
applicat ion forms along with copies of the prospectus can be had from 
the registered office of the company or from the underwriters, bankers or 
brokers whose names and addresss are given below: 

Underwriters .... ....... ... (Address) 
Bankers ................... ... (Address) 
Brokers ......... .... ........... (Address) 
This form of newspaper advertisement of a prospectus is not 

Obligatory, yet mos t companies follow it. 

/' " --,C ·;N(f!,- r,\ < i- \? " I 

to ent in Lieu of Pros ectus 
as a rea y een mentioned that a public company may invite the 

general public to subscribe to thC eapitarof the company, and for Ifis 
-purpose it mUSt issue a prospectus. However, if the promo ters are 
confident of raising the reCU'ired capi tal priva tely from relatives and 
ffien 5, it need not iss ue a prospectus. In such a case a statement in lieu 
of prospectus may be filed with the Registrar of Companies. 

Section 70 provides that a company having a share capital which does 
not issue a prospectus is required to deliver to the Registrar a statemen t 
in lieu of prospectus at least three days before the allotment of shares. It 
shall be signed by each directo r or proposed director of the company or 
by his agent authorised in writing~ The statement shall include the 
particulars set ou t in Schedule-rrI. It is in tended to preserve an 
authoritative record of the terms and conditions of iss ue of shares. A 
private company is required neither to iss ue a prospectus nor to file a 
statement in lieu of prospectus. 

If these provisions are not complied with , the company and every 
director who wilfully authorises or permits the contravention shall be 
punishable with fine which may extend to rupees one thousand. 

T he liability for any misstatement in a statement in lieu of prospectus 
is the same as in the ease of a prospectus. 

MISSTATEMENT IN THE PROSPECTUS 

A prospectus is an invitation to the public to subscribe to the shares o r 
debentures of a company. It is on the basis of th e conten tS of a prospectus 
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that prospective investors decide to invest money in the company. As 
such a prospectus must give a full, accurate and a fair picture of the state 
of affairs and prospects of the company and a heavy responsibility 
therefore rests on those who issue it. 

This means that a prospectus should not only sta te everything 
correctly and accurately but that it shou ld not on ly omit any relevant facts 
which are likely to inOuence the mind o f the prospective investor. If a 
prospectus is issued in breach of any of the two conditions, it shall be 
deemed to be a misleading prospectus or a prospectus containing an 
untrue statement. 

Section 65 provid,es that a statement included in a prospectus shall be 
deemed to be untrue if the statement is misleading in the form and 
context in which it is included or if because of omission of any maller the 
statement made is calculated to mislead. A prospectus may be false if due 
to suppression o f facts, it conveys a false impression. 

Thus, the term 'untrue slatement' or 'mis-statement' is used in a 
broader sense. It includes not only false statements but also statements 
which produce a wrong impression of actual facts. Concealment of a 
material fact also comes within the ca tegory of mis-statement. 

Remedies for Misstatements 
- If a prospectus includes um rue statements, it shall give ri se to several 

rights which may be grouped in twO categories: (i) rights of the aggrieved 
shareholder against the company, and' (ii) rights of the aggrieved 
shareryolder against the directors, promo ters and expert s. 

iJ1 Remedies against the company. The aggrieved shareholder has two 
remedies agains t the company:;.,rresci~ion of the contract, an<l-{b1'" 
damafes fo r fraud. f !) 1/' 

.,!j\) Rescission of the contract. When the prospectus conta ins 
mIss tatement , whether innocent or fraudulent, the person who is induced 
by such misstatements to subscribe for shares or debentures, is entitied to 
rescind the cOntract and to ask that his name be removed from the 
register of members. In other words , where a prospectus contains mis
statements whether innocent or fraudulent, the contract to buy shares 
becomes voidable at the op tion of the aggrieved shareholder. When he 
decides to rescind the con tract to take shares, he will have to surrender 
the shares allo tted to him, his name will be taken off the regis ter of 
members and the money paid by him to the company shall be returned. 

The right of rescission of con tract ca n be exercised when the following 
conditions are fulfilled: 

f,jj It must the es tablished thaI the prospectus was i~s ued by te 
company o r by someone authorised by the company in this beha~lf the 
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prospectus was iss ued by the promoters and has been ratified and 
adopted by the board of directors, the company will be responsible for it. 
---Jii) There must be an untrue statement in the prospectusrSection 65 
provides that a statement included in a prospectus shall be deemed to be 
untrue if the statement is misleading in the form and context in which it 
is included or if because of omiss ion of any malter the statement made 
is calculated to mislead. 

A statement in the prospectus that share capital has been subscribed 
when it has only been alloned in fully paid shares 10 the company's 
contractor,' or that the .company has contracted for purchase of propeny 
when, in fact, there is only nego tiation' are instances of untrue 
statements. 

A prospectus shall be deemed to include an untrue statement if it 
omits cenain facts which are calculated 10 mislead even if all other 
statements given in the prospectus are true. The case of Rex v. Kylsant" 
proves this point. 

In the case Kylsnnl issued a prospectus where it was stated that the 
company had paid dividend varying from five to eight per cent every year 
between 1911 10 1927 except in one or twO years where a lower rate of 
dividend or no dividend was paid. The prospectus thus reflected that the 
company was financially strong and stable. But the facts were that during 
the las t seven years, the company had incurred heavy losses, and 
dividends were paid only out of the accumulated profits which had been 
slOred up during the war period. The prospectus was held 10 be 
misleading not because of what is stated but because of what it concealed 
or omined. 

Funher, if a statement was true when in was made but subsequently 
became untrue when shares were alloned, the contract to take shares can 
be rescinded." 

The misrepresentation in the prospectus must be of fact and not of 
law. Where the prospectus stated that the shares will be issued at half of 
their nominal price, whereas Section 79 restricts th~ rate of discount to 
ten per cent, it is a misrepresentation of law and this will not entilie the 
aggrieved pany to rescind the contract. 

Aga in the misrepresentation must be one of fact and nO! merely an 
expression of opinion or expectation. 

(iii) The misrepresentation contained in the prospectus mus~ be 
material to the con tract of taking shares)A fact will be material if it is 

'A mison v. Smith ( 1889) 40 Ch. D. 567. 
'Ross I'. £sttlles l""estments Co. (1868) L.R. 3 Ch. App. 682. 
"(1932) 1 K.B . 442. 
"Re Scollis" Petrolell'" Co. (1823) 23 Ch. D. 413. 
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likely to influence the judgement of a prospective investor in deciding 
whether· he should purchase shares in the company or refra in from doing 
so. The following are examples of misrepresentation of material facts to 
the contract of taking shares: (a) the prospectus stating that Band M, two 
leading businessmen of repute have agreed to become directors of the 
company, when they had only expressed their willingness to help the 
comapny;12 (b) the prospectus stating that directors and their friends have 
subscribed a large protion of the capital of the company and that they 
now offer the remaining shares to the public, whereas the fact was that 
they had only subscribed ten shares each; " and (c) a prospectus stating 
that the proceeds o f issue of debentures were to be utilised for improving 
and developing the business, whereas the real object of issuing 
debentures was to payoff past liabilities" 

In all these cases the aggrieved party was entitled to rescind the 
contract. 

(iv) ~ aggrieved party must have relied upon the prosjlect,us while 
app lying for ShareS) He must have taken shares directly from the 
company. A purchaser of shares in the open market has no remedy 
against the company or promoters though he might have bought on the 
fai th of misrepresentation in the prospectus.'" 

" Even when a person purchases shares from the company on the basis 
of a mislead ing prospectus and sells them in the market and then 
repurchases them he will not have any right to rescind the contract." " 
~ (I') The aggrieved party must exercise the right to rescind the contract 

within a reasonable time of becoming aware of a misstatement in the 
prospect us and before the company goes in to liquidation. \6 

Loss o[riglztlO rescind tlze contract. (i) I f the subscriber affirms his con
tract for purchase of shares after becoming aware of misrepresenta tion in 
the prospectus, he ca nnot afterwards rescind the contract. Nfirmation 
will be deemed to have laken place in the following cases: (a) where he 
receives dividend or pays ca lls; " (b) where he attends and vo tes at general 
meetings;" and (c) where he executes a transfer of his shares. " But a 

I1Karberg 's Case, Re Metropolitan Coal ColtSwners' Associmion; ( 1892) 3 Ch. 1. 
" Handerson v. L acon ( 1867) 5 Eg. 249. 
l'Edington v. Fitzm aurice ( 1885) 29 Ch. D. 459. 
" ' Peek I '. Gllmey (1870) L.R. 6 1l.L. 377. 
15Croom's Case 16 Eq. 43 1. 
I(.Shiromnni Sligar /\lfil/.s Ltd. I ', Debi Prasad AI.R. ( 1950) All. 508. 
"Scholey I '. Centml Rail",,,y ( 1868) LR. 9 Eg. 266; Re Dllnlop Tl1Iffmtlt Cycle, 

Co. ( 1896) 66 LJ. Ch. 25. 
" Slwrpley I '. Lowh Etc. Co. ( 1876) 2 Ch. D. 661 
" Crawley's Case ( 1869) L.R. 4 Ch. App. 322. 
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Iransfer of part of shares before discovery o f misrepresentalion does not 
affecI his right as to Ihe rest.'" 

(ii) The right to rescind the contracI is also lost if the subscriber does 
not start the proceedings within a reasonable lime after he has come to 
know the misrepresentations in Ihe prospeclus" In one case even a lapse 
of fifteen days afler he became aware of an untrue statement in the 
prospectus deprived the shareholder of his righl to rescind the contract." 

(iii) The right to rescind is also lost on the commencement of winding 
up of Ihe company. However, if a subscriber has slarted active 
proceedings for the rescission of the contract before the commencement 
of winding up, the case would be different. 
@lDam~ges for fraud.Jdnder this right the subscriber can recover 

damages IIDm_Ihe-eon1f>any bUI it shall be necessary to es tabl.ish that 
there is fraudulent misrepresenta tion in Ihe prospectus. If the aggrieved 
shareholder can prove iI , he ca n cla im full compensation for Ihe loss 
suslained by him as a result of fraudulent statement in Ihe prospectus. 
" To support an act ion for deceit, fraud must be proved and noth ing less 
Ihan fraud will do. Fraud is proved when it is shown that a false sta lement 
has been made (a) knowingly; or (b) without belief in its trulh; or (e) 
reckleSs y, ca relessly wnether it be fa lse or true."" 

The fraudulent statement must be relea ted to facls which were 
malerial 10 the conlract of purchasing shares and the aggrieved party 
must have actua lly rel ied on Ihe miss latements and laken shares direclly 
from Ihe company. 

It may be noted here that for the righl of rescission o f contracl . mis
slalemenl in Ihe prospeclus was sufficienl even if made innocenl ly bUI for 
claiming damages for fraud, it must be established that a miss tatement 
was made fraudu lently or knowingly. A director will not be liable in 
damages for a false slatement in Ihe prospectus, if he honesl ly believed 
il to be Irue, Ihough there was no reasonab le grou nd for the belier. " 

II may further be nOled Ihat the r ight to claim damages may be 
exercised either against the company or aga inst the di rectors or 
promolers or o lhers who authorised the iss ue o f a prospcctus. If Ihe 
action is directed aga insl Ihe directOrs or promoters, the subscri ber need 
nOI rescind Ihe contract. Generally act ions for damages against the 
company are rare. 

I f a shareholder wanlS 10 take action for damages aga inst the company, 

"'Re M01lll/ Morgan Etc. Ltd. ( 1887) 56 L.T. 622. 
" Shiromalli Sligar Mills Ud. \'. Debi 17asad AI.R. ( t950) All. 508. 
Z!J<e Scoltish Perro/eum Co. 23 Ch. D. 413. 
'-'De"). v. Peek ( 1889) 14 AC. 337. 
" De")· ... Peek ( 1889) 14 AC. 337. 
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he must rescind the contract. He ca nnot sue the company for damages 
while he remains a shareholder." 
Ji'Remedies against directors, promoters and experts. The following 

persons shall be liable to pay compensation to every person who 
subscribes for shares or debentures on the faith of the prospectus for any 
loss or damage he may have sustained by reason of an untrue statement 
therein: (a) every person who is a director of a company at the time of 
the issue of prospectus; (b) every person who has authorised himself to 
be named and is named in the prospectus either as a director or as having 
agreed to become a director; (c) every person who is a promoter of the 
company; and (d) every person who has authorised the issue of the 
prospectus. Experts will be covered under this clause only in respect of 
their untrue statements. 

The liability of the above-men tioned persons may be studied under the 
folloylfng heads: l ( , ,', , ~ 

JM Damages for misrepresentation under Section ~ U nder this 
section, once the statement in the prospectus is proved to be untrue the 
directors or the promoters are liable to compensate the allonees who 
took shares on the faith of the prospectus and sustained damages. The 
subscriber need not prove fraud to claim compensat ion. Section 62 thus 
removes the hardship caused by the decision of Derry v. Peek. 26 

. Defences available to directors, etc. No person shall be liable under ihis 
section, if he proves: . 

(i) that, having consented to become a director, he withdrew his 
consent before the issue of prospectus and that it was issued without his 
authority; or . 

(ii) that the prospectus was iss ued without his knowledge or consent 
and that on becoming aware of its issue, he immed iately gave reasonable 
public notice to that effect; or 

(iii) that after the issue of the prospectus and before allotment, he, on 
becoming aware of any untrue statement in it, withdrew his consent to 
the prospectus and gave reasonable public notice of the withdrawal and 
his reasons for doing so; or 

(iv) that he had reasonab le ground to believe and did up to the time 
of the allotment of shares or debentures, as the case may be, believe that 
the statement was true; or 

(v) that the sta tement was a correct and fair representation of the 
statement made by an experl and he had reasonable ground to believe 
and did up to the time of the issue of the prospectus believe, that the 

" Hol/lt/swort" v. City Glasgow Bank ( 1880) 5 AC. 317. 
26(1889) 14 A.C. 337. 
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person ma king the statemen t was competent to make it and that the 
expert had given his consent requ i red under the Act and had no t 
withdrawn that consent before delivery of a copy of the prospectus fo r 
registra tion or to the defendant's knowledge, before allotment; or 

(vi) that if the statement is a copy of or extract from an o fficial 
document or is made by an officia l person, it was a correct and fa ir copy 
of the document or a fair rep resentation of the statement. [Sec. 62(2)J 

Defences available to an experr. It has already been noted that an expert 
may also be held li able under this section in respect of an untrue 
statement, if any, purporting to be made by him as an expert. However, 
such an expert shall not be liable i f he proves: (a) that, having consented 
to the iss ue of the prospectus, he withd rew his consent in wri ting before 
delivery of a copy of the prospectus for registration; or (b) that, after 
delivery of a copy o f the prospectus for registration and before allotment 
thereunder, he, on becoming awa re of the untrue statement, wi thdrew his 
consent in writ ing and gave reasonable public notice of the withdrawal 
and of the reasons therefo r; or (c) th at, he was competent to make the 
statement and that he had reasonable ground to believe, and did up to 
the time of allotment of shares of deben tures, believe, that the statement 
was true. [Sec. 62(3)J 

Measure of damages. The measure of damages is the loss su ffered by 
reason of the fa lse statement, that is to say, the difference between the 
va lue which the shares would have had i f the company had possessed the 
advantages stated in the prospectus (but not exceeding the price paid) 
and the true va lue of the shares at the time of allotment in the 
circumstances which in fact cxistedY 

Righi of indemnity. Every such director or expert who has escaped 
liabil ity on the above grounds is en tit led to be indemnified by other 
directors or experts who continue to be liable aga inst all damages, costs 
and expenses which he may incur in defending himself against any legal 
proceedings brounght against him. [Sec. 62(4)J 

Righi of contribution. If any subscriber realises any damages from any 
director or offi cer of the company fo r un true statement in the prospectus, 
the directors and offi cers who authorised the iss ue of untrue prospectus 
shall contribute and pay their share of da!)!ages to the di rector who has 
made ) he payment." . A 'l,~ ll\ '\ 
" JB) Damages under Section ,t;:Y§ection 56 provides that the 
prospectus shall set out the particulars as required by Schedule II of the 
Act. However, if it omi ts certain items, it shall have the following 

" McConnel v. Wright (1903) 1 Ch. 546; Clark \'. Urquhan (1930) A.c. 28. 
28Gerson v. Simpson (1903) 2 K.13. 197. 
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consequences: 
(i) Persons responsible for the issue of the prospectus shall be liable 

to a fine which may extend to five thousand rupees. 
(ii) The subscriber will also be ent i tled to recover damages from 

persons responsible for the issue of the prospectus if he ca n show that (0) 
he would no t have purchased shares if there had been no such omissions; 
and (b ) he has actually susta ined a loss. 

