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ORIGIN OF COMPANY LAW IN INDJIA

The Companies Act, 1956 needed a substantial revamp due to significant changes
which the corporal€ sector has undergone over lhc years. Therefore, the Companies Bill,
2011 was considc'er and apprc_wcd ‘by the Parliament and became the Companies Act.
2013 after it received the President’s assent on August 29, 2013, repealing the earlier
Companies Act, 1956.

Early History

The first legislative enactment known as the Joint Stock Companies Act, 1850 was
passed in India in 1850 which was based on the English Companics Act of 1844. It was
amended in 1857 when the principle of limited liability was for the first time recognised
in the Joint Stock Companies. This was followed by the Joint Steck Comrp.anies
Act, 1860 whereby the principle of limited liability was extended to companies
engaged in banking and insurance business. The Companies Act, 1866, however, repealed
all the earlier Acts. This was followed by the Companies Consolidation Act, 1882,
which, in urn, repealed the Act of 1866. The Companies Act, 1882, was supplemented
by the Companies Memorandum of Association Act, 1895 and the Companies Branch

Register Act, 1900. The Act was further amended by the Companies Amendment Act,
1910,

In the meantime the English Companies Consolidation Act was passed in 1908 in
order to meet the peculiar business conditions in British India. Since the Companies
enactments hitherto passed in India were mainly based on the English Companies Act, it
was considered expedient to bring out a comprehensive Indian Companies Act, 1913 so as
10 consolidate and amend the law relating to trading Companies and other associations in
British India. Therefore, an Act called the Indian Companies Act, 1913 was enacted which
remained in force until the passing of the Companies Act, 1956,

The operation of the Companies Act, 1913, however, showed that it was highly
unsatisfactory in many respects and therefore needed radical changes. Accordingly, the
Indian Companies (Amendment) Act, 1936,' was passed which came into force on I5th
January, 1937, It contained many new provisions specially those relating to managing
agency which was peculiar to the Indian Commerce. During World War 11 (1939-45), the
management and organisation of Joint Stock Companies witnessed a remarkable change
which altered the character of trade and industry. About the same time, as a result of the
Cohen Committee Report (1945) in England, the U.K. Companies Act, 1948 was enacted
fpealing the earlier Act. This necessitated review of the Indian Companies Act as well in

the light of the changed political and administrative conditions in India due to partition of
India and the end of British rule in this country.

. The Government of India appointed a Committee under the Chairmanship of C.H.
2Habha in October, 1950 which submitted its Report in March, 1952, In the meantime,
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3 COMPANY LAW

the Indian Companies (Amendment) Act, 1951 was passed 23 a8 INICTHD Mmedsre which
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Companies Act, 1956." was enacted whach came into force on Ist April, 1956

The Companies Act, 1956

It is significant 10 note that the Companies Act. 1956 was the largest of all the

jve cnactments passed by the Indian Parliament so far [t consints of 658 Sectnen

and founteen Schedules. The Act was cnacted with the object of amending and
consolidating the law relating 1o Companics and cenain other associations by repealing
the Companics ACL 1913 following the recommendations of the Bhabha Commutiee It
was realised that the Company Law must respond favourably to changing Corporate
pracuces and address itsell to modern development and cconomi tramionmation. The
main object of the ACt was 10 provide protection 1o investon. creduors and publsc ot large
while at the same time, leaving manag=ment free 1o wtilize ity resources and encrpies for

the optimum output.

The working of the Companies Act, 1956 for a penod of aboul theee yoan, brougi
to light several lacunac and defects i iy mions. Therefore, the Act wan amended by
the Companics (Amendment) Act, 1960.° which comsisted of as many as 218 Sections
The Act. besides amending Cortamn euisting provisions also istroduced swveral new
ptmmnmuunhmmmwtdnﬂtmw Act

Dap’l:mwcwumhuﬂby the Companies (Amoendment) Act, 1940,
the principal Act still suffered from certan serious defects, particularly with regard to
contnbutions by companics to polditical parties and powers of Board of Direcions of

ses 10 contribute 1o the National Defence Fund This was nocossatated i view of
the Proclamation of Emergency on 26th October, 1962 conseguent 1o Chincse imvasion
As a result of this. a new Section 293-B was imscried in the principal Act which
empowered companics to contnibute freely to the Natioaal Defence Fund for the purpose
of national security.

The Companies Act was again amended in 1963 50 as o provide for ihe

db;gmbTMMdewd(’wylh'

Administration Central Government and for claborating thewr powers and functions

Soon after, the Act was further amended by an Ordinance,* promulgated by the Prevdes

which inserted a new Section 635-B 10 the principal Act, providing temporary prosocion

to employces of companies whose affairns were being mvestigated under the Act The
was later replaced by the amending Act of 1964
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MEANING AND NATURE OF COMPANY

The word '‘company' is derived from the combination of two Latin words, namel
com and panis. The word 'com' means ‘together’ and 'panis’ means 'bread'. 'I‘Iu.u;'. i:niliil?‘
the word 'company' referred to an association of persons who took their meals uogcmcg
The merchants in the leisurely past, took advantage of these festive gatherings (o discuss
their business matters.! Initially the word 'company' did not have strictly any technical or
legal meaning.

Meaning of 'Company'

Broadly speaking, the word company connotes two ideas in a legal sense : (1) the
members of the association are so numerous that it cannot aptly be described as a firm or
a partnership ; and (2) a member may transfer his interest in the association without the
consent of other members. Such an association may be incorporated according to law
whereupon it becomes a body corporate or what is usually called a corporation with
perpetual succession and a common seal. It is then regarded as a legal person separate and
distinct from its members.?

