About promoter:

The companies Act is silent on the definition of promoter
However, reference to S 62(6) gives the meaning of the expression to ascertain the liability of the person raising money from the public by issuing a prospectus and making untrue statement therein.  An expert named in the prospectus, namely Advocate, Auditor is not a promoter. Now, Form no. 1A required to be filed pursuant to Ss 20 and 21 of the Act with the ROC for availability of name for a proposed company require the inclusion of the name of the promoters. Earlier the promoter was not required to be named.  Form no.1 (Ss 33(1) and 33(2)) filed at the time of incorporation of a company requires the names of the subscribers to the Memorandum of Association (`MOA’) to be stated. Existing companies can be named promoters. In the part where details of the subscribers to the MOA are to be included it is to be stated whether the subscribers are already promoters of other companies. Reference to promoters in the forms came with the introduction of e-Forms since 10th February, 2006. So the  Act has started  taking declaration of the  promoters on incorporation of companies though nothing is required to be mentioned further either in the annual accounts or Annual Return filed with the ROC.


Relationship between the promoter and the company which he floats is one that of fiduciary character. The promoter, therefore, is answerable to the company for anything concerning the company. (Erlanger v. New Sombrero Phosphate Co. )
There are three basic duties which a promoter owes to a company which he forms.  The basic duties total three. While there no scope to substituting the name of promoter in an unlisted company, names of promoters of listed companies can be given effect with change by disclosure to the stock exchange as per the listing agreement and complying to the SEBI regulations.

Duties of Promoters:
1.  Promoters shall not to earn secret profit at the cost of the company. Profit earned by a promoter but disclosed is, however, not considered secret and is allowed.

2.  When promotion of a company commences a promoter is under obligation to declare whether he has acquired any property to sell to the company.  Where the promoter acquires property on his own before commencement of the promotion he can sell it at a profit provided there are disclosures.

3.   Promoters must not exercise undue influence or fraud, and in particular   must not conceal   his interest in anything material to the company by having a nominee to represent him.

Principles governing position of Directors and Promoters Vis a Vis Company. 
S 2(6) of the Companies Act defines Board of Directors or Board in relation to a company to mean Board of directors of the company. S 253 states that only individuals shall be appointed Directors of companies and there shall be no appointment or re-appointment as director unless a Director Identification Number (`DIN’) under S 266B has been allotted. DIN is required to be obtained since 2006 with the notification of Companies (Amendment) Act, 2006 w.e.f 1.11.2006.
Principles governing the position of Directors and promoters and their acts in relation to the Companies  have been laid by Lord Lindley in Lagunas Nitrate Co. v. Lagunas Syndicate (1899) 2 Ch 392 and the same are given as under:

1.  First principle is that in equity promoters of a company stand in a fiduciary relation to it and to those persons whom they induce to become shareholders in it and cannot in equity bind the company by any contract with themselves without fully and fairly disclosing to the company all material facts which the company ought to know, Erlanger v New Sombrero Phosphate Co. (1897) LR 5 HL 480. is the leading authority in support of this.

2. The second principle states that on obtaining the Certificate of Incorporation a company is a corporation capable by its Directors of binding itself by a contract if all material facts are disclosed. Salomon v. Salomon & Co.,( 1897) AC 22.

3. The third principle is that the Directors acting within their powers and with reasonable care and honesty in the interest of the company may suffer by reason of their mistakes or errors in judgment.  Overend, Gurney & Co., v. Gibb (1872) LR 5 HL 480., is a leading theory on this head.

4. The fourth principle is that a contract can be set aside in equity on proof that one party induced the other to enter into the contract by misrepresentations in material facts, even though such misrepresentations may not be fraudulent.

5.  The fifth principle is that a voidable contract cannot be rescinded or set aside after the parties have changed their position and cannot be restored to their former position. However, the principle does not hold good in case of fraud.

As regards  legal status of promoters, provisions under the Companies Act, are silent. However, the Specific Relief Act provides specific relief to some extent. Apparently a promoter is neither an agent nor a trustee of the company under incorporation. Certain fiduciary duties are imposed on him under the Companies Act. A promoter is not an agent as there is no principal. He promoter is also not a trustee as there is no cestui que trust. It is on this ground that the doctrine of ratification by the company was regarded as inapplicable to the actual promoter vis-à-vis the company being incorporated.

The Issue of Capital & Disclosure Requirements Regulations,2009 ( `ICDR’) framed by SEBI is applicable to a public issue, right issue where the specified securities is more than Rs 50 lacs, preferential issue of listed company, bonus issue by a listed company, QIB placements and issue of IDRs. It defines a promoter in relation to a listed company. R 2(zb) of ICDR defines promoter group. Listed companies are required to declare promoters and Regulations have been framed by SEBI to monitor the activities of promoters through disclosures in standardized forms so that small investors are protected and investment culture thrives.