I! is important to note that this section does not entitle the share
holder to rescind the contract to take shares by reason merely of the 
omission of any of the facts required to ~e disclosed by this section. 
However, if the omission amounts to fraud or misrepresentation, the 
contract may also be rescinded.'" 

However, a director or any o ther person sued under this section shall 
nO! be liable, i f (0) he proves that he had no knowledge of any maller not 
disclosed; or (b) he proves that the non-compliance or contravention 
arose from an honest mistake o f fact; or (c) in the opinion of the court, . 
the maller nO! disclosed was immaterial; or (d) that the non-compliance 
or contravention ought to be excused with regard to all the circumstances 

~
.t!1e case. (Sec. 56(4)J 
(C) Damages for fraud under general law. U nder this right the 

su criber can recover damages from all or any of the persons responsible 
fo r the issue of the prospectus but it shall be necessary to establish that 
there is fra udulent misrepresentation in the same. If the aggrieved 
shareholder can prove this, he can claim full compensation for the loss 
sustained by him as a result of fraudulent statement in the prospectus. 
Not only this, the aggrieved shareholder must prove that the fraudulent 
statement was made in respect of facts material to the contract of 
purchasing shares and that he actually relied on the misstatement and 
was actually deceived. It is also essential that he must have taken shares 
directly from the company and not on the open market. 

It has al ready been pointed out that this right is an elective one and 
that the shareholder may bring action against the company for damages 
and not against the directors or prompters. Generally action is brought 
aga inst di rectors or promoters because in th is case he need not rescind 
the contract. 

T his remedy is of considerable significance as i t is open even where the 
right of rescission is los t either through laches or negligence aga iry;t the 
c?mpJI'Y and even where the company goes into liquidat ion. t~ \0 
"'fI5) Criminal liability for misstatement in a prospectus. Section ;iS' 

provides that where a prospectus contains any un true sta tement, every 

"Shiromani Sligar Mills ". Debi Prasad A I.R. ( 1950) All. 508. 
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person who authorised the issue of the prospectus shall be punishable 
with imprisonment for a term which may extend to two years or with a 
fine which may extend 10 five thousand rupees, or with both. However, he 
will not be liable if he can prove that: (0) the statement was immaterial ; 
o r (b) he had reasonable ground 10 believe, and did believe up 10 the time 
of the issue of the prospectus that the statement was true. 

An expen, an audilOr, legal adviser, allorney, solicitor, banker or 
broker shall not be deemed to have authorised the issue of a prospectus 
by merely giving his consent (a) for inclusion of statement made by him 
as an expen or (b) to act in any of the above capacities. These persons are 
not liable for untrue statement in the prospectus unless their own 
statement is incorrect. 

Under Section 68, any person guilty of fraudulently inducing persons 
to invest money shall be punishable with imprisonment for a term which 
may extend to five years or with a fine which may extend 10 ten thousand : .. 
rupees, or with both. This section allempts at preventing frauds in , 
connection with obtaining capital from the public. 

QUESTIONS 

1. Define a prospectus. Explain its contents. What are the provisons of the Act 
regarding the issue of a prospectus? 

2. What is a prospectus? Explain ilS contents. [Kerala, B. Com, 1973) 
3. What is a prospectus? When should a statement in lieu of prospectus be 

issued? Do you notice any substantial difference between a prospectus and a 
statement in lieu of a prospectus? [Company Secretary (Inter), April 1962) 

4. Define a prospectus. Discuss the liability of a company for untrue statements 
in its prospectus. [Delhi B. Com (HOIlS.), 1978) 

5. State the importance of a prospectus. Discuss the consequences of 
misstatements in a prospectus. [Delhi B. Com (Hons.), 1971, 76) 

6. Define 'Prospectus'. What are the remedies open to an allottee who has 
subscribed for the shares on the faith of a false and misleading prospectus? 

[Delh~ B. Com. (Hans.), 1988) 
7. State the remedies available to a person who has been induced to take shares 

by mis-statement in a prospectus, specifying the conditions under which and the 
persons against whom such remedies are available. 

[Delhi, M. Com .. 1976) 
S. What is a prospectus? Discuss the consequences of mis-statements in a 

prospectus. IAllahabad, B. Com. (Part 1/) 1978) 
9. Explain the civil and criminal liabilities for mis-statements in prospectus. Who 

are liable for such mis·statemenlS? [Company Secretary (Fino/), Oct. 1974) 
IO. Who is deemed to be an expert in relation to the prospectus of a company? 

What conditons must be satisfied before a report by an expert can be published 
therein? Is there any remedy available to the allottee of the shares who has been 
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induced (Q lake shares on the faith of an 
prospectus? 

Company Law 

untrue statement of an expert in the 
[/.CW.A., Dec. 19731 

PRACTICAL PROBLEMS 

1. A -:ompany issued a prospectus contain ing mis·statements on which action 
CQuld be laken against the company. Ram purchased shares in the market relying 
on the prospectus and filed a suit against the company for damages for mis
statements. Wi ll he succeed? [Delhi 8. Co" ,-, (/-/ons.), 19761 

2. A deceitful proSPCCIUS containing an untrue statement was issued by the 
defendant m behalf of a company. The plaintiff received a copy of it but did not 
take any shares originally in the company. The allotment was completed and several 
months afterwards the plaintiff bought 200 shares in the open market. The plaintiff 
sues the defendant for rescission on the ground of untrue statement in the 
prospectus. Decide stating reasons. [C.A. (Inter), May 1977J 

J. A applies for some shares on the basis of a prospectus which contains a mis· 
statement and the shares are alloned loA, who thereafter transfers them to B. Can 
Jj bring an action for rescission on the ground o f mis-statement. 

- [Ddh i M. Com., 19621 
4. In a prospectus issued by the managing director of a company it was sta ted 

that the company had paid dividend every year during 1921-27 (years of 
depression), thus implying that the company had been prospering. As a matter of 
faci the company had sustained loss during the relevant pcrioo and had paid in 
dividends only oul of reserves accumulated in the pas!. Can this observmion be 
construed as a mis-statement so as to render the· maHer criminally liable and if so, 
on what ground? If not, why not? [C.A., May 1967J 

S. A had applied for shares in a company on the basis of a prospectus containing 
the name of several persons as directors. Before the allotment took place, sorl1e of 
the directors had ret ired. The plaintiff files a suit against the company for rescission 
on the ground of mis-statement in the prospectus. Will he succeed? 

6. Printed in rcd ink on the cover of a prospectus was Ihe following statement, 
"the managing agents wi th thei r fricnds, prommers and directors have already 
promised to subscribe shares wortr. six lakh rupees," But these persons took sharcs 
much less than those stated. A pu rchased shares from the company relying on the 
above statement. Can A rescind the contract? 

7. A compnny issued i:l prospectus con taining a statement that company's fully 
paid shares will be offered at half of their nominal price. Later on the company 
refused to offer the stated discount 10 81101lees. Would the above statement 
amount to mis-statement in the prospectus and entitle the a1l0l(ees to rescind the 
contract? 

8. A applies for somc shares on the basis of a prospectus which con tains some 
mis-statement. The shares are allolled to him, who afterwards transfers them 10 B 
and then re -purchases the same shares from B after sometime and gets them 
registered in his name. Can A br ing an action for a rescission on the ground of mis-
statement? ' 
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SHARES 

doTMENT OF SHARES 

THE prospectus is an invitation to the public to purchase shares. Persons 
intending to purchase shares have to apply in a form prescribed in the 
prospectus for the purpose. The application for sha res by intending 
shareholders is an offer for the purchase of shares and, when accepted by 
the company, is known as an allotment of shares. When the directors 
have made an allotment to a articular erson, he becomes a shareholder 
'of the com an .( A110tment is thus an appropriation by t e board of 
directors of a ccr ain number of shares to a specified person in response 
to his application. In Nicol 's case it was held that an allotment is 
generally neither more nor less than the acceptance by the company of 
the offer to take shares.' 

A valid allotment must be in accordance with provisions of the 
Companies Act, 1956 and the Indian Contract Act, 1972 relating to 
acceptance of offers. 

Provisions of the Companies Act 
Let us first study the provisions of the Companies Act, 1956 regarding 

the allotment of shares by public companies. 
( 1) Registration and issue of prospectus. Where a public company 

offers shares and debentures to the public for subcription, a copy of 
prospectus must be duly filed with the Registrar for registration. 
Registration mUSt be made on or before the date of publicat ion of the 
prospectus. The prospectus must be issued within ninety days of its 
registra tion. (Sec. 60) 

(2) Minimum subscription. 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 subscription has been subscribed and the 
sum payable on app lication on such subscribed share capital has been 

'( 1885) 29 Ch. D. 421. 
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reeei\'Cd ill cash. ISec. 69( 1)1 
As per SES I Guidel in es for Disclosure an d Inn;stor Pro tecti on, <l 

company Jllaking any public isslie of shares or debentures Illust rccci\"c a 
minimum of ~() per ce nt subscription against the elltire issue berore 
Ill:lking (1 11 allotment of shares or deben tures to the public. 

The object of thi s prodsion is to ensure lhal the COlllpi1 IlY has at least 
the minimulll amount needed to conduct ils bus iness smoo thl y. in the 
words of Gower: "Obj ect of these pro\'isions is to prevcllt the co mpany 
getting under way ulltil it has rai sed the capital needed to carry out the 
objects in whi ch it has im'ited the public to participate," l 

(3) Allpli cation mone)". The amount payable 0 11 applicati on (111 each 
share sha ll not be less than (i\'c per cent of the nomi nal amOllllt of the 
' harc. ISec.69(3)] 

Ii has bccn held that the directors will be guilty of mi sfea sa nce if 
they proposed to all ot shares without ha ving received the app li cati on 
Illon ey.~ 

(4) Mone~·s to he deposited in a scheduled bank. All moncys rc
ceiyed from applicants for shares shall be deposited alld kept deposited in 
a schedu led bank (a) until UIC cel1ifi catc to COlllmence busi ness is ob
ta ined: or /b) where Stich a certificate has been obtained, until the entire 
~mollnt payable on appli cation for shares in respect of minimum subscrip
tion has been received by the company. ISec. 69(4)1 

(5) Refund to application money in specific cases. If the minimum 
subscriptions is not r?ised within one hundred and twenty days of the 
;o,;;slIe of the prospectus. all moneys reeeh'ed fro m app li cants of shares 
"hlill be forthwith repaid to the,ll \\,iUlOUt interest. [f any sllch money is 
not so repaid within one hundred and thirty days after the issue of ule 
prospectus, the directors of the compa ny shall be joint ly and severally 
li~ble to repay that mone!' with interest at the rate of six per cent per 
alUlUm from the expiry of the hundred and thinietJ1 day. ISec. 69(5)] 

As per SEB I Gu idelines for Disclosure and Investor Protection, if a 
company docs not receivc minimum subscription of 90 per cent of the 
issued amount, including de\'olvcment of underwriters wiulin 60 days from 
the dtltc of closure of the issue. the co mpany shall forthwiul refund th e 
entire sub'scripti on tll110unt rccch·ed. For any delay beyond 78 days, if any 
ill refund of such subscription. U\C co mpany shall pay interest at the rate 
of 15 per ccnt per annum. 

(6) Opening of suhscd)ltion list. No allotment can be made until the 
beginning of ~le liftJ, day after lhe publication of the prospectus or such 
later time as may be prescribed fo r the purpose in the prospectus. Thi s is 
known as tho time of openi ng of the subscription list. The liftJ, day is 

"1 L .C.S. Gower. Prillciples of l\1odern Company Law, London, Stevens 
and Sons, 1969 (3 rd Edn.). p. 300. 
' Indian Slale Bank LId. v. Kal/lI'ar Sardar Singh, A.I.R. ( 19H) Al l. 855. 
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LO be counted from the day when the prospectus was published in a 
newspaper or was otherwise notified to the public. The object of this 
section is LO provide sufficient time to the public LO go through the 
prospectus and digest its contents before deciding LO invest money in the 
company. [Sec. 72(1)(2)J 

The validity of an allotment shall not affected by any contravention of 
the above rules but in that event, th e company and every officer of the 
company who is in default shall be punishable with a fine which may 
extend to five thousand rupees. [Sec. 72(3)] 

It may be notcd here that t'he Companies Act is silen t abou t the time 
for which the subscription list must be kept open. Ordinarily, the 
company may keep the subscription list open for any length of time. But 
in the case of quoted shares, the subscription list must be kept open for 
at least three days under the rules of recognised stock exchanges. 

Further an app licat ion for shares is not revocable until the end of the 
fifth day from th e opening of the subscription list. [Sec. 72(5)] 

(7) Statement in lieu of a prospectus to be delivered to the Registrar. 
A company wi th a share capital which has not issued a prospectus, shall 
not allot any of its' shares or debentures unless a statement in lieu of 
prospectus has been filed wnh the Registrar at least three days before the 
first allotment of either shares or debentures. This is not applicable to a 
private company. (Sec. 70) 

(8) Compulsory listing of all public issues. Section 73, as amended by 
the Amendment Act of 1988, provides that every company intending LO 
offer shares or debentures LO the public by the issue of a prospectus has 
LO make an appl icat ion LO one or more of the recognised stock exchill1ges 
for permission for the shares or debentures to be dealt with in the stock 
exchange or each such stock exchange. Prior to this amendment, applica
tion to a stock exchange was optional with the company. It is further 
provided that the prospectus shall specify the name o f the stock exchange 
or, as the case may be, each such stock exchange where an application has 
been made for permiss ion. Any allotmen t made in pursuance of such a 
prospectus shall be void if any such stock eXChange does not grant its 
permission within ten weeks from the closing of the subscript ion list. 

The company has the right to make an appea l against the decision of 
any recognised stock eXChange refusing permission for sha res or 
debentures to be dea lt in on that sLOck exchange under Section 22 of th e 
Securities Contracts (RegUlation) Act, 1956. Where the appeal has been 
preferred as above, such allotment shall not become void until l he 
dismissa l o f the appeal. [Sec. 73( 1) ] 

Where the permission has not been applied for, o r it is not granted as 
afo resa id, the company sha ll forthwith repay all moneys received from 
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"ppliC:tnls. If any such money is nOI repaid wilh in eight days afl er Ihe 
comp'tny becomes liable (0 pay iI, Ihe company and every direclOr of Ihe 
compa ny wh o is an offcer in defa ull sha ll be j oinlly and severally liable 
(() re pay il wi lh inleres t al Ihe ralC of four perceOl 10 fifteen per cenl per 
annum, dependi ng upon Ihe period of delay in making the repaymeOl o f 
such money from Ihe expiry o f eighlh day. ISec. 73(2) ] 

Where permiss ion has been granled by the recognised stock exchange 
or slOck eXChanges and the issue is oversubscri bed, Ihe company shall 
forthwilh repay the excess appl ical ion moneys standing 10 the credit of 
allo llees afler adjust ment aga insl allolmeOl moneys due from them. If 
anv such money is not repaid within eight days from the completion of 
Ihe allo tmem, the company and its direclOrs shall be liable to repay it 
wi th interest as stated above. ISec. 73(2-A)] 

It may be noted here that the above res trictions are not applicable 10 

a pr ivate company. 

Genera l Provisions 
Let us now study the general principles of law of contract relat ing to 

allo tment of shares. 
(1 ) Allotment must be in accordance with the provisions of the 

articles. Genera lly allo tment is made by a resolution o f the board of 
direClors. However, power may be delegated to someone else if the 
arti cles provide for it. Where allo tm ent was made by the genera l manager 
under improper delegation by the direclors, it was held 10 be void.' But 
where Ihe articles included a delega tion clause, the allo tment by 
secretaries and treasurers was rcgula r. ~ 

(2) Allotment must be communicated. It was pointed out in Pel/nt 's 
case that there must be a response by the company, without which there 
is no contract' A mere entry in th e name of applicant on the register of 
members is not sufficient for the purpose.' T he allotment may be 
communicated to the applica nt ei ther in wri ting o r verbally or by 
con tract/ Generally no ti ce o f allotment is given by post and in such case 
the co ntract is co mplete when th e letter is pus ted even though it 1:; never 
reccivcd.9 

-'Bank of Pes"au'ar LId. v. A1odllo Ram, AI.R. 19 19 L1h. 35 1. 
sPllsarala Sonyasi ami Olhers v. G ,IIWlr COllon, ll/lc and Paper Mills Co., A I.P. . 

t9t 5 Mad. 325. 
'( (867) LR. 2 Ch. App. 527. 
7Uadhes/w/1l \'. Prabh D(lyal, A.L R. 1936 Lah. 16. 
'GIIIIII'S Case (t81)7) LR. 3 Ch. App. 40. 
9/_/0IlSclto/d Fire fn surance Co. \'. Grant (1879) 4 Ex. D. 216; Bllmer v. Moore 

( 1904) 1 Ch. 305. 
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(3) Allotment must be made within reasonable time. Otherwise the 
offer to lake sha res lapses and Ihe applicanl can rcfuse 10 aecepl Ihem. 
il may be nOled here Iha l in a number of decided cases, an interval of 
aboul six monlhs o r more belween applicalion and a llo lmenl was held to 
be unreasonable and Iherefore Ihe applicant was nOI bound 10 accepl 
shares. 10 

(4) Allotment must be absolute and unconditional. Somelimes Ihe 
application fo r shares may be conditional, i.e., sUbjecI to a cond ition 
precedent. If the conditions are not satisfied the applica nt is ent itled to 
repudiale Ihe shares even tho ugh allolment has been made to him ll 

Thus where a person applied for 400 sha res on Ihe condil ion thaI he 
would be appointed cashier in Ihe company, il was held Ihat he was nOI 
bound by Ihe allo lment until he was appo inled cash ier. ll 

But the applicanl must reject Ihe shares immediale ly when Ihe shares 
have been allolled 10 him withou t his condilion being fulfill ed. Thus 
where the applicanl accepled or pledged his shares, he losl his righl to 
insist on the condition.13 

H owever, Ihe pos ilion will be d,ffe renl in case of an application wilh 
collaleral agreement or a condi tio n subsequent. In such a case Ihe 
app lica nt will be deemed 10 have agreed absolulely 10 beco me a member, 
wilh only a righl to enforce (if va lid) Ihe collaleral agreement or 
cond ilion subsequenl againsl the company.'" 