Before the inception of company as a device for business enterprise, two modes of
carrying out business activities were commonly prevalent, namely, (1) Monopoly, and (2)
Partnership. With the advance of time and impact of industrial revolution during I 8th
Century, the business activities expanded tremendously bringing about a radical change in
the pattern of commercial activities. The monopolistic device involved great risk as it
required investment of capital by a single person who in the event of loss, had to bear the
entire burden himself. Partnership, on the other hand, was a suitable device for small scale
enterprises which could be financed and managed by a limited number of persons called
the partners who take mutual interest and there is also mutual trust and confidence among
them.4 But both these devices were unsuited to large scale business organisations which
involved greater mobilisation of capital resources. Therefore, a new device in the form of
company has now become the most dominant mode of carrying out business activities. It
provides the structural framework for the modem industrial society.

Definition of Company
- mpany has been defined in the Companies Act. 1956 as "a company formed
»d under this Act or an existing company. An 'existing company' means a
tered under any of the previous company laws”.6

y defined company as "an association of many persons’ who

te money or 1-.11._61,;,1;5* to a common stock and employ it for a common

/e
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accepted. Heth
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In Halsbury s wg one body under a special domination, having perpey,
d by the policy of law with the capacity :}

Is united in
succession under an artificial form, and vested ' .
dual, particularly of taking and granting property, of

acting in several respects as an indivi | d g
contracting obligations, and of suing an being sued, Of enjoying privileges and
immunities in common, and " a variety of political rights, more or Jess

i stitution, or the power upon it, either at the

extensive, according to the designs of 1ts )
riod of its existence”.?

time of its creation or at any subsequent pe
In common law, a company is a "legal person Or 'legal entity', separate from, and

capable of surviving beyond the lives of its members”.

According to Justice James, a company means. "an association of persons united for
a common object. Such association may be in the form of an ordinary firm or a Hindu
Joint Family business or a society registered under the Societies Registration Act o
Provident Fund Society, or Trade Union or company incorporated by Royal Charter or
by an Act of Parliament or by some Indian Law or it may be a company incorporaledr .

under an Act relating to companies”.

Woodir:f—fjﬂuséfg,mmll%d the Supreme Court of U.S.A. in Dormouth Cottege V.

intangible and existin oal oint Stock Company as, "an artificial person—invisible,

only those properties %vh?ci: "111 the eyes of law. Being a mere creation of law, it poSSesses .

Rl ex's: e charter of its creation confers upon it either expressly or

expression may be alli)yw'f!t:il iigci:sfdamlc.mg the most important are immortality and if the

many persons is considered ’ iduality, properties by which a perpetual succession of *‘
ered as the same and may act as a single individual”.

ney has defined a joi
:2: object of earning pro{'?tl.mwsl:zzi izmﬁ:?’f as "a voluntary organisation formed with
mbership is necessary for its Ownershi:))" is divisible into transferable shares and

A company may f be
for the purpose of y further be defined as an associati .
: 10 ivi
some business or undertaking carried gnc;t;ll?ls::l\:grl:lals :;C:r;ned geqe?;Ly
e of the association.

each member havin i
. g the right o T :
e RlatR of the il ght of assigning his share to any other person, subject t© the
; , Su

0 a j i
o.--.....-..'.a |0|nl SIOC y I“ Illg a

15 stock, or divi fixed amount, or h

s fsﬁﬂd fonnd:g g';dul:e'd l?al'lly in one f\::y :23
e holders of those shareg or 1 OF Paving f
e shares or that stock anﬁ r‘l)c:

Scanned with Cam

of many individua




MEANING AND NATURE OF COMPANY
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Such a company when regi -

> gistered with limited habili

this Act. shall be deemed to be a company I";::('I:]“:::Tz.lund'ﬂ
res.”

In n-rodtm times the funu_'li?ning of companies has assumed :
ting on this aspect of Company’s role Hon'ble Justice P:lwncw role in society,
Chief Justice of the Supreme Court of India in Narional ]‘,-.m: “;i 3 m,ug""'“'- former
: 1 inter-alia observed : arker’s Union v. P.R.
"It IS now aCCCPlcd on all hands, even in predominantly
A capl_lglisl countries that a company is not a property. The
wraditional view that the company is the property of s
sharcholders is now an exploded myth. A company, according
10 the new socio-economic thinking, is a social institution
having duties and responsibilities ow ards the communily in
which it funCtions........couesmmeees it is now acknowledged even
in highly developed countries like the United States and
England that maximisation of social welfare should be the
legitimate goal of a company and shareholders should be
regarded not as proprietors of the company. but merely as
suppliers of capital entitled to no more than reasonable return
and the company should be responsible not only 1o
shareholders. but also to workers, consumers and the other
members of the community and should be guided by
considerations of national economy and progress.”

It must be stated that environmental degradation resulting from industrial pollution
| recent years has become a positive danger 10 social security. Legal provisions are
therefore incorporated in the Indian Penal Code,? to punish industrial and business
organisations which create danger (O public life by polluting water,” and District
Magistrate can initiale proceedings against them under Section 133 of the Code of

Crimsnal Procedure, 1973.

Distinction between company and other associations

A company as defined in the Companies Act, 1956 must have been formed and
segistered under the present Act or any of the former Companies Act.* Such a company is
siso called an incorporated company. However. there are many other forms of associations

panies, unincorporated companies, [nsurance
companics, CO-Operalive socielies, etc. in the business world. Therefore, it would be
y from such associations.

