Class X1 Business Studies
Chapter 7 Formation of a company
Revision Notes

Formotion of Company

Formation of a company is a complex activity inwolving completion of legal formalities and
procedures
Ieolves thiee distinot stages, which are:

o Promolson;

o Intorporation

= Subscription of capital
Private cofmpany &3 agalnst the public limited company |5 prohibited 1o raise funds from public,
it does not need Do issue 3 prospectus and complete the formality of minimwem subscription

Promaotion of company

Bt irvidves concebding a business idea and taking an enitiative to form o company sa that practical
shiape can be green 1o explosting the available business opportenity,
Bt g the firgt stage in the formation of & company

Promoter
According 10 Section 69, a promoter means a person

[a] Wiha has been named as such in a prospectus o |5 identified by the company in the anneal returm
relerred 10 iR section 92; of

fla) Wi hay contral over the alfairs of the company, directly or Indirectly whather a8 sharehalder,
directon of otherwise; o

fc) In sccordance with whoae advice, directions or Instructions the Beard of Direciors of the company i
socusiomed (o scl. However, it i provided that nothing In this subclause shall apply to 8 person who is
acting merely in a profeisional capacty.

Functions of Promoter

L

identification of business opportunity
& The apportunity may be in respect of producing a new product or service or making
some product available through s dillerent channel of any ather appartunity having sn
investment potential_

& Opportunity is then analysed for its techinical ard economic feasibility,

Feaibility studies



# It may mot be feasible or profitable to convert 3l identifiad hisiness opportunities into
real projects, The promaters, therafore, undertake detailad feasibility studies
= the following feasibility studies may be undertaken:

o Technical feasibility: an idea may be good but technically not possible to
axeoute, it may be so because the required ras material ar technalagy is not
aasily avadable

o Financial feasibility: Every busingss activity requires funds, The promaoters hawve
to estimata the fund requiremants for the identified business opportunity. IF not
able to arrange funds, then project needs to be grven up

o Economic feasibility: Project is technically wiable and financially feasible but the
chance of it being profitabde is very little.

3. Marme approval
# The promoters have to select a name for it and submit, an application to the registrar of
companses of the state inwhich the registered office of the compamy Is to be situated,
for its approval
=  Proposed name is not accepted but some alternate name may be approved.
#  Thres names in order of thedr priority ane glvan in the apalication te the Registrar of
Caompanies

4. Fixing up Signatories to the Memorandum of Assodation:
#  Prarmoters have Lo decide about the members who will be signing the Memorandum ol
Assoeiation ol the propesed cormpany.
# People signing memaorandum are alsa the first Directors of tha Company.
#  Their written consent to act as Directors and to take up the qualification shares in the

COMEPany is NeEcessary.

L. Appointment of professionals:
=  Cartain prolesianals such as mercantile bankers, auditors ., are agpointed by the
profmcters to assist them in the preparation of necessary documents which are required
1 B with the Registrar of Companias

6. PFreparation of necessary documents:

# The promoter akes up steps to prepare certain legal documents, which have to be
submitted under the law, to the Registrar of the Companies for getting the compary
registered.

& These dacuments are Memarandum of &ssociation, Artcles of Association and Cansant
of Directors,




Documernts reguired bo be sibmitted

Memorandum
af Association

Articles of

Consent of
Proposed
Directors

Agreament

Statutary
Declaration

Receipt of
Payment of fee

=t defines the objectives of the company.

= Mo company can legally undertake activities that are not contained in its Mod,
= kot contains following clauses:
=Mame Clause: contains the name of the company which has already been approvesd
by the Registrar of Carmpanies
=Registered office clause: contalns the name of the state in which the registered
office of the compary is proposed to be situated. Exact address is not reguired bui
the sarme must be notified to the Registrar within thiry days of the incorparation of
the company.
«bjects dause: It defines the purpase for which the company is formed, A company
is nat legally entitled bo undemake an activity, which is beyond the objects stated in
this el ause

=Liability clause: This clause lmits the Rability of the members to the amount unpasd
on the shares owned by them.

s{apital clause; This clause spedfies the maximum capital which the company will be

authorisad to rafse through the issue of shares, The authorised share capital of the

proposed company along with its division Into the number of shares having a fixed
face value ks specified

#They are the rules regarding internal management of a company,

=These rules are subsidiary o the Memorandem of Association and hence, should not
contradict or exceed anything stated in the Memorandum of Assocation

sfccarding to section 2(5) of The Companies Act, 2013, ‘artiches’ means the article of
asspdiation of a company as ariginally framed o as altered from time to tirme or
applied in pursuance of any previows company law or of this Act

=apart from the Memorandem and Articles of Assaciation, a written consent of each
persen named a5 a director is reguired confirming that they agree to act in that
capacity and undertake to buy and pay Tor gualification shares

=The agresmant which the company enters with individual as Director or a whole time
Director or Manager i another dooument which is required to be submitted to the
Registrar for getting the company registered under the Act

=& declaration stating that all the legal requirements pertaining to registration hawve
biean cormplied with is to be submitted to the Registrar with the above mentioned
docurnents lor getling the company registerad wnder the law.

*Mecessary fees has to be paid for the registration of the companmy.
*The armgunt of such fees shall depend on the authorised share capltal of the company




Pasition of Promoter

Promaters of a company enjoy a fiduciary position with the company, which they must not
misuse,

Thiey can make a profit only il itis disclosed but must nol make any secrat profits.