Thus where an applica nt was allolled cellain shares in a company on 
the cond ilion Ihal he would pay for Ihem o nly wh ell Ihe compa ny paid 
dividends, it was held Ihal he was bound by Ihe a llolment even Ihough Ihe 
company wenl inlo Iiquidal io n before paying any dividend. " 

Irregular Allotment 
An allolmenl is irregu lar (a) when il has been made by a public 

compa ny which has iss ued a prospeclus wi tho ul receiving al lGas l fi ve per 
cent of the nominal va lue of shares as application money or without 
receiving Ihe minimum subscriplion o r withoul depos il ing Ihe app li
cat io n mo ney in a sched uled bank; and (b) when il has been made by a 

iOlndiafl Co-opera/;I'e N(l\'igation and Trading Co. Ltd. v. Padamsey Premjil 
(1933) 36 Bombay L.l(. 32; RlIlllsgnre Victoria HOle! ". Monreflore ( 1866) LX 1, 
Ex. 109; Ramla/sao GII{JW 1'. M.E.R. A,lalak, A I. R. 1989 Nag. 225 . 

l1Rager 's Casenntf flO/Tison's Case ( 1868) L.R. 3 Ch.l\pp. G33;Simpsoll's Cnse 
(1869) 4 Ch . Apr. 184. 

lZRllmanbhai v. GllOSi Uam (1918) 42 Born. I.L.R. 595. 
Dflargopa/ \'. People's Bank of Northern India Lui. A. I.R. 1935 ulh. 691. 
"L'Ikillgtoll's C(lse (1876) L.R. 2 Ch. App. 511. 
15A/ofi/a1 Clrulli/a1 \', Tlwkorlal ( 1912) 14 130m. I..R . 648. 
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public company which has no t iss ued any prospectus without filing a 
statement in lieu of prospectus at least three days before the first 
allo tment o f shares. 

ElTects of irregular allotment. The effects of irregular allo tment arc 
s ta ted below: 

( I ) Allotmellt voidable. An irregular allo tment is voidable at the opt ion 
o f the app lica nt wi thin two months of the statulOry meeting of the 
company or in case where the company is no t requ ired lO hold a staw lOry 
meeting or where the allotment is made after holding such a meeting, 
within two months of the date of the allotment. [Sec. 71(1)[ 

The allollee must inform the company that he avoids the allotment 
wi thin twO months. It is not necessary that the allollee should commence 
lega l proceedings within th e sa id period provided he has given notice of 
avo idance within tw,? months. But legal proceedings should be reasonably 
prompt thereafter if they are lO be brought. " 

If the applica nt takes steps fo r avoiding the allotment within this 
period, it does not mailer that winding up proceed ing has intervened 
during this period1

' 

(2) Suit for compensation agaillst directors. If any direclOr of a company 
knowin gly contravenes or wilfully authorises or permits the contra
vention of any of the rules for valid allotment of shares as discussed 
above, he shall be laible to compensate the company and alia lice res
pectively fo r any loss, damages or cos ts which the company or the allollee 
may have sustained or incurred thereby. The suit for compensation must 
be brought within two years of the date of allotment. 

(3) Fin e. All directors who arc knowingly responsible for the default 
sha ll be punishable with fine. [Sect ion 69(4) and 70(4) [ 

Return As to Allotment 
Whenever a company with a share capital makes any allotmen t o f its 

shares, it must file with the Registra r a return as to allotment within 
thiny days of the allotment of shares. The return must contain the 
following panicu lars: 

(i) The number and nominal amount of shares allolled, the names, 
add resses and occupa tions of the allollees and the amount paid or due 
and payable on each share. 

(i i ) In case the shares (not being bonus shares) are allolled as fully or 
part ly paid-Up for consid tion ot her than in cash, the original COntract 
const itut ing the tille of t JIlOllee lO the allo tment must be produced to 

161?e National MOlor 1\1(1 " Coach Co. (1908) 2 Ch. 228. 
17ntanche Fonseca v. Jupiler Airways Ltd., ALR. ( 1953) Born. 417. 
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the Registrar o f Co mpa nies for inspection and examination. Such 
contract must be duly sta mped. The company shall file with the Registrar 
copies verifred the prescribed manner of all such contracts and a return 
s ta ting the number and nominal amount of shares so allotted, the extent 
to which they are to be treated as paid up and the consideration fo r which 
they have been allo tted. 

(iii) In the case of bonus shares, a return s tat ing the number and 
nominal amount of shares comprised in the allotment, and the names, 
add resses and occupations of allottees and a copy of the resolution 
au tho rising the issue of such shares shall be filed. 

(iv) When the shares have been issued at a discount, the return must 
include a copy of the resolutio n passed by the company authorising such 
issue together with a copy of the order of the Company Law Board 
sa nctio ning the issue, and where the maximum rate of discount exceeds 
ten per cent, a copy of the order of the Central Government permitting 
the issue at the highe r percentage. 

Default. If default is made in complying with this section, every officer 
of the company who,is in default shall be punishable with a fine which 
may extend to five hundred rupees for every day that the default 
countries. 

No return for reissue of forfeited shares. No re turn as to allotment shall 
be filed for the reissue o f forfeited shares since reissue of fo refeited 
shares does not amo unt to a llo tment. Similarly, in case of allotment of 
debentures no such return is to be filled . (Sec. 75) 

It has been held that the Registrar has no power to refuse to register 
a return of allotment on the ground that some of the shares have been 
a llo tted to a minor" 

Issue of Shares at a Discount 
Section 79 of the Companies Act lays down that a company may issue 

sha res at a discount, if the following conditio ns are satisfied: 
(i) The issue of shares at a discount must be of a class of shares already 

issued. 
(ii) At least one yea r should have elapsed at the the date of issue from 

the date o f commencement of business by the company. 
(iii) The iss ue is autho rised by a resolution in the general meeting, 

which must state the maximum rate of discount. 
(iv) It is sanctioned by the Company Law Board. 
(v) Shares are issued wi thin two months of the date o n which the issue 

is sanctioned by the Compa ny Law Board or within such extended ti me 

ISCo/canda IndlHtries v. I?egislrar of Companies, ALR. (1968), Delhi 170. 
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as the Company Law Board may allow. 
(vi) The resolutio n must specify the rate of discount which must n OI exceed 

ten per ccnt, except wi th the approval of the Company Law Board. 
Where a company issues shares at a discount In contravention of the above 

conditions, the allottces who have been put all (he regis ter of members become 
bound to pay the full va lue o f thei r shares. I') 
Issues of Sweat Equity Shares 

The expression "sweat equity shares" means equity shares issued by acompany 
to its employees or di rccLOrs at a discount or for consideration other than cash 
for providing know- how or making available rights in the nature of intellec tual 
property rights or value addit ions, by whatever name called. The shares should 
be o f a class of shares already issued and the issue should be authorised by a 
special reso lu tion. The resolution should spec ify the number of shares. thei r 
current market price, considerations, if any and the class or classes of directors 
or employees to whom such sweat equity shares are to be issued. At leas t one 
year must have elapsed between the date of commencement of business by the 
company and the date of such issue. Further, such shares shall be issued in 
accordance with regulations made by SEBI. All the limita tions, restrictions and 
provisions relating to equity shares will be applicable to them. [Sec. 79-A 
inserted by the Companies (Amendment) Act, 1999J 
Issues of Shans a t a Premium 

Section 78 of the Companies Act empowers a company to issue 'shares at a 
prem ium, i.e., at a price higher than the face va lue of shares. The total premium 
amount shall be transferred to the "Share Premium Account"' and the provisions 
of the Act relat ing to reduction of cap ital shall also apply to this account. 
However, the share premium may be uti lized for the foll owing purposes: 

(i) to issue fu lly paid bonus shares to members: 
( ii) to write off preliminary expenscs of the company; 
( iii ) to write off expenses or com missions paid or discounts allowed on an 

issue o f shares or debentures; and 
(iv) to provide for the premium payable on redemption of any redeemable 

preference shares or deben tures. 
Even whe n the shares are issued at a premium for consideration othe r than 

cash, a sum equal 10 the amount of the premium mu::.l be transferred to the share 
premium account. :!O 

Underwriting Commission and Brokerage 
An underwriting agreement is an agreemen t between the company and 

an individ ual. a firm or an institution, known as an underwriter. whe reby 
the lalLer agrees to take up the whole or part of the shares which may not 
be subscr ibed by the pubi c In co nsiderati on o f a comm ission. Thus we 

J9 Ooregllm Gold Milling CO. I'. Roper (I 882) A .C. 125. 

:w Head (Henry) & Co. Ltd. v. Rapher (1 95 1) 2 All . E.R . 994. 
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ca n say that the objec t of an underwriting agreement is to prevent the 
failure o f an iss ue of shares. It is in the nature of an insurance against 
risk. An underwriting agreement is en forceable against executors o f 
deceased underwriter.21 

Conditions for payment of commission. U nder Section 76, a company 
may pay a commission to any person in consideration of (a) his 
subscr ibing or agreeing to subscri be; or (b) his procuring or agreeing to 
procure subscrip l ion for any shares or debentures of a company sUbject 
to the following conditions: 

(i) The payment of the commiss ion is authorised by the articles of the 
company. 

(ii) The rate of commission does not exceed five per cent of the price 
at which shares arc issued or the rate authorised by the articles, 
whichever is less. In the case of debentures, it shall not exceed two and 
a half per cen t of the price at which debentures are issued or th e rate 
authorised by the articles, whichever is less. 

(iii) The ral e per cent of the commission must be disclosed in the 
prospectus or i n the statement in l ieu of prospectus. 

(iv) The number of shares or debentures which has been underwritten 
OlUSt be indica ted in the prospectus. 

(v) A copy o f the contract for the paYl,lent of commission is delivered 
to the Registrar along with the prospccluS or the statement in l ieu of 
prospectus. 

It musl be noted here that no comm ission shall be paid by th e 
company in respect o f shares or debentures which are not o ffered to the 
public fo r sub,crip tion. 

Payment of brokerage. It may be staled that Section 76 docs not in any 
way affect the power of any company to pay lawfu l brokerage. Lawful 
brokerage means reasonab le brokerage payable to a person carrying on 
the business o f a broker and not to a person who has cas ually induced 
others to subscribeY· 

Default. If any default is made in complying with the provisions of 
Section 76, the company and every officer of the company who is in 
defau lt shall be punishable with five which may extend to five hund red 
rupees. 

A share certifi ca te is a certificate issued by the company under its 

!l Wamer Engineering Co. \ .. Bennafl ( 1913) 30 TLR. 191. 
llAlldrene \'. Zinc Alines of Great Britain /.td .. ( 1918) 2 K.B. 45·t 
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common seal, specirying Ihe number or shares held by any member and 
Ihe amounl l.a id on each y~a rel'-II is prima f acie evidence or the li t le or 
Ihe memQer to such shares. A share certi rica te is a decla ration by the 
'company Ihal Ihe· persOiiln \, hose name Ihe cen inca le is macteoout and 
10 whom it is given, is a shareholder in Ihe company l nd Ihe certirica l e 
is given by Ihe company wilh Iho intenlion Ihat irih'a ll be used by Ihe 
person 10 whom i l is given and aCled upon in the sa le and transrer or 
sharesY 

Every person whose name is en lered as a member in Ihe register or 
members shall be emi l :ed 10 receive one certiri ca te ro r all his shares 
wilhout payment. Ir he requires more Ihan one certi rica le ror his shares, 
he will pay one rupee ror every addi tional cert irica te after Ihe fi rst. In 
respect or any share or shares held joinlly by several persons, the 
company shall nOI be bound 10 iss ue more than one cert iricale and 
delivery o r a cert iri ca le ror a share 10 one or several j oinl -holders shall be 
surricienl delivery 10 all such holders. (Regn. 7 or Table A) 

ontcCor a Share Certi fi cate 
The Companies ACI, 1956 docs not prescr ibe Ihe rorm or conlenls or 

a share cert iricate. Seclion 84 simply requ i res that is should Slale the 
number or shares held by Ihe member named therein. It wi ll, however, be 
found to conlain Ihe rollowing in rorma lion: 

(a ) Name and address or Ihe regislered o ffi ce or Ihe co mpany. 
(b) Serial number or Ihe share certiricale. 
(c ) Date or issue or Ihe cert irica le. 
(d) Name and address or Ihe shareholder. 
(e ) Number and class or shares. 
(/) Dist inclive numbers or shares included in Ihe share cen i ficale. 
(R) Nominal va lue or each share. 
(Ii) A mounl paid on each share. 
(i) A revenue S1amp o f 3U Pai, c. 
(j) Impression of Ihe common sca l o f the company. 
(k) Space for the signalu res o f IwO direelors and Ihe secrelary. 
The share cert i fica le form con, iSl s o f Ih ree parts: (a ) Ihe counlerroil 

ro r rererence. (b) Ihe certi ficale proper. and (c) Ihe receipl 10 he signed 
by the shareholder on rece iving the cenificate. Each pa rt hears the same 
serial numher and is separat ed fro m the o ther pari s hy perforat ions. T he 
ce rt ifica te forms are consccut i\"{,.: lv numhered and invariably bound in a 
hook form. 

" lie /Jnilin EIC. ( 1868) 1..lt 3 O. B. 595. 
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Time Limit for Issue of Certificates 
Section 11 3(1), as amended by the Companies (Amendment) Act, 

1988, makes i t obligatory on the part of companies to deliver the 
cert ificates of shares and debentures within three months of allotment or 
within two months after the app lica tion for registration of transfer is 
made. The Company Law Board has been empowered to grant an 
extended period of not more than nine months in appropriate cases. 
Prior to the amendment, the Obligation of the company was to keep ready 
for delivery, and not to deliver, the cert ificates. Under the Securities 
Contracts (Regulation) Rules, 1957 a l isted company is required to issue 
share ce rti ficate to the transferee within one month of the making o f the 
application for the regis tration of the transfe r. 

In case of default, a notice may be served upon the company be the 
person enti tled to the certifica te requ iring it to make good the default. If 
th e company fail s to comply with the notice within ten days of the 
services of the not ice, the allottee may make an application to the 
Company Law Board. The Company Law Board may make an order 
directing the company and any of its officers to issue such certificate and 
to pay all costs and incidental costs to the applicant. [Sec. 113[ 

Besides, the company and every officer of the company who is an 
default shall be punishable with a five which may extent to five hundred 
rupees for every day that the default count ries. [Sec. 113(2)J 

Legal ElTects of Share Certificate 
The legal effects of a share cert ificate may be studied under two heads: 
I . Estoppel as to title to the shares. A share certificate under common 

sea l of the company, specifying any shares held by any member, shall be 
prima facie evidence of the title of the member to such shares [Sec. 
84(1)[. AIter the issue ofa share certificate, the company cannot contend 
that the holder is not entitled to those shares. 

The case of Dixon v. Kennoway & Co.," may be mentioned here to 
i ll ustrate the above point. In this case the plaintiff applied for 300 shares 
in the compa ny and paid for them. A clerk of the company who owned 
no shares executed a transfer in favour of the plainti ff. The company 
registered the transfer and iss ued a sha re certificate to the plaintiff 
wi thout requiring the clerk to produce his certificate. The company was 
estopped from denying the accuracy of the plaintiffs certificate and· was 
held l iab le to the plaintiff in damages. 