Company and Partnership Distinguished
.mnﬁnpﬂmdwwwuulmmmnymdapmmnhipﬁmmu
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k. COMPANY LAW

3. The creditors of a partnership firm are creditors of 'Igfjr:rll;juaaliga‘;:i? ?Ind ;:3 decree

* - ; - inst the partners ol . ally. By
against the firm can be executed aga : ; ; fe o
cfcditom of a company can proceed only against the company ind not Against i\

members. ! .

4. Partners are the agents of the firm, but mcml.wcrs of_:l company zllrc not‘ns agens,
Therefore, a partner can dispose of the property and incur llilh.lllllcs 50 ‘ogg as he acs i,
the course of firm's business. A member of a company has no such power.

5. A partner cannot contract with his firm of which he I8 uhpuflmcn W‘hcrcas a
member of a company can contract with a company of which he is a shareholder.-

6. A partner cannot transfer his share and make the transferee a member of the firp,
without the consent of other partners, whereas the shares of a company can ordinarily pe
transferred without the consent of other shareholders.

7. Restrictions on the powers of a particular partner conlqincd 'in the partnership
agreement shall not avail against outsiders, but those contained in the articles of
association of a company are effective against the public because articles of association of
a company being a public document, one can find out what is contained in them.*

8. A partner’s liability is always unlimited whereas the hability of a shareholder of
a company is limited either by share or by guarantee.

9. A company, being a creature of law, can only be dissolved as laid down by law,
but a partnership firm is the result of an agreement between the partners and therefore i
can be dissolved any time by agreement.

10. A company has a perpetual succession i.e. the death or insolvency of a
shareholder or all of them does not affect the life of the company. On the other hand. a
partnership is dissolved on death or insolvency of a partner unless otherwise provided.

I'l. A partnership firm cannot be formed, with more than ten members in the case
of banking business and twenty members in case of any other business, whereas in a
public company there must not be less than seven members and in case of a private
company the minimum number is two. There is no restriction as to maximum number of
members of a company except in case of a private company which cannot have more than
fifty members, excluding past and present employees.

12. In the absence of any agreement to the contrary, every partner has an equal right
in the conduct of the firm's business. But in case of a company, the ri ght of management
vests in few members called the Directors, and the rest of the members do not take any
active part in the management of the company, nor do they necessarily know euch other.

I3. A company is legally bound to have its accounts audited annually by a
Chartered Accountant whereas the accounts of a partnership firm are audited at the
discretion of partners.

Distinction between a Company and Joint Hindu Family Business
A company differs from a Joint Hindu Family business in the following aspects :—

I. A company consists of hetrogenous members whereas a Hindu undivided family
yu;:_ncs;_ consists of homogenous members since it comprises members of the joint
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person pecomes a member of Joint Hindu Family business by virtue of
S ue of birth

2. A
i case of a company.

(itis pot 50 11
. rration of a company is compulsory b - we o8
3, Registrat : . y but no registration is :
: mily for carrying on business for gain even | hecessary {ora
f |Hlﬂd“ Fa gain even if the number of i
Join twcnl)’-l of its members
4 Ina Hindu Joint Family Business, the 'KARTA' has the sole authori
contract Jebts etc. for the business and the coparceners have no right to do so but n g
pf,-.wisioﬂ exists in case of a company. 0 such
COTPOﬁtion or Body Corporate
n associaliqn of persons incoul—pqralcd according to the relevant law and clothed
rsonality, separale and distinct from the persons constituting it, is known as

A corporﬂtio"- A corporation or a body corporate has been defined in Section 2(11) of the

Companics Act, 2013 as follows i—
»A ‘Body Corporate’ or ‘Corporation’ includes a company incorporated outside

[ndia, but does not include :—
(i) a co-operative society registered under any law relating to co-operative
societies ; and

(if) any other body corporale (not being a company as defined in this Act),
which the Central Government may, by notification, specify in this

behalf.”

Thus it may be seen that th
wider than the word "Company .

A corporation sole is a single person (i.e. human
the time being of a perpetual office, or official position e.g. the King or
England or a Bishop are the examples of a corporation-sole. A corporation sole continues

1o exist even though the human beings g0 on changing. The manifestation of this

concepl is to be seen in the maxim, “the King is dead, long live the King" which refers to
es.2 It is, however,

the individual who has died and to the corporation which surviv
significant to note that though a corporation sole is excluded from the definition of the
'Body Corporate’ for the purposes of the Companies Act, 1956, it continues to be a legal
person capable of holding property and becoming a member of a company-

A corporation or a body corporale includes within it a ‘corporation-aggregalc'. a
term so commonly used in legal parlance. A corporation aggregate is a collection of many
individuals united in one body, under a special denomination, having perpetual succession
under an artificial form, and vested, by law, with a capacity of acting in several respects,

as an individual, particularly of taking and granting property, of contracting obligations,
nd immunities in common, and of

and of suing and being sued ; of enjoying privileges .
exercising a variety of rights or pOwers conferred upon it, either al the time of its creation
or at any subsequent period of its existence.’

n of Companies

for p of trade and commerce are usually called
any may be incorporated either by special statute or by

s Act for the time being in force. In United Kingdom, &

with legal P

¢ expression "Corporation”, or “Body Corporate” is far

individual) who 1s the holder for
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English Court of Appeal, Criminal Divisiop
| "The Court held that & company is 4 legal
it cannot be said that shareholders 4,4

property of the company, came before the
in the form of Attorney General's reference.
entity separate from its shareholders. Thcrc;f"ore.
dircotors are the sole owners of all company's property.

A company being a body corporate can sue and be sued in its own name, This s 50,

because it has a legal personality of its own.