Promoters may not be a Director of a company. For unlisted companies subscribers to the MOA are the promoters. Unlisted companies do not have role of promoters in their operations. Board of Directors representing the shareholders controls a company. In the case of listed companies there are the Promoters, Board of Directors, investors and regulations of SEBI. Role of promoters is considered significant in listed companies and for any change in promoters of a company the provisions of SEBI (Substantial Acquisition of Shares and Takeovers) Regulations, 1997 will have to be adhered.

Conclusion
Question is whether the provisions of the Companies Act are adequate in dealing with promoters in unlisted companies? Possibly no. There is no clarity on the subject.  It is time to look into this aspect in the future Companies Act in the making which is in the bill stage.
Certificate of Commencement of Business: Procedural Analysis 
The date of incorporation of a company may not be the date of commencement of business. A private company and a public limited company not having share capital are not required to comply with any other formalities and may commence its business activities immediately after obtaining the certificate of incorporation from the concerned Registrar of Companies.

A private limited company, which has converted into public limited company, is also not required to obtain certificate of commencement of business.

Requirement for obtaining commencement of business certificate
A public limited company having share capital cannot commence business until it has obtained the certificate to commence business (COB) from the concerned Registrar of Companies.

Normally a new company will comply with the required formalities and obtain the commencement of business certificate (COB) from the Registrar as soon as possible after formation because it cannot commence any business activities or exercise its borrowing powerswithout it.

Action required on the part of the company to obtain commencement of business certificate (Refer Section 149)
1.      Where A Company Not Issues Prospectus For Public Subscription
For obtaining a certificate to commence business, the following actions are required to be taken:—

(i)  the company shall file with the Registrar a statement in lieu of prospectus (SLP) (signed by every director) electronically at the MCA portal in the form given in Schedule III to Act together with the E-Form 62 and shall pay the prescribed fee by online or offline as per Schedule X of the Companies Act, 1956.

(ii) the directors should pay the value of the shares to the extent money is payable in cash with application/allotment;

(iii) a duly certified declaration shall be filed electronically at the MCA portal in the E-Form 20 and a stamped copy shall be simultaneously filed with the Registrar signed by a director/secretary
or by secretary in practice where there is no secretary, to the effect that the requirements of section 149(2) have been complied with.

(iv) the company shall not allot any share or debenture at least for three days after filing of statement in lieu of prospectus with the Registrar. [Section 70(1)];

(v) the company shall pay the prescribed filing fee by online or offline under Schedule X on SLP and on e-Form 20 to the Registrar of Companies.

The Registrar of Companies shall then issue the requisite certificate of commencement of business.

Note: It was decided in the case of  Malabar Iron & Steel Works Ltd. V Registrar of Companies (1963) that COB cannot be issued if the company has not complied with the provisions of section 149(1), even though it has issued a SLP u/s 70.

2.      Where A Company Issues Prospectus For Public Subscription
Where a company issues a prospectus immediately after its formation, it need not file a statement in lieu of prospectus. The following points have to be ensured in this connection:—

(i) shares arranging the amount at least equal to the amount of minimum subscription under section 69 have been allotted. [Section 149(1)(a)]

(ii) every director has paid to the company, in respect of shares taken or contracted to be taken by them subject to payment in cash, a sum equal to at least the amount payable on application and allotment on the shares offered to public for subscription. [Section 149(1)(b)];

(iii) application has to be made to the recognised stock exchange for obtaining permission for dealing in shares/debentures;

(iv) filing of following documents electronically with the ROC is necessary:–

(a) prospectus;

(b) E-Form 19 duly certified by a director/secretary or by secretary in whole time practice where there is no secretary declaring that all the conditions as stated in (i) to (iii), above have been duly fulfilled and stamped copy shall be physically delivered simultaneously to the Registrar.

(v) payment of prescribed filing fee under Schedule X on prospectus and E-Form 19 by online or off line system.

The Registrar of Companies shall thereupon issue the requisite certificate of commencement of business.

Certificate to commence business is conclusive evidence
The Registrar, on perusal of the declaration in e-Form 19 or 20 and the statement in lieu of prospectus, as may be applicable, shall certify that the company is entitled to commence business and to exercise borrowing powers. The certificate shall be the conclusive evidence that the company is entitled to commence its business. [ Refer Section 149(6)].

STATUS OF CONTRACTS
Status of Contracts made before or after incorporation but before obtaining the COB
Only after obtaining the certificate of incorporation a public company can enter into binding contracts. After obtaining certificate of incorporation but before obtaining certificate for commencement of business, the company may, however, enter into PROVISIONAL CONTRACTS
subject to the condition that they will be binding only after the company has obtained the commencement certificate.