However, if the certificate is iss ued by an officer of the company who 
has no authority to (10 so, the company will not be es topped. This was the 

"( 19(0) I eh. 833. 



142 Company Law 

case in Ruhefl v. Grenr Fingnl! Consolidared,2$ where the secretary of th e 
company had forged the signatu re of the directors and, pUlling his own 
signatures, had iss ued thc share certifi ca te. It was held that the company 
was not bound by it. 

But if a bona fide purchaser for value acquires shares relying on a sha re 
certificate, the com pany will be eSLOpped from denying the validity of the 
certifica te on the ground that it is a forged one and it shall be liable to 
com pensa te the purchascr. 20 The reason is that the share certificate is it 
declaration by the company LO the world that the person who is named 
therein is the shareho lder in the company. 

2. Estoppel as to payment. A company is eSlOpped from denying the 
fact of payment certified on a certificate. If the certificate describes the 
shares as fully paid, the company cannot afterwards contcnd that they arc 
not. In Bloomentlwl v. Ford," B lent £1,000 to the company which 
promised to give him as security fully paid-up shares. The certificate 
issued to B stated that he was the registered holder o f 10,000 fully paid 
shares. In fact, nothing had been paid on them. n,e company was wound 
up and B was placed on the list o f contributories in respect of the whole 
amou nt of shares. The cou rt held that the doctrine of eSLOppel app lied 
and the company and the liquidaLOr were eSLOpped from denying that the 
shares were fully paid-up and, therefore, B could not be placed on the list 
of contributories. 

Issue of Duplicate Share Cert ificate 
A certifi ca te may be renewed or a duplicate o f a certifi ca te may be 

issued if such a certifi ca te (a) is proved LO have been lost or destroyed; 
o r (b) having been defaced or mutilated or 10m, is su rrendered LO the 
company. ISec. 84(2)1 

When original certifiCaTe is defaced or mlllilated. Where the original 
certificate is defaced, mutilated or LOrn, the procedure for iss uing a 
duplicate is very simp le. The shareholder will surrender the original 
certi fica te and request for a duplicate. The secretary must see that the 
apppl icat ion for duplicate certificate is in proper form and it is 
accompa incd by the requisite fee decided by the Board but not exceed ing 
Rs 2. The company will cancel the original cert ificate and a duplicate of 
the sa me will be issued in due cou rse. 

IVhell origillal certifiCaTe is lost or destroyed. The procedure becomes 
complicated when the original cert ifica te is lost o r destroyed. Before 

'-' 1906 A.c. 439. 
' ''lie /Jahia & San fi-an cisco W". Co., ( 1868) L. R. 3 0.13. 584. 
" ( 1897) A.C. 156. 
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issuing a duplicate in such a case, w e company will have a sa tisfactory 
proof of the loss or destruction. For this purpose, the shareholder 
concerned is required to give a statutory declara tio n (affidavit) stating 
the fac t of the loss o f the certificate. He is also required to give a letter 
o f indemneity in favo ur of the company to protect it against any claim 
that may be made by any person on the o rigina l certificate. Where the 
origina l certificate was fo r a considerable number of shares, the share
holder may be req uired to give a supporting guarantee from his banker 
or o the r pe rson of known fin ancial standing. Before issuing the duplicate 
certi ficate, the company shall give a public no tice of the loss or 
des truction of the certificate in some leading newspaper at the cost of the 
shareho lder. The shareho lder has also to pay the prescribed fee of not 
more than Rs 2 for the issue of a duplicate certificate. 

SHARE WARRANT 

A share warrant is a document issued unde r the common seal of the 
co mpany s tat ing that .the bearer is entitled to the specified number of 
sha res. Being a beare r document, it ca n be transferred by mere delivery 
without the transfer being registered by the company. Share warrants, 
unlike sha re certificates, are negotiable instruments and a bona fide 
ho lder will get a good title provided he obtained it in good faith and for 
value.28 

Conditions of Issue of Share 'Warrants 
Under Section 114, the share warrants may be issued SUbject to the 

fo llowing conditions: 
(i) The articles must empower the com pany to issue share warrants. 
(ii) The sha res must be fully paid up. Share warrants cannot be issued 

fo r pa rty paid sha res. 
(iii) The company must obtain the approva l o f the Central Govern

ment before it can issue warrants. 
(iv) Only public companies limited by shares ca n issue share warran ts. 

EnTeet of the Issue of Share Warrants 
On the issue of a share wa rrant, the co mpany shall strike out of its 

regis te r of membe rs, the name o f the member to whom the warrant is 
issued. The company sha ll enter in that regis ter the following particulars , 
namely (a) the fact of the issue of the warrant; (b) a statement of the 
shares specified in the warrant, distinguishing each sha re by its number; 

"Webb, Hale and Co. v. A lexandria Waler Co. (\905) 21 T.LR. 572. 
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and (e) the date o f issue of the warrant. [Sec. 115(1)[ 
Any ho lder o f the warrant may surrender the warrant for cancellation 

and take a share cert i fi ca te, whereupon his name will be recorded in the 
register of members. ISec. 115(2) [ 

Ordinarily, the holder o f the warrant does no t enjoy the right of a 
member o f the company. Bu t if the articles permit and to the extent they 
permit , the bearer of a warrant may be deemed to be a member of the 
company for all or any purposes ddined in the art icles. [Sec. 115(5)[ 

The bearer o f a share warrant sha ll no t be deemed to be the holder o f 
shares specified' in the warrant so as to fuHilthe condition of quali fica tion 
shares for the directors. ISec. 270(4)] 

I ssue of Duplicate Share Warrdnts 
The procedure for th e iss ue of duplicate share warrants is almost the 

same as explained ea r lier in .his chapter in relation to the issue of dupli
cate share certificates. Where the original share warrant is defaced, muti
lated or torn, it ca n be surrendered by the shareholder with a request for 
a duplicate. The company will ca ncel the original and issue a duplicate of 
the same in due course. Where the original share warrant is lost or 
des troyed, the ho lder may apply to the company for a duplica te. Since the 
share warrants arc negotiable, there is a great risk in issuing a duplicate 
wa rrant unless the company has taken steps to protect itself. For this the 
appl ican t advertises the loss in the newspaper and also gives an indemnity 
hond as well as a guarantee, before a duplicate warrant is iss ued to him. 
Moreover, companies postpone the issue of a duplicate warrant for some 
yea rs and continue paying dividends against indemnity bonds. 

Payment of Dividends on Share Warrants 
A share warrant may have attached coupons on the production o f 

which the dividends due on the shares specified in the warrant will be 
paid. The share warrant has also a talon or voucher for demanding a new 
set of dividend coupons when those attached to the warrant have been 
exhaUS ted. The usual praclil:e with companies is to advertise the 
declaration of <Iividend in leading newspapers and to request the holders 
o f share warrants to deposit their coupons with the company's bankers 
for examination. The holder o f share warrant enters his name, address 
and serial number of the coupon on a form supplied by the bank for that 
purpose. The coupon is ca refully scrutinised and checked by the bank 
with the list previously supplied to the bank by the company. If the 
coupon is found in order, the bank issues a cheque or cash warrant in 
favour o f the holder and a note o f this fact is made against the number 
of the warrant. The coupon is then destroyed by means of a perforator. 
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Distinctions between a Share Certificate and a Share Warrant 
1. A share certificate can be issued by private as well as public 

companies while a share warrant can be issued only by public limited 
companies. 

2. Share certificates can be issued in respect of fully paid up as. well as 
partly paid up shares whereas a share warrant can be issued only in 
respect of fully paid up shares. 

3. The issue of share certificates does not require the approval of the 
Central Government. But share warrants can be issued only with the 
approval of the Central Government. 

4. Nominal stamp duty is required in the case of share certificates 
whereas with share warrants, heavy stamp duty is req uired. 

5. A holder of a share Certificate is a member of the company whereas 
a ho lder of a share warrant may not be, unless the articles permit. 

6. The holder of a share certificate can present a petition for winding 
up o f"the company. But the holder of a share warrant cannot do so, unless 
the articles of association permit. 

7. A share certificate is no t a negotiable instrument whereas the share 
warrant is a negotiable instrument and a bona fide holder will get a good 
title provided he obtained it in good faith and for value, even if the 
immediate transferor had defective title. 

8. A share certificate can be transferred by a transfer deed or by an 
instrument in writing duly executed and stamped. It also involves 
registration of transfer by the company through a resolution of the board 
of directors. Upon registration, necessary changes are made in the 
register of members. But a share warrant can be tran~ ferred by mere 
delivery by one holder to another. 

9. A share certificate forms the share qualifica tion fo r directors, 
whereas the sha re warrant cannot constitute the share qualification fo r 
directors. 

10. In the case of share certi ficates the dividend is paid to the sha re
holder through a dividend warrant which is sent to him on his registered 
add ress, whereas the dividend is paid th rough bearer dividend coupons in 
the case of share warrants. The coupons are attached to the warrant. 

STOCK 

Stock is the aggrega te of fully paid up shares legally consolidated. The 
issue of partly paid-Up stock is inva lid." It ca n be split into fract ions of 
any amount without regard to the original nominal value of shares. The 

29Re Home and Foreign Investment Co. , (19 12) 1 Ch. 72. 
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advanlage of slOck is Ihal Ihe shareholder may Iransfe r any portion of il 
as he l ikes. Moreover Ihe dislincl ive number of shares also need nOI be 
mentioned. 

" The use of Ihe lerm 'slOck' merely denoles Ihal a company has 
recognised Ihe fac I o f comp lele paymenl o f Ihe shares and Ihal Ihe lime 
has come when Ihese shares may be ass igned in fragmenls, which for 
obvious could nOI be permilled befo re." 

Sranllory condirions for crearing stock. Seclion 94( 1) o f Ihe ACI 
empowers Ihe company 10 convert i ls fully paid up shares inlo slock by 
a resolulion in Ihe general meeting, if ils articles aUlhorise such 
convefSlon. The company sha ll give nOlice 10 Ihe Regislrar of such 
conversion wi lhin Ihirty days of doing so. [Sec. 95( 1) [ 

Effect of colll'ersiol! of sh{lres infO stock. Seclion 96 lays down Ihal 
where a company wilh share capilal has converted any of ils shares inlO 
slOck and given nOlice of Ihe conversion 10 Ihe Regislrar, all Ihe 
provisions of Ihis ACI wh ich are app licab le 10 shares on ly sha ll nOI apply 
10 so much of Ihe share cap ila l as is converted into Slock. 

Where Ihe com pany has converted any of ils shares inlO slock and 
given nOlice of Ihe conversion 10 Ihe Regisl ra r, the regisl er of me",bers 
shall show Ihe amounl of slOck held by each of memhers concerned 
inslead of Ihe shares so converted which were previously held by him. 
[Sec. 150( 1) [ 

Reconversion of srock infO shares. Slock ca n be reconven ed into shares 
of any denomi nalion by an ordinary resolulion, i f Ihe articles so provide. 
[Sec. 94(1) ] 

Rig/lis and privileges of holders of SlOck. Regulalion 38 of Table A lays 
down Ihal Ihe holders of Ihe slOck shall have Ihe same righ ls, privileges 
and adva ntages as regards dividends, vO ling al meelings of Ihe company 
and olher mailers, as if Ihey held Ihe shares from which Ihe slOck arose. 

DifTcrence between Share and Stock 
(1) Shares may be partly paid up or fully paid up. BUI Ihey ca n be 

converted in lO SlOck only when fully paid up. This means Ihal slock muSI 
always be full y paid up. 

(2) Shares ca n be iss ued originally or al any lime bUI stock ca nnOI he 
issued originally direcI 10 Ihe public. Only fully paid up shares ca n be 
converted inlo slOck. . 

(3) A share had nominal va lue while stock has none. 
(4) Shares are o f equal denominalion while stock may be spill inlo any 

fraclions of any amounl. 

"'Morrice v. Aylmec (1874) 10 Ch. App. 148. 

\1[\ 
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(5) Shares arc numbered consecutively. Stocks arc nO( numbered but 
the names of stock·holders are recorded in the books of the company. 

(6) Shares ca nnot be iss ued or transferred in fragments or fract ions, 
whereas stock may be transferred in any fractions. However, the articles 
usually restrict transfer o f stocks to certain defini te amoun ts or multiples 
thereof. 

(7) Stock may be registered or unregis tered by shares are always 
registered. They are not transf rab le by delivery. 

'<\,')"~VLL" 0 N S liAR ES 

Generally, companies do no t requ ire applicants to pay the full value of 
shares to the company at the time of iss ue. They collect a cert ian 
percentage of the nominal value of shares' on applica tion and allotmen t, 
and the balance is called in one or more instalments as and when the 
company re~tfires. Such instalments are known as ca lls/A call may be 
defined as a demand by the com pany, in pursuance of a r~tio n of the 
board of, directors and in acco rdance with the regUlations of the art icles 
upon its shareholders, to pay the whole or part o f the balance remaining 
unpaid on their shares during th e lifet ime of the company. It ~a be 
made by the liquidator in the course of winding up of the company. 

It may be noted here that "a ll money payab le by any member the 
company under the memorandum or articles shall be a debt due from him 
to the company" [Sec. 36(2) 1. But the liabili ty to pay wi ll arise when a 
valid call has been made." 

It is also important to note that it is only the registered shareholder 
who ca n be made liab le in respect of share calls and it makes no 
difference whether he is a benamidar or the beneficial owner of the 
shares or a mere trustee.32 

U1sites of a Valid Call 
A valid ca ll must be made in accordance wi th the provisions of the A ct 

and the articles of the company. The following are the important 
requisties of a va l id call : 

.... ..-"'(1) Resolution of the board of directors. In order for the ca ll to be 
r :..v-;;Iid it must be made under a reso lution of the board of directors. " In 

making a call care must be taken that the di rectors making' it arc dulv 
appointed and duly qualified and tha t the meeting of directors has been 
duly convened, that the proper quorum is present and that the resolution 

" Pabna D"anablwndar Co. v. FoyezlIddin, A I.R. ( 1932) Cal. 7 16. 
" MlIrshidabad Loan Office v. Saris" Chandra, A.I.R. ( 1943) Cal. 440. 
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making the call is duly passed'ry" In order that any irregularity in making 
the call may not inva lid~t, the articles of the company generally 
contain a clause that all acts of the directors shall be valid even if any 
defect in the appointment or qualifications o f directors is discovered later 
on. 

Sect ion 292 lays down that the power to make calls on shareholders in ' 
respect of money unpaid on thei r shares can be exercised by the board of 
directors only by means of resolutions passed at duly constituted 
meetings of the board and not by circulat ion. 

However, the directors cannot exercise their power to make a ca ll· in 
the course of the winding up of the company in the case of 'reserve 
capital'. A fter the winding up proceedings have started, the power to 
demand payment of the amount remaining unpaid on shares or to call up 
the reserve capital vests only with the liqu idator. 

£:2) The amount and time of payment. The resolution must state the 
0lme and place of payment along with the amount of t~e call. Thus, where 

the directors passed a resolution fIXing the amount o f a call, but omitted 
to fix the date of payment, this call was held to be invali~ "

Moreover, to lega lly enforce the payment of the call, a proper. notice 
must be given to the shareholders in accordance with the provisions of 
the articles. 
~3) Calls on shares of the same class to be made on a uniform basis. 
Vsection 91 lays down that calls shall be made on a uniform basis on all 

shares falling under the same class. Shares o f the same nominal value on 
which different amounts have been paid up shall no t be deemed to fall 
under the same class. 

This means that if a call is made on some shareholders and not others, 
the call is vo id. In GallolVay v. Halley ConcertS Society," a shareholder 
paid the first two calls after a great delay and neglected 10 pay the third 
call. The directors got annoyed and ca lled upon him to pay the whole 
amount on his shares without making a similar ca ll on other share· 
holders. The court held that the ca ll was inva lid is it did not require all 
the members to pay the full amount due on their shares. 
~4) Bona fide and for the benefit of the company. The power to make 

f'falls is a power in the nature of a trust and it must be exercised for the 
genera l benefit of the company." The amount uncalled should be called 

" Pauner's Company Law, Stevens and Sons, Ltd., London, 1959, (20th Ed.), p. 
318. 
~Re Cawley a~d Co. (!889) 42 Ch. 209; E. & W. Insurance Co. Ltd. v. Mrs 

t;/c'm Mehlq A.I.R. (1966) Born. 537. 
" (1915) 2 Ch. 233. 
"Alexander v, AII/omalic Telephone Co (1900) 2 Ch. 56. 
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only when it is necessary for the promotion o f the Objects of the 
company. 