2. Limited Liability

One of the principal advantages of an incorporated company I lhg privilege of
limited liability. It is the main feature of registered companies which provides a special
attraction to investors. The principle of limited liability implies that the Imhnluy.or a
member in the event of the company’s winding up, in respect of the shares held by him i
limited to the extent of the unpaid value on such shares. Thus the lmb:lu{y does not
fluctuate but remains limited to the amount which, for the time being remains unpaid,
whether from the original shareholder or the transferee of such shares as the case may be,
Thus, if a shareholder has 100 shares of Rs.10/- each at par, and has already paid Rs.5/-
on cach share, he has paid Rs.500/- and therefore his liability extends to remaining
Rs.500/- i.e. unpaid value of the shares held by him and nothing more than that. Even if
he has transferred these partly paid shares, the transferee's liability shall be limited to the
extent of unpaid value of shares only.

It must, however, be noted that limited liability of members extends only
for company's debt in the event of its winding up. The company itself, being ¢
legal persona, is always fully liable and therefore its liability is unlimited. In other words,
it is liable to pay the debts so long as assets are available. The order of priority for
payment of debt shall, however, depend on the class of creditors as laid down in the
Companies Act.

The English Joint Stock Companies Act, 1844 which for the first time allowed
associations of persons to obtain registration under the Act, did not initially provide for
the privilege of limited liability. As such this privilege had (o be obtained only by a
specific Royal Charter or Act of Parliament. It was after a considerable deliberation in the
British Parliament that the privilege of limited liability was extended to registered
companies by the Limited Liability Act, 1855,

In India, the Companies (Amendment) Act, 1857 allowed companies to be
registered with limited liability but this privilege did not extend to companies which were
formed for the purpose of banking and insurance business. The restriction on bunking and
insurance companies was later removed by the Amendment Act of 1860.

ection Y of the Companies Act, 2013 provides that in the event of the company

« the members shall have liability to contribute to the assets of the
‘ ‘the Act, In the case of limited companies, no member is
ore than the nominal value of shares held by him. The
y is one of the main advantages of carrying on business

s of limited liability Buckley, J. In Re London &
A—_—

limlted liability have probably done
i Df the last fifty years to further the
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advantage as well o the investor as of the public, allowe

encouraged agaregation of small sums into h‘l:l,tm.’ulvuml
which have been employed in undertakings of .M~ ToRILS
atility largely increasing the wealth of the cm.mn‘y!:'Iull '

The Wl\ll:l‘h““‘“" ol “h‘“ |‘!""¥"|‘|\‘ t)l' limited lability 1o the corporate world is
het N\\pht\&lh:.‘d h\ an un‘uu ‘.“ .-j\nwncu'n scholar who expressed a view, "limited
fabihiey Nl‘\“““f“"'f“ I ‘_‘“‘ 1"-"; Alest single dlsculvlcry ol modern times. Even steam and
e\ec\fi‘:“)’ are less important than the limited Hability company™,!
adoubtedly, the working of business organisations in the corporate sector over the
s has established beyond doubt the utility of the limited liability clause, the main
on being that persons who form or invest in such companies as shareholders, know
befmhm\d. the exact quantuin of risk involved in the investment and the maximum
avent of their liability.
Despite the advantages of limited liability, some critics of this doctrine have refuted
o accept it as a sound principle. Thus, to quote an example, Lawton, L), in Rolled Steel
Products (Holdings) Lid. v, British Steel (‘wpmu:inn.z inter alia observed :
“The fact that limited liability has all too often enabled many
to enrich themselves at the expense of those who have given
credit to the companies they control, is the price the business
world has to pay for the potentiulity for growth and
convenience which goes with limited liability."

They have, o the

3, Perpetual Succession [Section 9]

As stated in Section 9 of the Companies Act, 2013, an incorporated company has
perpetual succession, that is notwithstanding any change in its members, the company
shall retain the same entity with the same privileges and immunities,  estate and
possessions.? In other words, the death or insolvency of individual member does not in
any way, affect its corporate existence and the company shall continue its existence as
usual until it is wound up in 1ccordance with the provisions of the Companies Act. The
perpetual existence of an incorporated company is well illustrated by proverbial saying,
"members may come and members may go, but the company can go on for ever”.

Professor Gower has cited an interesting illustration to explain the perpetual
existence of a company. He says, "during the war all the members of a private company
were killed by a bomb while they were in general meeting, but the company still survived
d not even a hydrogen bomb could have destroyed (it
The n Co aleutta in Gopalpur Tea Co. Lid. v. Penhok Tea Co. Ltd.?
ny tual succession observed that though the whole
under an Act which purported to extinguish all
er Lthe company was thereby extinguished nor

T4 i
ne ?'!;'lg', L ourl ¢

“specifically provides that the shares or
| be movable property, transferable in the
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manner provided by the articles of u_ssnciuliun of lhq company. l!h.us ll‘w Ill(‘.I:.\!IL‘I' ol an
incorporated company can dispose of his s!mrc hly .-'.cll!ng them ln.l e UIM.I market and g
back the amount so invested, The transferability of shares has Iwo main “."l""”“'_l!t‘ﬁ.
namely it provides liquidity to investors and at the same time Cllhl!I.L".N‘n 5:@.‘11;1)’ ol the
company.! The transfer of shares of a company (Il.)(‘&i not in any way affect 1.1_-. existence or
management and the sharcholder can conveniently get relieved of his liability by
transferring his shares 1o some other person,

5. Corporate Finances

The shares of an incorporated company being transferable, it can raise Mmaximum
capital in minimum possible time, That apart, an incorporated company has the prm!vm.
of raising its capital by public subscriptions either by way of shares or debentures, The
public financial institutions willingly lend loan to companies as it is generally secured by
floating charge which is an exclusive privilege of a registered company.