Im the event of a non-dscloswre, the company can rescind tha contract and recover tha
purchase prica pald to the promotess.

It can also claim damages for the loss suffered dee to the non-disclosure of material
infarrmatian.

Prometers are not legalty entithed to claim the expenses incurred in the prormotion of the
comgany. However, the company may choose to relmburse them for the pre incorporation
ERPENSES,

The company may also remunerate the promatars for their efforts by paving 3 lump sum
amaunt or a commilssion on the purchase price of property purchasad through them or on the
sharas sald,

The company may also allat them shares or debentures or give them an option to purchase the
securities at a future date

Incorporatio

The application is to be filed with tha Registrar of Companies of the state within which they plan
to establish the registerad offica of the company.
The application lor registration must be accompanied with certain dacuments. They are:

o The BMemarandum af Associalion duly stamped, signed and wilnaised. In case of a
public company, at leasl seven members musl Sign i For a private company howeswer
the @gnatures of bwo members are sufficient

o The Articles of Association duly stamped and witnessed as in case of the Memarandurm

o Written consent of the proposed directars to act as directors and an undertaking to
purchase qualification shares,

o The agreement, if any, with tha propesed Managing Derector, Manager or whoba-time
directar,

o Acopy of the Registrar's letter approving the name of the company.

a A statutery declaration affirming that all legal reguirements for reglstration have been
comglied with, This must be duly signed.

o A notice about the exact address of the registered office may also be submitted along
with these documents

o Docwmentary evidence of payment of registration fees,

the Ce a =11

& company is legally born an the date printed on the Certificate of Incorporation.

It bacomes a legal entity with perpetual succession on such date, It becomes entitled 1o enter
inte walld contracts.

The Certificate of Incorporation is a conclusive evidence of the regularity of the incorparation of
@ prETpary




[y tian
The following steps are reguired for rasing funds from the public:

1. SEBI Approval;

=  SEBI |Securities and Exchange Board of India] whidh is the regulatory awtharity inour
country has issued guidelines for the disdasure of information and investor protectian.

* A public company inviting funds from the general pubdic must make adequate disclosure
of all relevant Information and mvst not conceal any material information from the
potential investoss.

2. Filing of Prospectus:

= A copy of the prospectus or statement in lew of prospectus Is filed with the Registrar of
Companies,

® 0 prospectus is any document described or issued as a prospectus including any notice,
crcular, advertisement or other doowment inviting deposits fram the public or imviting
offers fram the public for the subscription o purchase of any securities of, a body
carporata’

3. Appointment of Bankars, Brokers, Underwriters:

»  Raising lunds rem the public is a stupendous task. The application money is U be
received by the bankers of the cormpany.

#  The brokers try to sell the shares by distributing the forms and encowraging the public to
apply for the shares. Underwriters undertake to buy the shares If these are not
subscribed by the pubdic

4. Minimum Subscoription:

* Inordar to prevent compankes from commeancing business with Inadequate resources, It
has bean provided that the company must receive applications for a certain minimiem
number of shares before going ahead with the allotment of shares. According to the
Companies Act, this Is called the ‘minimum subscr phion’,

= Applications received for the shares are for an amownt less than 90 per cent of the issue
size, the allotment cannaot be made and the application money received must be
returned ta the applicants,

5. Application to Stock Exchange:

= Anapplication is made to at least omre stock exchange for permission to deal inits shares
ar debentures.

#  If such parmission is not granted before the expiry of ten weeks froem the date of clesure
of subscription list, the allotrment shall become void and all money received from the
applicants will have ta be returned to them within 8 days

6. Allotment of Shares:

#  Till the time shares are allotted, application money recelved should remaln in & separate
bank account and must not be used by the company,

#  Incase the number of shares allotted is less than the number applied for, or where no
shares are allotted to the applicant, the excess application money, if any, is to be
returned to apglicants or adjusted towards allotment maney due from them.

= Allatrent letters are issued 1o the swocessful alloitess. ‘Retwrn of allotment’, signed by
a director or secretary is filed with the Registrar of Companies within 30 days of
allakmeant




%F‘Hﬂ.‘f Betwesn Memaranciim ﬂ Azsaciation and Article ﬂ Associgtion

BASIS OF MEMORAND LN OF ASSRCIATION ARTICLE OF ASSDCIATION

DIFFEREMNCE

OBJECTIVES Memorandum of Association defines Articles of Association are
the objects for which rules of internal management of the compary, They
the compary is fosmed. indicate how the abjectives of the

compary are ta be achieved

POSITION This is the main document of the This is a subsidiary decurment and is
camgany and is subordinate 1o the cubardinate to bath the
Campanies Act. Mermorandwem of Awsociatien and the

| Companies Act,

RELATIOMSHIP Memarandurm of Asseciation defines Articles define the relationship of the
the relationship of the compary with members and the company
outsiders.

VALIDITY Acts beyond the Mermarandum ol Acts which are beyond Articles can
Azzociation are invalid and canmot be be ratified by members, provided
the ratified even by a unanimouws wote | they do not violate the
of the members, Permiorand wm

MNECESSITY Every company has to file a It i5 not compulsary for a pullic ltd.
Memorandum of Association, compary ta file Artichas of

Assaclation, It may adopt Table F of
The Companies Act, 2013