However, if the call is made by the directOrs to serve their personal 
ends and not for the benefit of the company, shareholders can prevent its 
enforcement by an injuction3 1 

A shareholder complaining aga inst the director must establish mala 
fide in such a case. The coun will not interfere with the discretion of the 
directors in making a ca ll in the absence of proof of mala fide. 38 

~5) In accordance with the provisions of the articles of the company. 
?""'The call must also conform to the provisions of the anicles of association 

of the company. If the anicles arc silent, then Regulations 13-18 of Table 
A shall apply. These regulations are statc4 below: 

(i) No call shall exceed one-founh the nominal va lue of sha res. 
(ii) The minimum interval between two ca lls must be at least one 

month. 
(iii) At least founeen days' not ice must be given to each member. 
(iv ) A call may be revoked or postponc4 at the discretion of the board. 
(v) The joint holders of a ~~a re ~\ be jointly and severally liable to 

pay all calls in respect thereo~ 

Calls in Arrears 
If a sum callc4 in respect of a share is not paid before or on the day 

fixed for payment the person from whom the sum is due shall pay interest 
thereon from the day fIXc4 for payment to the day of actual payment at 
five per cent per annum or at such lower rate as the board may 
determine. The board shall be at libeny to waive payment of any such 
interest, wholly or in part. (Reg. 16 of Table A) 

Section 274 lays down that non-payment of a call by a person for six 
months will disqualify him from holding the office of a director of the 
company. 

Calls in Advance 
The board may receive from any member willing to advance the same, 

all or any pan of moneys unca lled and unpaid upon any shares held by 
him and that it may pay interest at such rate not eXcec4ing six per cent 
per annum unless the company in general meeting otherwise directs. 
(Reg. 18 of Table A) 

The power of the directors to accept calls in advance must be exercised 
bona fide. Thus where the directors knew that the company was insolvent 

" Lamb v. Sambas RlIbber, Etc. Co (1908) 1 eh. 845. 
)SOdessa Tramways Co. v. Mendel (1878) 8 Ch. D. 235. 
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and paid up the amount unpaid on their own shares in advance and at 
once applied it in payment of their own fees, they were still liable for the 
amount unpaid on their shares." 

It may be noted here that the member shall not however be entitled to 
any extra voting righ ts in respect of the money so paid by him until the 
same becomes presently payable. (Sec. 92(2)] 

A company may, if so authorised by its articles, pay dividends in 
proportion to the amount. paid up on each share where a larger amount 
is paid upon some shares than others. (Sec. 93) 

The amount paid in advance is not refundable except in the event of 
winding up, when the shareholder making the advance payment will be 
entitled to refund of the amount with interest before the other shar
eholders are paid off. _ ? 
~RFEITURE OF SHARES 

(
' Forfeiture of shares by a company means the compulsory termination of 
membership and the taking away the shares from a member by way of 
penalty for non-payment of any ca ll, instalment or premium on shares.)If 
a shareholder does not pay the call made on him, a company may fife a 
suit against him to recover the amount due. But the articles ofassociation 
provide t) l t in such a case the company may forfeit the shares of such a 
member. 

The directors have no right to forfeit shares unless this power is 
expressly conferred on them by the articles of the company. Where the 
power is given by the articles, it must be exercised in accordance with the 
provisions regard ing notice, procedure and manner stated therein. 

The ri ght to forfeit must be pursued with the greatest exactness, it 
must be exercised by proper parties, that is by directors properly appoin
ted, and by the requisi te number of them and in the proper manner and 
for the proper cause. The right must be exercised bona fide for the 
purpose for which it is conferred. The power of expulsion is a trust, the 
execution of which will be narrowly scanned by the courts ... It cannot, for 
example, be exercised surreptitiously for the purpose of expelling a 
shareholder, nor by connivance for the purpose of assisting him in gelling 
rid of his shares. ,,'" 

\7ssentialS of Valid Forfeiture 
~ orfeiture for non-payment of calls. Shares can be forfeited only for 

"fle Ellropean Central Rail Co., (1872) L.R. 13 Eq. 255. 
"'Kanshirnm v. Kishore Chander. A.I.R. (t915) Lah. 109. 
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no n-payment o f ca lls. A forfe iture on any o the r ground is invalid." But 
Ihe Supreme Co urt has held Ihat a for~'lure is perfeclly va lid even on 
o ther ground if Ihe articles provide fo r it. e Supreme Court es tablished 
firmly that Ihere is no provisio n ijl..-1-h Companies Act res tricting the 
exercise o f Ihe righl to fo rfe il sha res for no n-payment o f a ca ll o nly." 

-;::Notice precedent to forfeiture. Regulat ion 30 of Tab le A provides that 
" when a member fa ils to pay any ca ll wilhin the stip ula ted lime, Ihe board 
" of directors shall serve a no tice o n him requiring payment togelher with 

in lerest. The nOl ice must specify a da le, no t ea rlier Ihan fourteen days 
fro m the da le o f service of Ihe nO I~on or befo re which Ihe payment is 
to be made and must also Sla te that failure to pay within Ihat date will 
make the shares liable for forfe it ure . The exact amo unt to be paid by Ihe 
defaulter must be clea rly mentioned in the no tice. Where Ihe notice o f 
fo rfe iture was inaccura te beca use it required paymenl o f interest from a 
wrong dale (e.g. , Ihe da le of ca ll instead o f the dale appointed fo r 
payment), the for fe iture was he ld to be invalid." Even a slight defect in 
Ihe no tice will rende r Ihe notice invalid and will be fata l 10 forfeiture." 

esolution of forfeiture. A prope r resolution of forfe iture must be 
V passed a t a d uly convened and constituted meeting of the board. 

Resolution 31 of Table A lays down that if no payment is made as 
no tified in the notice sent to Ihe defaulter, the shares in respect of which 
the no tice was given may be fo rfeited by a resolution o f Ihe borad to tha t 
e ffect. 

ona fide. The power to forfe it is a power o f truSI and the directors 
V must exe rcise this power in good faith and in the best interest o f the 

co mpany. It should no t be used to relieve an individual from liability o r 
to expel a member or 10 get rid of him. 

Certain directors had laken shares mere ly to qua li fy Ihemselves for 
appOintment and in fact had paid no thing on their shares. Laler o n when 
Ihe co mpany was in difficulties, they wanted the ir shares to be forfeited 
and ca ncelled, and th is was do ne. It was he ld Iha l the fo rfeiture was 
inva lid as it was not fo r the benefit of the company, and Iherefore Ihe 
directors continued as sha reho lde~ 

EfTect of forfeiture 
When shares have been fo rfe iled, the defaulting shareho lder ceases to 

" Hopkinson v. Monimer Harley and Co. (1917) 1 Ch. 646. 
" Naresh Chandra Sanyal v. The Calculla Slock Exchange Assn. Ltd. (197 1) 41 

Comp. Cas. 51. 
" Johnson v. Ly'lle 's [ron Agency (1877) 5 Ch. D. 687. 
"'Public Passenger Service Ltd. v. Khadar A1.R. (1966) S.C. 489. 
" Re Espana Trading Co. (1879) 12 Ch. D. 191. 
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be a member o f the company and he loses all rights or interes t in his 
sha res. He also loses the money he has paid on them. But the anicles may 
provide that the member shall be liable for payment o f ca lls owing upon 
the shares at the t ime of the forfeiture, wnich can be enforced aga inst him 
as a deblOr of the company and not as a contribulOry .... But th e company 
cannot recover more than the difference between the amount payab le on 
shares and the amoun! received from the subsequent holder of the 
forfeited shares." 

However, the forfeiture of a sha re does not relieve the forfei ting 
member from liabili ty to be placed on the B List of cont ributories and 10 
cont ribute in respect o f any debt or l iabi li ty of the company con tracted 
before he ceased 10 be a member. But he will be so liable as a past 
member only when the company is wound up within a year o f the forfei
ture and th e present members are unable 10 sat isfy the contributions 
requ ired 10 be made. (Sec. 426) 

Re-issue of Forfeited Shares 
A for feited share may be sold or o therwise disposed of on such terms 

and in such manner as the board thinks fit , but the amount of discount 
ca nnot exceed the actual amount forfeited on these shares. 

No return of allotment is required 10 be fi led for the reissue of 
forfeited shares. ISec. 75(5)] 

The purchaser of the forfeited shares shall not be bound 10 sec to the 
app lication of the purchase money, if any, nor shall his tilie 10 the shares 
be affected by any irregUlarity or invalidity in proceedings with reference 
to the forfei ture, sale or disposal of the shares. 

Annulment of Forfeiture 
A t any time before sale or disposa l as aforesaid, the board may ca ncel 

the forfeiture on such terms as it thinks fit. This power canno t be 
exercised Without the consent of the for feiting member." 

SU RRENDER OF SHARES 

When a shareholder abandons his shares in favour of the company, it is 
known as surrender o f shares. Whereas th e Com panies Act and Table A 
recognise forfeitu re of sh:.Hcs, (hey have no provision regardi ng the 
surrender of shares. Bu t th e articles of a company may provide for the 

-I(,Ladies Dress Associmion v. PIt/brook ( 1900) 2 0 .13. 376. 
" fie Bailon (1930) 2 e h. 48. 
4sLarJ.. .. worthy 's Case (l903) 1 Ch. 711. 
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acceptance of a surrender of shares under circumstances which would 
justify forfeiture. Any provision in the articles for acceptance of 
surrender in other circumstances is invalid.49 

Director's powers to accept surrender of shares.The power of 
directors to accept surrender is in the nature if trust to be exercised in 
good faith for the benefit of the company. A valid call and defau lt must 
exist. Su rrender shou ld no t be used as a device to relieve any member 
from his l iab ility. 

It was held that surrender of shares is ulrra vires if the shares are not 
liable to forfeiture, and hence the shareholder is no t relieved from his 
liabi lity to pay the amount remaining unpaid on his shares. The reason is 
that such a surrender involves reduction of capital or purchase by the 
company of its own shares, which is invalid.50 

But surrender of shares in exchange for other shares o f the same 
nominal value involves no reduction of capi tal and therefore is not 
inva lid,sl 

ElTect of surrender of shares. On a va lid surrender o f shares, the 
member ceases to be a member o f the company. However, he remains 
liable as a contributory as a past member o f the company if the latter is 
wound up within twelve months o f his surrendering his shares. Partly 
paid up shares wh ich are surrendered may be reissued in the same 
manner as forfeited shares. 

Where the surrender o f shares was illega l, null and void, the 
shareholder is justified in applying to have the register of members 
rectified by placing his name thereon even after a lapse of some years 
provided the company has no t reiss ued· or o therwise dea lt with the share> 
in the meantime,52 / 

~NONSHARES 

( L ien means the right to retain property belonging to another until some 
debt or calim is paid. The articles of the company generally provide that 
the company s aIlliave a first and paramount lien on all shares of its 
members either in respect of amounts payab~ on sha res or on any 
amounts due from th e members to the company The company's lien 011 

shares sha ll also extend to all dividends payab e on those sha res. " It is 
eminently fair for a company to provide by its articles that the 
shareholders who arc indeb ted to the company should not be permitted 

49Madras Natll!e Permanent Fund \', Natessa Sastn' 52 Mad. 915. 
50/Jellerby v. Rowland and Mmwood's Steamship Co. ( 1902) 2 Ch. 14. 
" Ilowell \'. Rowell and Sons ( 1912) 2 eh. 609. 
s~13elfery t'. Rowland and Manvood's Steams/lip Co. ( 1902) 2 Ch. 14. 
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to dispose of their shares without paying their debts and that the 
company should have a lien of the shares for the debts." " 

It may be noted here that the right o f lien is not statutory right 
provided by the Act but must be expressly conferred on the company by 
its articles. The right of lien conferred on the company by its articles 
empowers it to prevent the transfer of shares until the amount due to it 
from its shareholders is paid. 

Transferability of lien. The lien is not a possesso ry lien, but creates an 
equitable charge which is assignable." 

Postponement of lien. If shares are mortgaged and the mortgagee gives 
notice o f his claim to the company and then the shareholder becomes 
indebted to it, the company's lien will be postponed to the claims of the 
mortgagee." 

It has been held that notice of pledge of shares to the managing 
director, even in his priva te capacity, shall be deemed to be a notice to 
the company" 

Where the liability o f the shareholder towards the company is disputed 
by him, it does not deprive the company of its right of lien on his shares" 

Mode of enforcing lien. Articles generally empower the company to 
enforce the lien by sale of shares. Regulation 10 of Table A also em
powers the company to sell any shares on which the company has lien if 
(a) the sum in respect of which lien exists is presently payable, and (b) 
fourteen days' clear notice in writing and stating and demanding payment 
o f such amount has been given to the reigistered shareholder or his legal 
representative on death or insolvency. Lien cannot be enforced by 
forfei ture. Even i f the shares are forfeited in exercise of any such power 
given by the art icle for non-payment of an o rdinary debt, the forfeiture 
wou ld be inva lid as a reduction o f capi tal without court order" 

To give effect to any such sale, the board may authorise some person 
to transfer the shares so ld to the purchaser. The purchaser of such shares 
shall be registered as the holder of the shares. The purchaser shall not be 
bound to see to the application of purchase money and his t itle of the 
shares is not affected by an irregulaity or inva lidity in the preceedings in 
reference to the sa le. (Regn. 11 of Table A) 

Where the shares held under lien arc sold, the sale proceeds will be 
received by the compan"y and will be applied in payment of the amount 

"A llen v. Gold Reefs of West Africa (1900) 1 Ch. 656. 
54Even"u v. AllIommic Weighining Mac/tine Co. ( 1892) 3 Ch. 506. 
" Bradford Banking Co. v. Briggs ( 1886) 12 App. Cas. 29. 
" Re Union Sligar Mills Ltd. A.I.R. ( 1933) All. 607. 
57Amar Nath l'. Kamal Electn"c Supply Co. A.LR. 1962 Punj. 411. 
sS/-lopkinson l '. Monimer Harley and Co. ( 1917) J Ch. 646. 
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in respect o f which the lien exists. The residue or balance, if any, will be 
paid to the person en tilled to the shares at the date of the sale. (Regn. 
12 of Table A) 

Differences between Lien and Forfeiture 
The differences between lien and forfeiture of shares are as follows: 
I. A company may have lien on shares o f its members in respect of 

amounts payable on shares or any amounts due from members to the 
company. But forfeiture of sha res ca n be effected only in respect amounts 
payable on shares. 

2. A lien is kind of security for a debt and it is reta ined until the 
payment of debt in full , whereas forfeiture is effected as a penal 
proceeding on non-payment of call amount by the member on his shares. 

3. A lien is enforced by sa le, but forfei ture is effected by compu lsory 
termination of membership and taking away the shares from a member by 
way of penalty. 

4. Lein never leads to reduction of ca pital since lien is enforced by sa le 
of shares. Forfeiture may involve reduction of capi tal if the for fe ited 
shares are not reissued. 

5. When the shares held under lien are sold, the proceeds of sa le are 
applied for repayment of debts and the balance, if any, will be given to the 
defau lting member. But in the case o f forfeiture, nothing is payable to the 
defaulting member and he loses the en tire amount he has already paid on 
the shares. 

QUESTIONS 

I. (a) What is allotment of shares? 
(b) Explain the situations when, under the Companies Act, 1956, allotment of 

shares is void, voidable and valid. [Dell,~ B. Com (Hons.), 1984) 
2. Discuss the restrictions on the allotment of shares under the Companies Act. 

What is the effect of irregular allotment? [CA. (Final), Nol'. 1975) 
3. Whm are the provisions of the Companies Act regarding allotment of shares? 

Discuss the effect of irregular allotment. IAllahabad, B. Com. (Pan II), 1978) 
4. Explain the consequences of a public limited company alloling its shares to 

the public even when the stock eXChange had declined permission for the shares of 
the public company to be dealt with in thai stock eXChange as had been mentioned 
in the prospectus. rCA. (Fina/), No\,. 1978) 

5. What do ),ou understand by irregular allotment? What is the effect of such 
an allotment? What arc the rights of an allottee in such a situation? 

[Dell,i, B. Com. (Hons.), 1978) 
6. What are the conditions under which a company can be empowered to issue 

shares at a discount? [Delhi, B. Com (Hans.), 1990) 
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7. (a) H ow is the amount of the premium on shares to be applied by a 
company? 

(b) \Vhm arc the conditions under which a company is empowered 10 issue 
shares at a discount? (Agra, M. Com., 1976J 

8. Write short notes on the following: 
(a) Share Certifi cate. [Delhi, 8. Com. (Hans.), 1973J 
(b) Share Warrant. [Delhi, 8. Com. (Hans.), 1974, 77] 
9. \Vhen can share warants be issued? What is the effect o f the issue of share 

wmrnnt? can a priva te company issue it ? (l. C. WA ., June 1976) 
10. Distinguish between the following: 
(a) Share and Stock. 
(b) Share warrant and Dividend warrant. [Delhi, 8. Com. (Hans.), 1978J 
11. Difffcrentiate be twee n share ccrtili ca tc and share warrant. 