In R.T. Perumal v. John Deavin,® it has been observed that a company is a reul
person in which all its property is vested, and by which it is controlled, managed und
disposed of. Their Lordships further observed that "no member can claim himself (o be
the owner of the company's property during its existence or in its winding up™.

6. Separate Property

Incorporation helps the property of the company to be clearly distinguished from
that of its members.* The property is vested in the company as a corporate body and no
changes of individual membership affect the title. The property remains vested in the
company whereas the sharcholders may come and go but the company may convey,
assign, mortgage or otherwise deal with it.4 In other words. the prorcrty of the company
i1s not the property of sharcholder, it is the property of the company.:

7. Centralised Management

As stated carlier, shareholders have no direct concern with the management ol the
company. They exercise only a formative control. Thus the management of the company
i1s altogether different from its ownership. Independent functioning of managerial
personnel attracts talented professional persons to work for the company in an atmosphere
of independence thus enabling them to achieve highest targets of production and
management leading to company's overall prosperity,

The management of the compuny generally vests in the directors who decide the
policy matters in the meetings of the Board of Directors, The tenure of director's office 1s
five years s0 as 1o ensure flexibility in management and eliminate the possibility of Board
misusing its powers. With skilled professional managers supported by financial resources,
companies are able (0 develop and carry on their business efficiently, In short,
professional form of management of business disassociates the ‘'ownership' from control
of business and thus helps to promote efficiency. Besides, it provides flexibility and

utonomy o business undertakings within the framework of company liw.
of capital and stability of the company

ontained in Section 67(1) of the Companies Act, 2013 prohibits a
imited Hiability from purchasing its own shares subject 1o certain

SudaAliticyu vvidli valll



MEANING AND NATURE OF COMPANY
51

exceptions. This ensures permanence of capital raised by the
“avides its stability and at the same time protection to the cre

certain extent.

compuany which in wm
ditors of the company to

9. Protection to Investors against loss

One of the advantages of incorporated company is that it affords an opportunity 1o
even a common man with meagre resources o invest a part of his ‘incmnc in the
company's capital through pur\chqse of shares or c!cbcm_urcs without being exposed 1o
substantial loss in the event of failure of company’s business. The company too, on its
part, can borrow money and raise its capl_lal on dcbcntgres.l which an ord_mary trader
cannot do. Any member of a company acting in g_ood (uuh. 1S as mucl) entitled 10 take
and hold company's debentures as any outside creditor. Thus, incorporation of companies
seeks to fulfil the desire of common men who do not intend to directly participate in the
business because of the risk involved therein, but wish (o invest a part of their income in
business ventures to earn profit.

Disadvantages of Incorporation

Despite the advantages of incorporation as stated above, there are certuin
disadvantages which deserve attention. Some of these disadvantages are :—

1. Lifting or Piercing the Corporal Veil

An incorporated company is clothed with a distinct personality by fiction of law.
‘But in reality it is an association of persons who, in a way, are the beneficial owners of
the property of the body corporate.! A company being an urtificial person, cannot act on
its own, it can only act through natural persons.

Undoubtedly, the theory of corporate entity of a company is still the basic principle
on which the whole law of corporations is based. But the scparate personality ol the
company, being a statutory privilege, it must always be used for legitimate business
purposes only. Where the legal entity of a corporate body is misused for fraudulent and
dishonest purposes, the individuals concerned will not be allowed 1o take shelter behind
the corporate personality. Ir such cases, the Court will break through the corporate shell

and apply the principle of what is known as “lifting or piercing the corporate veil". That
is, the Court will look behind the corporale entity.

Professor Gower has analysed the principle of lifting the co
to him, “there are cases where the Court has |

its place of registration in order to determine
down is the place of central management an

rporal veil and according
poked behind the facade of the company and
1ts residence and for this purpose the test laid

: ' d control.2 Similarly the Court has looked at
the corporalors, in order to determine the true character of the corporation as an enemy

ali.cn.or as a British resident”. According to him, this does not involve breach of the
principle laid down in Salomon’s case.3

. hc__hSt_xpreme Court adopted a similar approach and in some cases it has seen

' the corporate ‘:eil. Thus in Central Inland Water Transport Corporation Lid. v.

18 ‘the Apex Court while considering the question whether the

Y Was an agency or instrumentality of the State for the purpose of
Sllt}:ltlon of India, inter-alia obscrved :
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"Generally and broadly speaking, we may say that the
corporate veil may be lifted where a statute itself contemplazes
lifting the veil, or fraud or improper conduct is intended (o be
prevented, or a taxing statute or beneficient statute is sought to
be evaded or where associated companies are inextricably
connected as to be, in reality, part of one concern. It is neither
necessary nor desirable to enumerate the classes of cases where
lifting the veil is permissible, since that must necessarily
depend on the relevant statutory or other provisions, the object
sought to be achieved, the impugned conduct, the involvement
of the element of public interest, the effect on partics who may
be affected etc.”

(b) To prevent evasion of taxation

The Courts have made inroads on the principle of separate legal personality in order
to prevent evasion of Laxes. At times, a company is incorporaled and formed by certain
persons in order to evade their personal tax liability taking shelter of corporate nature of
the company. This is well illustrated by the facts of the case of Bacha F. Guzdar v.

Commissioner of Income Tax, Bombay.'

At the time in question, the agricultural income was exempt from tax under the
Income Tax Act. The income of a Tea company was exempt (o the extent of 60 per cent
as agricultural income and 40 per cent was taxed as income from manufacture and sale
of tea. The plaintiff, a member of the tea company received certain amount as dividend
in respect of shares held by her in the company. She claimed that sixty per cent of
her dividend income should be exempt from the Income Tax being an agricultural income.
The Supreme Court rejected the argument of the plaintiff and held that although
the income in the hands of the company was partly agricultural, yet the same
income when received by the shareholders as dividend could not be regarded as agricultural
income.