[Delhi, 8 . Com. (Hons.), 1985J 
12. What is meant by calls on shares o f a joint stock company? What arc the 

conditions of a valid ca ll on shares? [Poona, M. Com., 1975] 
13. H ow can the shares of a company be forfeited? What is the effect of 

for feiture of shares? [Delhi, 8. Com. (Hans.), 1976J 
14. Distinguish between forfeiture and surrender of shares. State the essentials 

of a valid forfeiture. 
15. "Surrencler is short cut to process of forfeilUre of shares." Discuss. 
16. Write a short nOle on lien on shares. How does it differ from forfei ture of 

shares? 

PRACTI CAL PROBLEMS 

1. A public company forfe ited loo shares, re-issued them, and thereby earned 
a surplus o f Rs 2,500. The company did not file a Return of Allotment to the 
Regist rar in respect of these shares. Has the company contravened any provision 
of the Companies A ct? [Delhi, 8. Com (Hons.), 1973J 

2. A company was heavily losing and its shares were partly paid-up. Harish,a 
member of the company, surrenders his ten shares to the company and the Board 
of D irectars of the company accept the surrender. Is the surrender valid? 

[De/hi, 8 . Com., (Hons.), 1976J 
3. A buys 200 shares in a company from B on the faith of a share certificate 

issued by the company. A tenders to the company a transfer (0 himself from B duly 
executed together with B 's share certificate. The company discovers that the' 
certificate in the name of B has been fraudulently obtained and refuses to register 
lransicr. Advise A. Is he emitled to gct the registration of transfer? 

[CA. (Inler), May, 19NJ 
4. The Secretary of a company issued a share certificate in favour of R, which 

apparently complied with the company's Articles as it purported to be signed by two 
Directors and the Secretary and it had the company's seal afftxcd to it. In fact, the 
Secretary had forged the signatures of the D irectors and afftXcd the seal without 
Cluthority. Is the certificate binding on the company? [De/hi, A.f. Com., 19791 
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S.A lent money to a company on the security of 10,000 shares which were issued 
to him as fully paid. In fact, nothing had becn paid on them. Thc company was 
wound up and A was placed on the list of contribu tories in respect of the whole 
amOunt of shares. Is the company right? 

6. The directors of a public company passed a resolution to make a cal l. 
Subsequently, in transpired (hal one at thc; Liill ... ... luf .:'> Il l ... """: al llle; 111\.· .... :;.:5 !,- ·, d not 
been validly appc.;ntl!d. Cou ld the ca ll be enforced? 

[Dey,i, B. Com. (Hons.), 1973J 
7. A company had no money to pay directors' fees. The directors paid into the 

company's accou nt the amou nt due on their shares and immediately thereafter 
withdrew the amou nt as their fees. Do the directors become free from their liability 
to pay on their shares? 

8. The Memorandum of Association and the Articles of Association of a 
company were delivered to the Regist rar on 10 June for registration. On 15 June 
the Registrar issued the Certificate of Incorporation but dated 10 June. Ine 
company made allotment of its share on 12 June. The allotment is challenged on 
the ground that it was made before the actual date of incorporation. I s the 
al lotmer.t of shares invalid? [Dellti, B. Com. (Hons.), 19731 

9. The directors of IJ. Ltd. made a ca\1 on the shareholders but the resolution 
for making the can was defective inasmuch as it did not mention the amount of the 
ca ll or the lime and place for its payment. On the failure of M, a shareholder, to 
pay the call, the direclOrs SUbsequently discovered their mistake and rescind their 
previous resolution as to forfeiture. They then made a proper fresh ca ll on the 
shareholder and on M's fai lure to pay the ca ll money, filed suit against him to 
recover the amou nt due. M contended that his shares having been already forfeited, 
he had ceased tobe a shareholder and was, therefore, not liable on the cal l made. 
How would you decide the su it ? [Delhi, B. Com. (Hans.), 1958] 

10. A paid the first twO calls after a great delay and neglected to pay the third 
ca ll and the directors, being annoyed, called upon him to pay the whole amount on 
his shares without making a similar ca ll on other shareholders. I s the ca ll valid? 

11. Cenain directors had taken shares merely to quali fy themselves for 
appointment. They paid nothing on their shares. Later on when the company was 
in difficulties, they requested the company to forfeit and canccltheir shares and this 
was done by the comp,my. Is the above forfeiture valid? 

12. A company offered debentures to the public at a discount of 20 per cent. 
Debenture holders were also given the right to get their debentures convened into 
shares. Is the above arrangement legal? 

1J. 5 agreed to take three hundred shares in a hotel company if the contract for 
alterations to the hOlel was given to him. His offer was accepted and three hundred 
shares were allotted to him. However, such contract for the alterations was never 
made and the company went into liquidation . Can S be held liable as a 
contributory? 

14. Shares were adoled 10 X on the condition that he would pay for them only 
when the company paid di·vidcnds. !-! -':-'.'.'':ver !he cornp:'l ~!, went into liquidat ion 
before paying any dividend. I s X bound to pay for the shares? 
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SHARE CAPITAL 

NATURE OF CAPITAL 

IN simple words the term "capi tal" denotes a particular amount o f 
money with which a business is started. In the case of a company, the 
term "share capital" referes to the amoun t o f money rea ised by th e issue 
of sha res. Under the Companies Act, the cap ital of a company refers to 
the following: 

(I) Nominal or registered capital. This is the maximum amount which 
a company is authorised to raise by issue of shares and upon which it pays 
the stamp duty and registration [ee. Ei ther the [ull amount or a part o[ 
it ca n be issued [or subscription and the balance can be issued whenever 
the need arises. The amount of registered capita l is mentioned in the 
capita l clause of the memorandum of the company along with the 
division thereof into shares of a fLxed amount. This is also known as the 
compa ny's authorised capita l whose limit may not be exceeded, unless the 
authorised capita l itself in increased. 

(2) I ssued Capital. Such part of the registered capital that is offered to 
the public for subscription is called the " iss ued capital" of the company. 
It may be noted that it is not Obligatory for the company to issue the 
whole of the registered capital for subscription and it may offer only a 
paft of the nominal capital, reta ining the ba lance for future requ ire
ments. 

(3) Subscribed capital. This refers to that paft of the company's iss ued 
capital which has been take up or subscribed by the public. In the case of 
reputed compa nies with a lo t of gOOdwill, the entire issued cap ital may be 
subscribed by the public, but in unsound companies the subscribed 
capital may be less than the issued capital. 

(4) Called-up capita l. Companies do not generally ca ll the full amoun t 
of shares at once, only such amount as they need being called. "Called
up capital"' therefore refers to that paft of issued cap ital which has been 
called up. 

(5) Paid-lip capital. This is the amount th at has actua lly been paid up 
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by shareholders o r which is credited as paid up on the shares. Often, 
some shareholde rs fai l to pay the calls made on them and the amount 
thus owing is known as "calls in arrears" or "calls unpaid." 

(6) Resen'e capital. Under Section 99, a limited company may, by a 
special resolution, determine that any portion of its share capital which 
has not been already called up shall not be capable of being called up 
except in the event and for the purposes of the company being wound up. 
Such unca lled capital is known as "reserve capital". 

~FrNiTION OF A SHARE 

The capital of a company is divided into small parts and each part is 
known as a "share." Section 2(46) of the Compan;es Act, 1956 has 
defined a "share" as follows: "Share means share in the share capital of 
the compa ny and includes stock, except when a distinctio n between stock 
and share is expressed or implied ." The best description of a share is 
given in Bore/alld Trostees v. Steel Bros. Co. Ltd.,' in these words: "A 
share is the interest of a shareho lder in the company measured by a sum 
of money for the .purpose, of liability in the first place, and of interest in 
the second, but a lso con

2
ist"ng of a series of convenants entered into by 

all the shareho lde rs illter se. " A share has a lso been defined as an interest 
meas ured by a sum of m ey and made of various rights contained in the 
a rticles of associa tion.' In another case it has been held tha t a share is 
merely a bundle of rights and Obligation which are regulated by the 
a rticles. ' The ho lder o f a share has a right to participa te in the profits 
made by a company while it iSzgoin concern and in the assets of the 
co mpany when it is wound up ' 

Nature of share. The shares 0 any member in a company are movable 
property and they can be transferred in the manner provided in the 
articles o f the co mpany(Sec. 82). The term"goods" as defined under 
Section 2(7) o f the Sale of Goods Act includes shares also. But it is 
important to note tha t shares are not ordinary but a 'peculiar kind of 
movable property or goods. The shares cannot be transferred by mere 
delivery like ordinary goods. The property in shares belongs to the 
registered shareho lde r and it cannot be transferred to another person 
except according to the articles of the company which may place certain 
rest rict ions in this respect. 

'(1901) 1 e h. 297. 
'2Commissioner oJ Income Tax v. Slandm-d Vacuwn Oil Co. LId., AI.R. (1966) 

S.c. 1393. 
3Vishwan(lf/wn v. East Ind ia Distilleries ( 1857) 27 Comp. Cas. 175. 
~f)ncha F Cuzdor v. Commissioner of Income Tax, Bombay ( 1955) S.C. 74. 
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Numbering of shares. The shares must be numbered so as to distinguish 
them from one another. (Sec.83) 

/" / 

NBS OF SHARES 

Before the Companies A ct, 1956 was passed, a company could issue three 
types of shares: (a) equity shares; (b) preference shares; and (c) deferred 
shares. But the Companies Act, 1956 now permits only two types of 
shares to be iss ued. Section 86 clearly provides that a company limited by 
shares ca n iss ue only twO ! esQ!jllare~ namely (a) equit), shares and b 
prefer~!!ce shares . .!:!owevcr, a private company (not bcing a subsidiary of 

/ a public company) is exempted from the provisions of Section 86. This 
means that an independent private company may issue shares other than 
equity and preference shares, while a public company is prohibited to 
iss ue shares o ther than equity and preference shares. (Sec. 90) 

~ Preference Shares 
Preference sharcs have the following characteristics: (a) the dividend 

on them is fixed by the articles of the company: (b) preference 
shareholders will get their flXed rate of dividend before any dividend is 
dist ributed among the other class o f shareho lders. They will have the first 
charge on the distributable amount of an nual net profits: and (c) at the 
time of wind ing up the company these shareholders must be paid back 
their capital before anything is paid to ordinary shareholders. Thus it ca n 
be sa id that preference shares enjoy preferential rights both with respect 
to repayment of capita l on winding up the company and with respect to 
payment of dividends. 

.. inds of Preference Shares 
l/ L CumuIative and non·cumulative preference shares. Preference share: 
/ ~.~y be cumulative and non-cumulative. In the former, if in any year the 

profits are not enough, their right to dividend does not lapse but is 
carried over and continues accumulatig and the same may be claimed 
from the divisible profi ts of next year. In the latter, if no profits are 
available for distribution as dividend in a particular year, holders of those 
shares receive nothing and cannot claim the unpaid dividend in 
subsequent years either. 

One ca n lea rn from the terms of issue of shares or provisions in the 
art icles whether the preference shares arc cumulative or non-cu mulative. 
All preference shares are presumed to be cumulative in the absence of a 
clear pruvision to the contary. In FOSler \'. Coles, FOSler and Sons Lui,' the 

'( 1906) 22 T.L. R. 555. ' -
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articles of the company provided for cumulative preferential dividend for' 
preference shares. The company altered its articles and the word 

."c.umulative" before "preference" was dropped. This was done obviously 
,with" the intention of converting the cumulative preference shares into 
non·cumulative preference shares. But still the shares were held to be 

,cumuJative as there was no clear provision to the contrary. 
However, preference share may be made non-cumulative by inserting 

a; clear provision to this effect in the articles of the company. As for 
example, in Staples v. Eastman Photographic Material Co., 6the articles of . 
'the company provided that the holders of preference shares shall be 
entitled out of the net profit of each year to a preference divided at the 
rate of ten per cent per ann un. The shares were held to be non
~umulative as the provision in the articles clearly prevented payment of 
arrears of dividend out of the profits of subsequent years. The provision 
meant that the profits of each year only were to be paid in that way. 

: Participating . a~d non-participating preference shares, In parti
cipating preference shares, shareholders carry a fixed rate of dividend in 
priority to ordinary shares and further, the right to participate in the 
balance of profits in an agreed proportion along with ordinary share
holders whose claims are first met on reasonable grounds. Thus it can be 
silid that in these shares they have two kinds of dividends-one fIXed and 
the other changing, depending on the magnitude of excess profits. It is 
necessary that there be a special pr'ovision in the articles giving powers to: 
such shareholders to participate in surplus profits, In the case of non
participating shares, they are entitled only to the fIXed rate of dividend in 
preference to any other class of shares and no claim exists in surplus 
profits which will belong to ordinary shareholders. It may be noted that 
in the absence of any specific right to participate in the surplus profits, 
preference shares are presumed,to be non-participating. 

'. Further on winding up t'le company, if the preference shareholders are' 
entitled to partiCipate in the distribution of surplus assets found after 
paying both the preference and equity shareholders they will be known as 
participating preference shares. But the preference shareholders have no' 
right to participate in the surplus in the winding up unless they have been 
give~ such a rig/It by a clear provision.in the memorandum or articles of. 
the companY;,:There Cannot be any presumptionthat,they have the righ't ' 

•• ' 7 . ,- • . " ., 't' . ".,. 
to parllclpa.te. _, n.,,' , [." I .... 

It may also be noted here that the right 10 participate in the surplus 
profits ,does. not automatically entitle '-the, prefer,ence shareholders to 

. . -:~ • ~ .... ~.k"" I'" ... ' ,.(~..... \ 

6(1896) 2Ch. 303.,.; , . , . '; .. I 
,-' ~ " .! ,".., , ~ 

7ScottishlnsIlrance ,Co. "LId. v. Wilson and C/ycde Coal' Co. Ltd. (1949) A.c. 
41i2, 
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participate in the surplus assets on the winding up of the company.s 

A
convertible and non-convertible preference shares. When the holders 

of prefer~n~e shares ,are gi,vcn a right to get their shares convened into equity 
shares Within a certam penod, the preference shares are known as convertible 
preference shares. In case of non-convertible preference shares, the holders 
are not given the right to convert their shares into equity shares. Unless the 
articles or terms of issue provide otherwise. all preference shares are deemetl 
to be non-convertible. 

~ 
Redeemable preference shares. Generally, the capital that is raised by issue 

of shares has to be returned by the company only on its winding up. But 
under section 80, a company limited by shares may, if authorised by its articles, 
issue redeemable preference shares. In case of such shares, capital has to be 
returned during the life·time of the company as per terms of ~ue of such 
shares, or whenever the company so chooses after giving notice.faying back 
of capital is knbwn as redemption. Section 80(SA), amended by-the Companies 
(Amendment) Act of 1996, provides that no company can now issue preference 
shares which are redeemable after .the expiry of a period of 20 years from the 
date of issue. 

Conditions. The following conditions must be complied with in relation to 
the issue and redemption of such shares: 

(i) The articles must authorise the issue of such shares. 
(ii) No such shares shall be redeemed except out of the profits of the 

company which would otherwise be 3vaiiabie for dividend, or out of proceeds 
of a fresh issue of shares made for the purpose of redemption. 

(iii) No such shares shall be redeemed unless they are fully paid up. 
(iv) The premium, if any, payable on redemption shall be provided for out 

of the profits of the company or out of the company's share premium account. 
(v) If such shares are redeemed from the profits of the company, the company 

sha~1 create a reserve fund to be called "Capital Redemption Reserve Account" 
out of its divisible profits which should be equal to the nominal value of 
shares so redeemed. 

(vi) The redemption shall be according to the terms and conditions of the 
ankles of the company and provisions of the Act. 

(vii) The redemption of preference shares shall not be taken as reduction of 

the company's authorised share capital. 
(viii) The company shall have power lO issue shares up to the nominal 

amount of the shares redeemed as if those shares had never been issued. 
(ix) The Capital Redemption Reserve Account may be applied by the 

company in paying up its unissued shares to be issued to members of the 

8Re Isle o/Thanet Electric Supply Co .. (1949) 2 All . E.R. [060. 
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company as fully paid bonus s ha~es . 

Notice of redemption. Under Section 95, notice of redemption must be 
sent to the Registrar within one month of the date of redemption. 

/ Irred""mable preference shares. In the case of irredeemable 
/ preference shares the capital is to be returned on the wind ing up of the 

company. After the commencement of the Companies (Amendment) 
Act , 1988, no company can iss~any preference shares which are 
irredeemable. [Sec. BO(SA)I V 

Redemption of existing irredeemable preference shares, etc. Section SO-A. 
inserted by the Companies (Amendment) A ct, 1988. prov ides that all 
existing irredeemable preference shares shall be redeemed within a 
period of five years from the commencement of the Amendment A ct of 
1988. i.e .• 15 th June, 1988. It further provides that all existing preference 
shares redeemable after ten years from the date of i ssue shall be redee
med within ten years from the date of commencement of the Amendment 

Act of 1988, unless the same are due for redemption earlie!:..- i I ....., 

-Where a com pany is not in a posit ion to redeem any sucn snares 
within the ~foresaid period, it may, with the approval o f the Company 
Law Board, issue further redeemable preference shares of an equal 
amount and thereupon the unredeemed preference shares shall be 
deemed to have been redeemed by operat ion of law. 

~ Ordinary or Equity Shares 
\.:S! All shares other than preference shares will be ordinary or equi t\ 

shares. The holders of these shares are entitl ed to dividend from the net 
profits of the company after the f"xed dividend on preference shares has 
been paid up. If, after paying the dividend on preference shares. no 
profits remain , equity shareholders will receive no dividends:5lmilarly. at 
the time of winding up the company equity s ha rehold~1I get back 

' thei r ca~' al only after the capital of preference shareholders has been 
paid back. nlike preference shares, equity shares do not have a fi xed 
rate 0 ' . dend. The dividend to eq\\ity shareholders will change with th e 
magnitUde of available profits for distril) ution in the form of dividends. 
However, equity shareholders have normal voting rights. At the same 
time equity shares are always irredeemable. A majo r portion of the 
authorised capital of a company is usually in the form of equi ty shares. 

'" ~ Deferred Shares 
\ _' These shares arc also known as founders' shares or management 

share~ccause they arc issued mainly to the promoters or founders of the 
compa'ny itc~ns ideratio n of the services rendered by them in forming th e 
company. ~hC case of deferred shares the right to participate in the 
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distrihul:lhlc amount of the net pro fi ts of a co mpany arises only after all 
o ther dasscs of shares have received their shares according to the terms 
of the art icles. These shares ca rry extraord inary vo ting r ights th rough 
th eir fa ce value is genera l ly very tow.Under the Companies Act, 1956, 
lhese shares canno l be issued by CiT1le'r a public company, a companby 
deemed 10 be a public company or a subsidiary pr iva le company. 
Independen l pr ivale compa nies mav slili iss ue such shares/ /" 

VOTING RIGHTS VV 
Under l he 1913 ACI. a company Wilh a share capilal could issue differenl 
cla>scs of shares conferring differenl ri gh ls as 10 dividends, vO l ing, relurn 
of cap ital on winding up (lnd rights to receive notices and att endance at 
meelings. The prese nl ACI of 1956 has made revolu l ionary Changes in l he 
scheme o f lhe ca pila l >Lruclurc of compan ies. Secl ion 86 clearly provides 
Ihal a co mpany limited by shares can is~uc only two types of shares, 
namely. (a) equ ilY shares, and (b) preference shares. The vOl i ng r ighls 
bOlh in respeel of equ ily shares and preference shares are governed by 
Seclio ns 87 10 89 o f l he Act. 

VOllllK rights of eqlli!y shareholders. Every eq uity shareholder of a 
company will have the righ t to \'O l e on every resolution placed before the 
comp:"llly. His vtHing right s on a poll will be in proportion to his share of 
lhe paill-up equilY capilal of the company. ISec. 87(1)1 

Voring rig/us of pnf£'rence shareholders. A preference shareholder of a 
company wi ll have the ri ght to vote on resoultions which di rectly affect 
his righ ts. Any resol ution fo r winding up the company or for repayment 
or reduction of sha re car ital wi ll be deemed to affect the rights attached 
to preference shares. Howevl!r, a preference shareholder is also entit led 
to vote on evcry resol ution before the comp:my at any meeting if dividend 
hJS no t heen paid in Ihc case of cu mulative preference shares for an 
aggre~~lte period of not less th:m twO yea rs preceding the co mmencemen t 
of th e Illccting. In Ihe case of non-cumula tive preference shares, they will 
ha\'e :1 right to \'O le un all reso lutions if their dividends remained unpaid 
for I\\'O financial years imm c.;cJiat l'iy pre(cding the meeting or for a n~ ' 

three ~c~frs duri ng a period of six years ending with the fi n:lll cia l year 
prccedin~ Ihe m~eting, The \'uting. righ ts uf prefcrem:e sil ctreholdcrs will 
~l' in proportion 1n l ilt p<tid-up \':tluc of pr~fc!'e nce Glpital to the lowl 
p~lid~llP equity ca pital uf the COIl1P;II1Y, II ca n he seen t h~l t lhe 10ldl p<.tid· 
up capil al (equi ty) is 1 he h<l:-.i~ for de term ini ng the voting ri ghts o f" equity 
, harchu lders anll preference ,hare holde rs. ISec. 87(2) 1 

Section 87 tllus remove!' incqu ~llity in voting rights not only between 
memhers hulding equity capita l illlcr .fie bu t also as hdween equi ty 
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shareholders and preference shareholders' 
Prohibition of issue of shares with disproponionare rights. Section 88 

further provides that no company sha ll issue any shares (not being 
preference share) which carry voting rights or rights in the company as to 
dividend, capi tal or otherwise, which arc disproportionate 10 the rights 
atlaching to holders of other sha res(not being preference shares). In 
ot her words, the section prohibits the issue of shares with dispropor
tionate rights not on ly as regards voting rights but also as regards divi 
dend or capita \. Obviously this prohibition does not apply to preference 
shares which may carry different rights as to dividend, cap ital or 
otherwise depending upon the terms of issue of such shares. However, 
the voting rights granted to preference shares must conform to the 
provisions of Section 87 as already stated. 

Exception. The rules rega rding voting rights stated above, do not apply 
to a priva te company unless it is a subsidiary of a public company. (Sec. 
90) 

Restrictions on exercise of voting rights. TIle articles of a company may 
provide that a member shall not exercise any voti ng right in respect of 
any shares on which any calls or other sums presently payable by him 
have not been paid, or where the company has exercised the right of lien 
on his shares. (Sec. 181) 

Any ot her restrictions on the right of voting of a member will be void 
even though such provisions are co ntained in articles of association. (Sec. 
182) 

ALTERATION OF CAPITAL CLAUSE 

A lterat ion in th e al pital clause of Ihe memorandum may be of Ihe 
following Iypes: 

(I) Alteration of share capita\. (Sections 94-97) 
(2) Reductiqn of capita\. (Sections 100-105) 
(3) Reserve share capita l or reserve liability. (Sec. 99) 
(4) Variation of the rights of shareho lders. (Sections 106- 107) 
(5) Reorganisation of ca pita\. (Sections 390-39 1) 
These alterations are discussed below: 
( 1) Alteration of share capital. A limited co mpany with share capital 

ca n. if permitted by its articles of association, alter the ca pital clause of 
its memorandum in any of the following ways: 

(i) it may im:rcasc its share ca pital by iss ue of new shares; 
( ii ) it may consolidate and dividc all or part of its share capi tal into 

<JJecl'{lI! Singhjl v. Halbhadra Singhji A. I.R. ( 1963) Guj. 209. 
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shares of larger amount; 
(i ii ) it may convert all or any o f its fully paid up shares into stock or 

reconvert that stock into fully paid up shares; 
( iv) it may subdiv ide the ex isting shares into shares of lower denomi

nation; and 
(v) it may cancel Ihose shares which have not been ta ken up and 

reduce its capi tal accord ingly. [Sec. 9~ ( I ) ] 
Cancellation o f shares under this section [Item (v) above] is rot 

deemed to be reduclion uf share cap ilal. [Sec. 94 (3) ] 
Ordinary reso/Illion reqllired. Alt eration ca n be allected in the ca pital 

cla use in any of the above ways by passi ng an ordinary reso lution in the 
general meetin g. ConFirma tion of the court is not required. [Sec. 94 (2) [ 

NOlice 10 Regislrar. The company shall give notice of the above 
alterat ions to the Registrar wi thin thirty days o f doing so, and he will 
record the same and make necessary altera tions in the company's 
memorandum and articles. II a delault is made in complyi ng with the 
above provis ions, th e company and every ollicer of the company who is 
in defau lt is punishab le with a fine which may extend to FiFty rupees for 
every day the default con tinu es. (Sec. 95) 

Where a company has converted any o f its shares into stock, such 
provisions o f the Act as arc applicable only to shares shall cease to apply 
to such shares which have been converted into slOck. (Sec. 96) 

Similarly under Sect ion 97, the Registrar must be informed if the 
company has increased its au thor ised cap ital, or in ,he case of company 
no t limi ted by shares. if the number of members has been increased 
beyo nd the regis tered number. Notice o f the increase must given to the 
registrar even when the new shares may not have been iss ued to any 
shareho lder. lO 

(2) Reduction of Capital. The issued capi tal reprsents a fund ava ilable 
to meet the debts and Obliga tions of the company. Companies do not 
generally ca lle the full va lue of shares at one time. The unca lled capital 
acts as a future securily for the com pan 's credi tors. Therefo re any 
red uct ion of capital, ca lled up or unca lled, reduces the security o f the 
crcd,ilors. It is for exac tly these reasons thot a company is nOt allowed I? 
buy it s own shares as this would amount 10 reduction of cap ital. Similarly 
th ere arc a number of rest rictions on th e powr o f the company to forfei t 
sharcs or to accept surrcnder of shares. as this would also reduce its 
capi tal. Thus all sa feguards have been provided for in the Companies Act 
to conserve the cap ilal o f a company. 

Modes of reduction of capital. II is thus clea r from the aoovc 

IiJMalwlnxmi Mill.., Co. I .rd. \ .. Sf(J{e ( 1969) Compo C1S. 347. 
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discussion that conservation of the capital is one o f the fundamental 
pr iciples o f company law. However in genuine cases, a company limited 
by shares or a guarantee company with a share capital is premilled to 
red uce its capital by Section 100 in any o f the following ways: 

( i ) by extingu ishi ng or red ucing the liabil i ty on any of i ts shares in 
respect o f share capital not paid up; 

( ii ) by cancelling any paid up ca pital which is lost or unrepresented by 
available assets; 

( iii) by paying off any paid up capital which is in excess o f the wants 
of the company; and 

( iv) by any o ther method approved by the court. 
Procedure for reducing share capital. The procedure for effecting 

reduction o f capital is given below: 
( i ) A uthorised by an icles. Reduction of capital cannot be affected un 

less it is authorised by the company's articles. H owever, i f the art icles do 
not give this power to the company, they may be altered by specia l reso
lution to enable the company to reduce its share capita\. ISec. 100 (1)1 

In th is connection it is important to note that the authority to reduce 
ca pital must be in the articles. Where this authori ty is contained in the 
memorandum only. it is of no ava il. ll 

(i i ) Special resolution. The company must pass a special reso lu tion for 
redUelion o f ca pital. ISec. 100 (2)1 

(ii i ) Confirmation by court. The company must apply to the court for 
an order confi rmat ion the reduction. The court must look after the 
intercs ts o f cred itor and shareholders. 

In teresl of crediTOrs. It may be noted that creditors are en ti tled to Objec t 
if the reduction o f share ca pital involves (a) reduction o f liability in 
respect o f uncalled ca pital or (b) payment to any shareholder of any paid 
up ca pital and(c) in any other case if the court so directs. However, i f 
red uction o f capi tal docs not involve reduct ion o f liability in respect of 
unca lled capital or payment to any shareholder of any paid up ca pital, 
creditors are no t entitled to objcct as their rights arc not affected. Again, 
only such creditors are entitled to Object, to whom the company owes a 
debt which would have been provable in the winding up of the com pany. 

The court sho uld sell Ie a list of cred i tors who are enti tled to Object to 
the reduct ion of share capital and it may dispense with the consent of the 
dissentien t credito rs provided that their deb ts are paid off or secured to 
the sa tisfaction of the court. 

Inreresl of shareholders. T he court must also look after the interst of 
sha reholders before sanctioning a scheme of reduction o f capi tal. It is the 

liRe Daxine Palent Packing and Rubber Co., (1903) W.N. 82. 
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duty of the COurt to see that the scheme for reduction of capital is fair and 
equitable to all kinds of shareho lders, considering the circumstances of 
each individual case. (Sec. 101) 

TIle cou rt may make an order confirming the reduction of cap ital on 
such terms and cond itions as it thinks fit, if it is satisfied that every 
creditor of the company entitled to Object has consented to the reduction 
or that his debt has been discharged or secured by the company. The 
court may also order the company to add the words "and reduced" to the 
name of the company for such period as may be speeified in the order, 
and these words will be deemed to be part of the company's name for 
such specifi ed time. The cou rt may also order the company to publish 
reasons for reduetiun and all other information in regard thereto for 
public information. (Sec. 102) 

(iv) Registration of order of COllrt with the Registrar. The order of the 
court confirming the reduction must be produced before the Registrar 
and a certified copy of the order and of the minutes o f reduction should 
be filed with him for registration. On such registration by the Registrar, 
the resolution for reduction of share capita l as confirmed by the order of 
the court takes effect. Notice of the registration shall be published in 
such manner as the cou rt may direct. the Registrar shall certify registra
tion of the order and minutes in hand. His certifica te is conclusive 
evidence that all the requirements of the Aet with regard to reduction of 
share capital have been comp lied with and that the share capia l is such 
as is stated in the minutes. (Sec. 103) 

Liability of members in respect of reduced shares. Section 104 
provides for liability of the members in respect of redueed shares. A 
member shall be liable to pay the amount deemed to have been unpaid 
on his shares, which would be equa l to the amount deemed to have been 
paid up on his shares and the reduced value of shares as fixed by the 
minutes of reduction. However, in one case the members may be made 
liable to pay the original nominal value of shares. This will happen when 
a credito r entitled to Object to the reduction has been left out of the list 
of such creditors by reason of his ignorance of the proceedings, and the 
company is unable to pay the amoun t of his debt. In these ci rcumstances 
the cou rt may order the members to pay upto the origina l nominal value 
of the shares held by them. 

Moreover, officers o f the company, who ca ncel the name o f any 
cred itor en titled to Object, arc punishable with imprisonment upto one 
year or with fine or with both. (Sec. 105) 

(3) Reserve share capital or resene liability. Section 99 provides that 
by passing a special resolution, a company may determine that any 
portion of its share cap ital which has not already been ca lled up sha ll not 
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be capable of being called up except in the event of the company's 
winding up. Such uncalled capital is called reserve share capital. Once 
this is created, its character cannot be changed, i.e., it cannot be called up 

, except in winding up. This reserve share capital is intended to be a 
protection for the creditors in the event of the winding up of the 
company. 

It cannot be dealt with in any manner under a power in its 
memorandum or articles nor can it be converted or changed into ordinary 
capital without the permission of the court." A company cannot charge 
the reserve capital for raising a loan. 

(4) Variation of the rights of shareholders. The share capital of a 
company is divided into different classes of shares which may have 
different rights attached to them, generally provided for in the articles. If 
the company intends to change the rights of any class of shareholders, the 
following procedure has to be followed: 

(i) Variation not prohibited There should be provision in the 
m~morandum or articles with respect to variation of the rights of 
shareho lders or, in the absence of any such provision, there should be 
nothing in the terms of issue of the shares of that class which prohibits 
sl!ch a variation. 

(ii) Special resolution. The written consent of the holders of not less 
than three-fourths of the issued shares of that class should be obtained or 
the variation should be sanctioned by special resolullon at a separate 
meeting of the holders of sha res of that class. (Sec. 106) 

Variation may be challenged before coun. Where the rights of 
sha reholders have been varied in pursuance of the above provisions, 
those who did not consent, or vote in favour of the resolution for the 
variat ion may apply to the court to have the variation cancelled. Such 
application can be made only by persons who held at least ten per cent 
of the issued shares o f that class. The application shall be made to the 
co urt within twenty-one days of the date on which the consent was given 
or the resolution passed. 

Court 's powers. If the court, after hearing the applicant and any other 
person interested in the application, is satisfied that the variation would 
unfairly prejudice the shareholders of the class represented by the 
app licant, it may disallow the variation. But if the variation appears to be 
fair , it will confirm the var iation. The decision of the court on any such 
application shall be final. 