Another case where the Supreme Court upheld the piercing of the corporate veil to
determine whether it has been used for evasion of taxes and duties is that of /n Re Sir
Dinshaw Maneckjee Petit.?

In the instant case, the assessee was a wealthy man enjoying huge income from
dividends and interests. He formed four private companies and agreed with each to hold a
block of investment as an agent for it. He credited the income received by him in the
accounts of the companies and took it back in the form of a pretended loan. The whole
idea was to split his income into four parts with a view to evade taxes. Dismissing the
petition, the Supreme Court, inter alia, observed :

The company was formed by the assessee purely and simply as
.pf avoiding super-tax and the company was nothing
more than the assessee himself. It did no business, but was
' ply as a legal entity to ostensibly receive the

néﬁermandto hand them over to the assessee as

' _ourt, ir uLT, V. Meenakshi Mills Ltd.* reiterated its earlier stand
d that i ere it was found that the sole purpose of incorporation was 10
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]

c\mdc faxes the Court would lp,nnl'(' the concept ol sepirite entity and 1ift the corporpte
vell 1o look into the real transaction,

In Me Dowell & Co. Lid. v, Commercial Tax Officer,’ the Supreme Court has
ointed out thut "it Ix upto the Court to take stock (o determine the nature of new and
nnphlsliculctl legul devices for what they really ure and (o refuse to give judicial
benedictions™.

In the English case of Apthorpe v, P'eter Sehoenhofen Brewing Co,* the law did
not permit the foreigners 10 |uI)|d lunld in New York, Despite this restriction, a British
Company established its business in New York and acquired considerable assets,
However, it retained the ownership of the premises of its Company in the name of the
American Company §0 that there was no violation of the restriction as to holding of land
in New York by a foreigner. In fact, the whole business and financial management of the
said American Company Was controlled by the British Company. The Court therefore,
lifted the corporate veil of the Company and observed that the American Company was
operating as an agent of the British Company, hence the entire profit amount earned by
the Company was taxable as the income of the British Company and the Company
cannot be allowed to evade its tux [iability.

(¢) Avoidance of welfare Legislation

In cases where it is found that the sole purpose for the formation of a new company

i was 1o use it as a device to avoid liability under any welfare legislation, the Court may

lift the corporate veil to look at the real transaction and purpose behind iL. The Supreme

Court decision in Workmen of Associated Rubber Industry Lid. v. The Associated Rubber
Industry Lid., Bhavnagar,® is an illustration on the point.

The facts of the case were that a new company wis created wholly owned by the
principal company, with no assets of its own except those transferred to it by the
principal company, with no business or income of its own except receiving dividends
from shares transferred to it by the principal company and serving no purpose whatsoever
except to reduce the gross profit of the principal company.

The Supreme Court found that the creation of new company was intended as a
device 1o reduce the amount of bonus payable to workmen of the principal company and
therefore the separate existence of the (wo companies had to be ignored while computing

the bonus. The Court further observed :

“It is the duty of the Court, in every case where ingenuity 1s
- expected 1o avoid taxing and welfare legislations, to go behind
the smoke-screen and discover the true state of affuirs. The
Court is not to be satisfied with form and leave well alone the
substance of a transaction.”

(d) Prevention of Fraud or improper conduct

Where the corporate entity has been used for fraud or improper conduct or to defeat
or cireumyent the law, Courts may pierce the corporate veil to look into the realities of
the situation. This is well illustrated by the cose of Gilford Motor Co. v. Horne?

was appointed as a managing director of the plaintiff
all not at any time while he shall hold office ":;'n

- entice the customers of the company. Home's

" Agin
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However, Mr. Justic is 3:
‘ e hohare e Krishna Iyer took a contrary view in Som P
; assets and busine : ash Rekhi

Union of India wherein the assets and business of Burmah Shell wa ol rakash Rekhi v.
in the Central Government. The aggrieved employee, who l-dS:JLqu.”cd““d vested
provident Fund etc. against the former company Clnimc.(l |hcm1'dr- bt L,
by means of a writ. His claim was resisted on the plea that lh;b::::]m :l\E'Govemmem

£ ) T A a th ertak -

vested 10 @ LOl'np.\I‘l)" which was registered under the Companies Acl undl::i:]-?'d b
uestion of wr_ll against a private company could not arise. But rejecting this cgn‘:;ﬁhc
Mr. Justice Krishna Iyer held that since whole undertaking had been vested in the C:n:?:l
Government, 1t had become a State undertaking. The learned Judge emphasised that law
should not g0 by the lacl whether the company is registered under the Companies Ac{ or
otherwise, but by the nature of the functions which the undertaking was performing. To

quote his own words, Justice Krishna lyer observed :

" e What we wish to emphasise is (that merely because a
company or other legal person has functional and jural
individuality for certain purposes, il does not necessarily
follow that for the effective enforcement of fundamental rights,
we should not scan the real character of that entity : and ifieis
found to be a mere agenl or surrogate of the State, in fact
owned by the State, i truth controlled by the State and in
effect an incarnation of the State, constitutional lawycrs musl
not blink at these facts and frustrat€ enforcement of
fundamental Tights..ccceee: "2

The Supreme Court has ruled that Life [nsurance Corporation cannot be treated as
an instrumentality of the State when it is exercising 1t ordinary right as a majority
shareholder in a company for removing the existing management and reconstituting the

Board of Directors of that company.?