Regisrration of Cvurt 's order with the Registrar. The company sha ll send 
a copy of the court's order 10 the Registrar within thirty days. If default 

" Bartlett v. Mayfair Property Co. ( 1898) 2 Ch. 28. 
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duty o f the court to sec that the scheme for reduction of capita l is fair and 
equitable to all kinds of shareho lders, considering the circumstances of 
each individual case. (Sec. 101) 

The court may make an order confirming th e reduct ion o f ca pital on 
such terms and conditions as it thinks fit, if it is sa tisfied that every 
creditor of the compa ny entitled to object has consented to the reduction 
or that his debt has becn discharged or secured by the company. The 
court may also order the company to add the words "and reduced" to the 
name o f the company for such period as may be speci fied in the order, 
and these words will be deemed to be part o f the company's name for 
such specified time. The court may also order the company to publish 
reasons for reductiun and all other information in regard thereto for 
public information. (Sec. 102) 

(iv) Registration of order of court with the Registrar. The order o f the 
court confirming the reduction must be produced before the Registrar 
and a certi fied copy o f the order and of the minutes of reduction should 
be filed with him for registration. On such regis tration by the Registrar, 
the reso lution for reduct ion o f share ca pital as confirmed by the order of 
the court takes effect. Notice of the registration shall be published in 
such manner as the COu rt may direct. the Regis trar shall certify registra
tion of the order and minutes in hand. His certificate is conclusive 
evidence that all the requirements o f the Act with rega rd to reduction of 
share capital have been complied with and that the share capial is such 
as is stated in the minutes. (Sec. 103) 

Liability of members in respect of reduced shares. Section 104 
provides for liability of the members in respect of reduecd shares. A 
member sha ll be liable to pay the amount deemed to have been unpaid 
on his shares, which would be equal to the amount deemed to have been 
paid up on his shares and the reduced value o f shares as fixed by the 
minutes of reduction. However, in one case the members may be made 
liable to pay the origina l nominal value of shares. This will happen when 
a creditor entitled to obj ect to the reduction has been left ou t o f the list 
o f such creditors by reason of his ignorance o f the proceedings, and the 
company is unable to pay the amount of his debt. In these ci rcumstances 
the court may order the members to pay upto the original nominal vaiue 
of the shares held by them. 

Moreover, officers of the compa ny, who ca ncel the name o f any 
creditor entitled to object, arc punishab le with imprison ment up to one 
year or with fi ne or with both. (Sec. 105) 

(3) Reserve share capital or reserve liability. Section 99 provides that 
by passing a special resolution, a company may determine that any 
portion of its share ca pital which has not already been ca iled up shall not 
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allotment of shares: 
(i) Offer to the existing shareholders. Such shares shall be offered to the 

existing holders of equity shares of the company in proportion to the 
capital paid up on those shares. 

(ii) Offer to be made by nocice. The offer shall be made by notice 
specifying the number of shares offered and the time within which it 
should be accepted. Such time shall not be less than fifteen days from the 
date of the offer. The notice must also state that if the offer is not 
accepted within the specified time, it will be deemed to have been 
declined. 

(iii) Shareholder 's right of renunciation. Unless the articles otherwise 
provide, the offer shall be deemed 10 include a right 10 renounce all or 
any of the shares in favour of any other person and the notice must 
contain a statement of the right. 

(iv) Director's powers in case of shareholder's refusaL After the expirty 
of the time specified in the notice or on receipt of earlier notice from the 
person declining 10 accept the shares, the board of directors may dispose 
of them in such manner as they think most beneficial to the company. 

(v) Offier of further shares to outsiders. Further shares may be offered 
10 outsiders to the IOtal exclusion of the existing shareholders (a) if a spe
cial resolution to that effect is passed by the company in general meeting 
or (b) if an ordinary resolution is passed to that effect and the Central 
Government is satisfied on an application made by the board of directors 
in this behalf that the proposal is most beneficial to the company. 

(vi) Exceptions. These provisions do not apply (a) 10 a private company 
or (b) 10 the increase of the subscribed capital of a public company 
caused by the exercise of an option allached to debentures or loans raised 
by the company to convert such debentures or loans into share of the 
company or to subscribe for shares in the company. The terms of issue of 
such debentures or loans must provide for the option to convert such 
debentures or loans into share of the company. Again, such terms must 
either have been approved by the Central Government or be in 
conformity with rules made by the Central Government. It is also 
necessary that the terms should have been approved by a special 
resol ution of the company except when the loan is from the Government 
o r any other institution specified by it. 

Purchase by a Company of its Own Shares 
Buy-back of shares. Prior to the Companies (Amendment) Act, 1999. 

companies were . ..llot pennilted to purchase their own share s unless lhe 
consequent reduction of capital was effected and sanctioned in pursuance of 
Seclions 100 to 104 or Section 402 (Sec. 77). Section 77-A, introduced by the 
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is made a fine of upto fifty rupees may be imposed. (Sec. 107) 
It should be no ted that variation wh ich may affected the enjoyment of 

a right without modifying the right itself does not amount to a va riation 
within the meaining of this section. J) Similarly, a proposed issue of new 
preferenee and ordinary capital to the ordinary stock-holders does not 
affect the rights or privileges of the exis ting preference stock-holders 
though, in fact, it lessens the lallers' voting power." 

(5) Reorgination of capital. A compa ny may also reorganise its share 
capital by the consolidation of shares of different classes, or by division 
of shares into different classes, or by bo th these methods. [Sec. 390 (b)J 

Where a reorga nisation of share cap ital is proposed: (a) between a 
company and its cred itors or any class of them; or (b) between a company 
and its members or any class of them, the coun may order a meeting of 
creditors or members of the company on an applciation by the company 
or by any cred ito r or member of the company or by a liquidator (in case 
the company is being wound up). The reorgan isa tion of ca pital shall be 
binding if the scheme is approved by a majority in number representing 
three- founhs in va lue of credi tors or members, who are present and 
voting in person or proxy. The scheme should also be sanctioned by the 
court. (Sec. 391) 

Further Issue of Capital-Rights Issue 
Section 81 lays down the procedure for funher issue of shares after the 

first issue so as not to disturbe the established equilibrium of share
holding in the company. This section shall apply whenever the directors 
wish to increase the subscribed capital within the limit of the authorised 
capital by allotment of funher shares after one yea r of the first allotment 
of shares or after two years from the formation of the company, 
whichever is earlier. It is required that such funher shares shall be offered 
to the existing equity sha reholders in proponion to the capital paid up on 
these shares. Such shares are called "right shares." Thus Section 81 gives 
pre-emptive rights to the holders of equi ty shares in case of fun her issue 
of shares. 

The Object of this section is to prevent discrimination amongst 
shareholders and ensure an equitable distribution of shares. It is also 
intended that the holding of shares by each shareholder is not affected by 
the issue of new shares." 

Section 81 lays down the follOwing condi tions in regard to fun her 

Illn re Hindustan General Eleclric Corporalion A LR. ( 1959) Cal. 672. 
"While v. Bristol Aeropillne Co. Ltd., (1953) 1 All E.R. 40. 
"Nanalal Zaver v. The Bombay Life Ass. Co. A.LR. (1949), nom. 56. 
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allotment of shares: 
(i) Offer to the existing shareholders. Such shares shall be offered to the 

existing holders of equity shares of the company in proportion to the 
ca pital paid up on those shares. 

(ii) Offer to be made by notice. The offer shall be made by notice 
specifyi ng the number of shares offered and the time within which it 
should be accepted. Such time shall not be less than fifteen days from the 
date of the offer. The no tice must also state that if the offer is not 
accepted within the specified time, it will be deemed to have been 
declined. 

(iii) Shareholder's right of renunciation. Unless the articles o therwise 
provide, the offer shall be deemed to include a right to renounce all or 
any of the shares in favour of any other person and the notice must 
contai n a sta tement of the right. 

( iv) Director 's powers in case of shareholder'S refusaL After the expirty 
of the time specified in the no tice or on receipt of earlier notice from the 
perso n declining to accept the shares, the board of directors may dispose 
of them in such manner as they think most beneficial to the company. 

(v) OfJier of funher shares to outsiders. Further shares may be offered 
to outs iders to the total exclusion of the existing shareholders (a) if a spe
cial resolution to that effect is passed by the company in general meeting 
or (b) if an o rdinary resolution is passed to that effect and the Central 
Government is satisfied on an application made by the board of directors 
in this behalf that the proposal is most beneficial to the company. 

(vi) Exceptions. These provisions do not apply (a) to a private company 
or (b) to the increase of the subscribed capital of a public company 
ca used by the exercise of an option attached to debentures or loa ns raised 
by the company to convert such debentures o r loans into share of the 
company o r to subscribe for shares in the company. The terms of issue of 
such debentures or loans must provide for the option to convert such 
debentures or loans into share of the company. Again, such terms must 
either have been approved by the Central Government or be in 
conformity with rules made by the Central Government. It is also 
necessary that the terms should have been approved by a special 
reso lution o f the company except when the loan is from the Government 
o r any other institution specified by it. 

Purchase by a Company of its Own Shares 
Buy-back of shares. Prior to the Companies (Amendment) Act. 1999. 

companies werc . ..11ot permitted to purchase their own shares un less the 
consequent reduction of capital was effected and sanctioned in pursuance of 
Sections 100 to 104 or Section 402 (Sec. 77). Section 77·A, introduced by the 
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Companjcs (Amendment) Act, 1999 permits a company to purchase it s own 
shares under a buy-back scheme out of: (i) its free reserves; or (ii) securities 
premium account; or (iii) the proceeds of an earlier issue. This is subject to 
the following conditions: 

I. The buy back is authorised by the articles of the company. 
2. A special resolution is passed in general meeti ng o f the company 

authorising the buy-back . 
3. The amount invol ~cd in the buy-back shall not exceed twenty-five per 

cent of the total paid-up capital and free reserves of the company. Provided 
further that the buy-back of equity shares in any financial year shall not exceed 
twenty- fi ve of its total paid-up equity capital in that financial year. 

4. The ratio of the debt owed by the company is not more than twicc the 
capital and its frec rescrves after such buy-back. 

5. All the shares to be bought-back are fully paid-up. 
6. The buy-back of the shares listed on any recognised stock exchange 

should be in accordancc with the regulations made by SEB I. In C3>e of non
listed shares. the buy-back should be in accordance with guidelines as may be 
prescribed. 

7. Every buy-back shall be completed within twelve months from the date 
of the special I esolution. 

8. A declaration of solvency shall be filed by the company with the Registrar 
and SEBI. 

9. The shares bought-back shall be extinguished and destroycd physically 
wi thin seven days of the last date of completion of b uy-back. 

10. Whcre a company buys-back it shares. it shall not make further issue of 
the same kind (including rights issue) within a period of twenty-four months 
except by way of bonus issue or in the discharge of subsisting obligations. 

II . The company shall maintain a register ",ontaining the particulars of 
securities bought-back. 

12. The company shall fil e a return with the Registrar and SEBI within 
thirty days of the completion of the process of buy-back. The return has to 
contain the prescribed particulars. (Sec. 77-A) 

Where a company purchases its own shares out of free reserves, then a sum 
equal to the nominal value of the shares so purchased shall be transferred to 
the Capital Redemption Reserve Account and its details shall be disclosed in 
the balancc-sheet. (Sec. 77-AA) 

TI,e buy-back process shall not be done th rough any subsidiary company 
including its own subsidiary companies or through any investment company or 
group of investment companies. A company shall not be all owed to buy-back 
if it is in default in repayment of deposits, redemption of debentures or preference 
shares or payment of dividend to any shareholder or repayment of any term 
loan or interest thereon to any financial institution or bank. (Sec. 77- 8 ) 
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Financial assistance/or pUI·chase a/its own shares. No public company or 
its -subsidiary private company can give financial assistance in any form to any 
person for the purchase of its own shares or the shares of its holding company 
subject to the following exceptions: 

(i) The lending of money by a banking company in rhe ordinary course of 
its business. 

But this exception docs not empower a banking company to grant loans 
deliberately for the purpose of financing purchase of its own shares.16 

(ii) The provision of money by a company for the purchase of full y paid 
shares in the company by lIustees for and on behalf of the employees o f the 
company. 

(iii) The maki ng of loans by a company to its employees (other than directors 
or managets) to enable them to buy fully paid shares in the company and to 
hold them by way of beneficial ownership. The amount of loan to any employee 
cannot exceed six months' salary as it stands at that time. (Sec. 77) 

However, a loan or fina~cial assistance extended in contravention of this 
section is valid and enforceable 11 and so is the purchase of shares with such 
financial assistance. 18 

Conversion of Loans into Shares 
The Compan ies (Amendment) Act, 1963, has empowered the Cen tral 

Government to direct the conversion of its loans or debentures to the companies 
into equity share capital. For this purpose the order wi ll be made by the C~ttal 
Government on such terms and conditions as appear to the Government to be 
reasonable. In issuing any such order, the public interest will be the gu iding 
factor. [Sec. 8 1 (4) to (7)J 

QUESTIONS 
I. (a) Explain the difference between the nominal, subscribed and paid-up 

capital of company. 
(b) State the c ircumstances in which and the conditions under which, further 

issue of capital may be made a company. 
[Company Secretary (Final), April 1976/ 

2. (a) Define the term 'share' . How does a preference share differ from an 
ordinary share? 

(b) Describe the various kinds of preference shares. 
{Poona, B. Com. (Part I), 1969/ 

3. State the provisions of the Companies Act as regards voting ri ghts attached 
10 different kinds of shares. 

4. Explain Lhc different ways in which a company can alter its capital. Also state 
16Ltmis Stun v. ChlirleJ Allen LAw (1964) 1 Compo L. J. 157. 

17 Victor Bauery Co. \: Curry ( 1946) 1 All. E.R. 5 18. 

18 Uni ty Co. (p \'t.) Ltd. v. Diamong Sugar Mills Ltd .. A.I.R. (1971) Cal. 18. 
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the procedure (0 be followed in respect of each of them. 
S. What is meant by class rights? Stale the conditions 10 be fulfilled for variation 

of class-rights under the Companies A ct, 1956. (I.CW.A., "me 1976/ 
6. (a) Can a public company buy its own shares or provide financial help for the 

purchase of its shares? 
Cb) How can the share capital of a company be reduced? 

{Delhi, B.Com_ (Hons.), 1973/ 
7. "A company can offer new shares to outsiders before offering them to ihc 

existing shareholders." Comment. {Del14 B.Com. (Hans.) , 1975/ 
8. Can new shares be o ffered by a company to outsiders without o ffering the 

S<'lme first to (be existing shareholders? If so, please stale the circumstance under 
which it can be done. (CA. (Inler), May 1977/ 

. 9. Whar do you understand by right of pre-emption or issue of right shares? 
State the provisions pC the Act in relat ion to further issue of shares. 

10. Write short nDles on the following: 
Ca) Right shares 
(b) Reserve capital 

(DeYli B.Com_ (Hans.), 1986/ 
11. What are the provisions of law regarding the issue and redemption of 

redeemable preference shares? 

PRACTICAL PROBLEMS 

I . (a) A public limited company has two classes of shares, namely, ordinary share 
and 9 per cent non-cumulative preference shares. It Wishes to change it r ights 
regarding the preference shares. There is no provision in the articles or 
memorandum regarding such variation. Advis~ the .company. 

Cb) If the holders of 15 pcr cent of preference shares are opposed to thiS, what 
should they do? {C.A., Nov. 1972/ 

2. There was a labour disputc in a factory owned by a public limited company. 
In order to settle it, the directors of the company decided to offer 5,000 shares of 
Rs. 10 each to the employees of the company for subscription and allated a; fully 
paid.up shares. The amount due on shares was to be collected from them in 10 
equal instalments. Examine the val idity of the scheme. 

{I.CW.A., J,,~e 1976/ 
3. The articles of a company provided for "cumulative preferential dividend" for 

preference shares. The company altercd its articles and the word "cumulative" 
before "preference" was dropped, so as to convcrt the cumulative preference 
shares into non-cumulative preference shares. Does the atxJvc change affect the 
rights of the preference shareholders? 

4. The articles of a company contained a cia use like this: "The holders of 
preference shares shall be entiteled out of the net profits of each year to a 
preference dividend at the rate of ten per cent per annum." Due to losses, the 
company could not pay dividend to its preference shareholders in 1977 and 1978. 
Can the preference shareholders compel the directors to pay the dividend of 1977 
and 1978 out of the huge profits made by the company in 1979? 



Share Capital 175 

5. A company. having lost nearly the whole of capital, proposed a scheme of 
reduction of capital. Under the scheme, the preference shareholders had to forego 
thei r arrears of accumu lated dividend and seventy per cent of their capital and the 
equity shareholders had to forego eighty per cent o f thei r capital. ~fl1e scheme was 
approved by the required majority at separate meetings of both the equi ty and 
preference shareholders. Some preference shareholders subsequently challenged 
the scheme contending that prima facie the whole of the capital paid up on the 
equ ity shares should be cancelled before any pan of the capi tal paid-up on 
pre ference shares is cancelled. How would the court decide? 

6. A company declared Rs 5 out of each Rs IO share as reserve capita l by 
passing a special resolution. Thereafter, debentures werr.: issued charging the said 
reserve capital. Is the charge on reserve capital valid? 