(f) To punish the real persons in Quas:’—Criminal cases against the Company
The Courts have sometimes applied the doctrine of lifting the corporate veil in

quasi-criminal cases relating 10 companies in order to look behind the legal person and

punish the real persons who have violated the law.

The Delhi High Court was called upon 0 decide upon the applicability of
the doctrine in New Horizons v. Union of India,* wherein nonc of the situations
referred 10 above seemed to cover the case. In this case the doctrine was sought to be pul
forth by a public limited company in support of its contention that the government had
failed to award it the contract for printing Yellow Pages Telephone Directory: even
though its offer of royalty was higher than that of the concern whose tender had been

accepted. The petitioner's offer had been rejected on the ground that it did not have
experience of printin his point

g Yellow Pages. The petitioner's countet contention on this 4

was that, (i) one of its shareholders, a Singapore company, had such experience: (i1) the

concerned authorities should have conducted an inquiry 1nto the experien_cc 9f s

1 holders: and.(iii) such experience should have been taken inte _onsideration in the
dari o MRy ¢

) jvision Bench ©

[
oner did not find favour with the D o
_ novel on¢ not falling in an of the recogn!

~ sharenoideds
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There may be two situations when a subsidiary company may lose[ i :n;iepem!em
identity 10 a certain extent, namely, (1) the law may brush aside the legal fgrms 2ng
require companies in a group to present a joint picture in order to give better in 0““;:_“0“
of the financial position of the group as a whole to the public. creditors and share-
holders : and (2) where the control and conduct of business olta subsidiary compun}f rests
solely in the nominees of the holding company, it may be mferred_ 'hm,[he sbeIdmriy
company is merely a branch of holding company and has no separate identity of its own.

(e) Fraudulent conduct of business (Section 339)

Where in the course of winding up of a company it appears that any business of the
company has been carried on with intent to defraud creditors of the company or any plher
person, or for any fraudulent purpose, in such a case, those who were knowingly
parties to such conduct of business may, at the discretion of the Court, be made

personally liable without any limitation as to liability for all or any of the debts of the
company.?

(f) Failure to Return Application Money (Section 39)

The provision contained in clause (5) of Section 69 of the Companies Act, 1956
makes the director of a public company personally liable to pay the money with interest
if the application money is not repaid within 130 days in the event of minimum

subscription not having been received or company not having obtained certificate of
commencement of business by the company.

(g) Civil Liability for Misrepresentation in Prospectus (Section 35)

In case of misrepresentation in the prospectus of a company, every director,
promoter, and every other person who authorises issue of such prospectus, incurs liability
towards those who subscribe for shares on the faith of untrue statement.

(h) Ultra vires acts

The directors of a company shall be personally liable for all those acts done by
them on behalf of the company if they are ultra vires the company. .

(1) Non-payment of Tax

| W

in course of liquidation in respect of any in L
. ; come |
Previous year cannol be recovered, every person who was director of thn{compan""

lim;: during the relcVantrevious year, shall be jointly and severally liable for payn
such tax. ‘mei

3. Expenses and formalism

Incorporation of 4 company is an cexpensive affair, Besides,
of a number of formalities. Moreover, the administration of g com
on strictly in accordance with the provisions of the company law an
by its memorandum wthh.ﬂl u;ncsl;rcalcs prolble_m_s I its progres

ership firm does not involve these complexities and as such, it i e
giz:trltgle affgir. The very fact that there are more than 200 offences t:;cllserc ?l:: Cois
Act, 1956, amply suggests the magnitude of formalities involy. g
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I "‘
fneorporated company. There are ug 1

. \ WY x5 -
be (Hled by Incorporated companies, ! Y 30 temu in ronpect of which returns hisve 1o

The erities ol incorporat
- od | -
R el ll- Imited companies have potnted out tha
Of {t DUNIIHESN & sdeompany involves conslderable ex I
duty, printing ete.and recurring expenditure on ¢ e
and also constderable expenditure of (e
Companies Aet Tt also involves disclosure of (he COmpany's necounts (o the public and
. c e

2 : - s E o
\il‘\lnu|.\ nlht_l‘ll\lll-l\‘l;\. ,“ I therelore sugpested that smuli companies should be formed
with simplified procedure and less expenditure than the present one N

“Incorporation

ceapitil duty und st
A np
oimpany registration fees and nudit fees

I complying with the provisions of the

4. Company is not a citizen

Last but not the least, though o company s a legal person, it is not a eitizen unde
the constitutional Taw of India or the Citizenship Act, 1955, The reason s ttn v.:l':l L:n
company cannot be treated as a citizen is that citizenship is available 1o imlivuluulsyur
natural persons only and not 1o juristic persons, |

The question whether a corporation is a citizen was decided by the Supreme Court
in State Trading Corporation of India v, Commercial Tax Officer.® wherein it was
contended on behall of the petitioners that the corporation was incorporated under the
Companies Act and all the shares were held by the President of Indin and two Secretaries
in their official capacities and sinco all these three persons were citizens ol India, the
corporation should also be treated as a citizen, Rejecting the plea putforth by the
petitioners the Supreme Court refused 1o recognise the corporation as a citizen. The Court
observed ¢

e all of them (i.e. members) are citizens ol India,
the company does not become a citizen of India any more than,
if all are married, the company would be a married person.”

Since a company is not treated as a eitizen, it cannol claim protection of such
fundamental rights as are expressly guaranteed to citizens,* only but it can certainly claim
the protection of such fundamental rights as are guaranteed to all persons whether citizens
or not,

In Tata Engineering Company v. State of Bihar,3 it was held that since the legal
personality of 4 company is altogether different from that ol its members und share-
holders, it cannot cluim protection of fundamental rights although all its members are
Indian citizens. However, the Court in K. C. Cooper v. Union of India,” made it clear
that where any right of a Company 1§ affected by an order passed by the executive or the
Legislature or by a legislation and it also has adverse cl'l'cct_ on the Sharcholders of the
Company, then protection under Article 19 cannot be d:.:mcd to the (‘gmpa_my on the
ground that a Company not being a citizen, is not entitled for such protection. The reason
being that a citizen who becomes i sharcholder of a Company dl‘m not cease (o enjoy his
fundamental rights and the safeguards availuble against violation of such rights under
Article 19 of the Constitution of India.

v ] } { 7 a
The Supreme Court, in Benett Coleman & Co. v. Union of India,’ however,

observed that if an act of the State impairs the right of the share-holders as well as the

T Pammladiles. Cumbersomeness and Anomalies of the Company Luw, (1966) 2
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company, the Court would not deny to itself jurisdiction to grant relief. Elaborating 1,
point further, the Apex Court inter alia observed :

"It is now clear that fundamental rights of citizens are nol lost
when they associate to form a company. When their
fundamental rights as shareholders are impaired by State
action, the rights of the company are protected. The reason is
that the shareholder's rights are equally and necessarily affected
iIf the rights of the company are affected.”

‘ It woulgl ll)us be seen that the company acquires a standing b( impleading a
shareholder with itself in an action for enforcement of fundamental rights.

- Though a compuny is not a citizen, it does have a nationality, domicile and
rcsndenccﬂ. As observed by Mac Naughten, J. in Gasque v. Commissioners of Inland
Revenue,= :—

"It is quite true that a body corporate cannot have a domicile in
the same sense as an individual............ but by analogy with a
natural person the attributes of residence, domicile and
nationality can be given (o a body corporate.”

Similar view had been expressed in an earlier decision in Jenson v. Dryfountain
Consolidated Mines Lid,? by House of Lords in 1902. :

It has been.wcll settled now that a company incorporated in a particular country
§hall h.uve the nationality of that country though unlike a natural person, it cannot change
its nationality.?

As regards the determination of the residence of a company, it has been held that for
the purposes of income tax law, a company resides where its real business is carmied on
and the real business of a company shall be deemed to be carried on where its Central
management and control is actually located.’

A Body Corporate distinguished from an Incorporated Company

[t has been stated earlier that the term 'company' has been defined in Section 2 (20)
of the Companies Act, 2013 as a company formed and registered under the Companies
Act and an existing company formed and registered under the earlier Companies Act,

1913.

The term 'body corporate' has been defined in clause (11) of Section 2 of the
Companies Act which reads as under :—

"A body corporate or a corporation includes a company incorporated outside India
but does not include—

(a) A corporation sole ; -

(b) a co-operative society registered under any law relating to co-operative
societies ; and b 2

(c) any body corporate (not being a company as dcl?med mlh )
Act) which the Central Government may, by notification ir
Gazelte specify in this behalf.” -
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Thus it i1s evident tl
- at a .
corporated company and ullq‘:) b(l):'}' corporate’ being a wider term, incl
¥ Silon Bai el SO other associations of persons. In h. includes an
expre: 18 the genus and incorporated compuny}i'l s e
, Its specie,

[llegal Associations [Section 464]

In order to prevent mischief arising from I i
on business in an unincorporated form, it was nccc::;g(r: llradlng s et
~ & ny o 1 « 1 [ 1 ; ; u o . ‘

association hdymg a certain number of members muzl bcprrz‘éligfctzgt il

E T ¥ Ll » 1 a

failing which ll.Shd“ be regarded as an illegal association. Thus an ui:iﬁc?mpany'

company, association or partnership consisting of large number of persons 1:55 rl;ucd
een

declared illegal.

: The relevant provision is contained in Section 464 of the Companies Act, 2013
which says that no company, association or partnership consisting of more tha;1 such
number of persons as prescribed shall be formed for the purpose of carrying on an

business for gain, unless it 1s registered as a company under the Companies Act, or i};
forrpcd in pursuance of some other Indian Law, or is a joint Hindu family carryi'ng on
business,! for gain. The term 'gain’ referred to in the section really means 'acquisition' and

its meaning is not confined to pecuniary gain, much less to'a commercial profit.2

Accordingly, where the number of individuals in an association formed for carrying
on any business for gain exceeds more than prescribed in case of association formed for
carrying on banking business exceeds ten, it must be necessarily registered under the
Companies Act, failing which the association shall be ireated as an 'illegal association’ in
law though none of the objects for which it has been formed may be illegal within the

meaning of Section 23 of the Indian Contracts Act, 1872.

It is significant to note that provisions of Section 464 of the Companies Act, 2013

do not apply in case of a single Joint Hindu Family carrying on any business with

whatever number. But where the business is carried on by two or more Joint Hindu
Families together, the section shall ipso facto apply and if the number of persons exceeds
the statutory limit, it will be treated as an illegal association. In computing the number

of members for the purpose of Section 464 the minor members shall be excluded.?

It must, however, be noted out tha

urview of Section 464 as it is not forme
much less for the purpose of gain.

Since the law does nol recognise an illegal association, such as association suffers

from certain disabilities arising out of its illegality. They are i—
o a valid and enforceable contract.

an outsider even after the company is subsequently
sue an illegal association.

{ a stock exchange is not included within the
d for the purpose of carrying on any business,

]. It cannot enter int

2. It cannot sue any member or
registered, nor can a member or an outsider,
Shri Girdhariji

- marcnll mi !ht

 edainad hv Privy Council in Goswami
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