It was decided in the case of Merchants Ltd., Lahore, In re (1932) and Ambica Textiles Ltd., In re (1950) that the liabilities incurred by company before it is entitled to commence business, are not binding and shareholders cannot be asked to contribute towards them in event of winding up.

Consequences on commencing business before obtaining certificate to commence business
If any public company commences business or exercises borrowing powers without obtaining the commencement certificate, every person who is responsible for the contravention shall be punishable with fine of Rs. 5,000 for every day during which the contravention continues, under sub-sections (2A) and (6) of section 149 of the Companies Act, 1956.

Also refer 433(c) which provides that a company may be wound up by the High Court (Tribunal) if it does not commence business within a year from its incorporation or suspends its business activities for a whole year.

Procedure For Obtaining Certificate of Commencement Of Business
In order to obtain COB, a public company shall file the following documents with the Registrar of Companies as desired by section 149:—

(1) A prospectus/statement in lieu of prospectus as the case may be along with following documents:—

(a) list of the members of the company with their shareholdings;

(b) confirmation for paid up share capital to the extent of Rs. 5,00,000 and proof thereof, viz copy of bank statement etc.

(c) list of Directors, Manager, Secretary, Auditors and changes among them, if any;

(d) consent of the Auditors to include their name in the Prospectus/Statement in lieu of Prospectus;

(e) copy of the agreements for appointment of Managing Director, Underwriters, contracts entered into by the promoters before incorporation of the company, etc. if any;

(f)  printed and certified copy of the Memorandum and Articles of Association of the company;

(g) details of the preliminary expenses incurred by the company;

(h) power of attorney to make corrections in the Prospectus/Statement in lieu of prospectus and to obtain certificate for commencement of business from the Registrar of Companies;

(i)  certified copy of the resolution passed by the Board for approval of prospectus /statement in lieu of prospectus for filing with the Registrar.

(2) A duly verified declaration on stamp paper that provisions of section 149 of the Act have been complied with, by one of the directors or secretary or, where there is no secretary, by  a secretary in whole time practice, in e-Form 19/20 as the case may be.,


Sample Board Resolution For The Adoption of S.L.P.
“RESOLVED THAT the draft of the Statement in Lieu of Prospectus made in accordance with the provisions of Schedule III of the Companies Act, 1956, Parts I, II and III, as placed before the Board duly initialed by the Chairman for the purpose of identification be and is hereby approved and that the same be signed by all the directors of the company and delivered to the Registrar of Companies, Uttar Pradesh for obtaining the Certificate of Commencement of Business.

FURTHER RESOLVED THAT Mr. Rajesh Gupta, Director of the Company be and is hereby authorised to sign and file e-Form 20 to the Registrar of Companies, Uttar Pradesh.

FURTHER RESOLVED THAT the directors of the company be and is hereby authorised to give Power of Attorney in favour of Mr. Rajesh Gupta, the Director and/or Mr. Neeraj Mehra, Advocate to do all such acts, deeds and things for filing of the above said Statement in Lieu of Prospectus and to make any additions, corrections, alterations, etc. for and on behalf of the Board of directors of the company as may be required or directed by the Registrar of Companies for taking on record and to issue the certificate for Commencement of Business.” 

Articles on Related Party Transactions and legal provisions under different statues:

Investment is one of the major decisions in finance. Analysis of Financial information provided by the entity is one of the significant task to take right decisions. To protect the interest of the investors, transparency in the books of account is essential. Indian companies have been viewed by the outside world as family controlled and not professionally managed.

Family controlled businesses represent almost 80% of the listed companies. These companies carry on their business through subsidiaries, associates and acquire interest in other enterprises. The transactions between these entities play very important role in analyzing the investment feasibility of an entity. If these transactions are unchecked, companies will use this opportunity for tax evasion and cheat the investor. One more instance where we can find these types of transactions are directors entering into transactions with the company and gain personal benefit. To avoid these types of transactions and to bring transparency, stringent provisions are introduced in various laws.

In this article an attempt has been made to make a analysis of provisions under different laws relating to Related Party Transactions.  An awareness of various provisions is very much required so as to take adequate care while entering into related party transaction and disclosing the same in the Financial Statements.

In a corporate world, the real owners are different from the management. So there is possibility that, management by using their powers may cheat the investors.

Companies Act
To have control on all these activities the Companies Act imposes certain conditions through various sections, when a company entering into any transaction in which directors are interested.

Section 297 of the Companies Act 1956 requires board approval for entering into any contract or arrangement with the related parties. However this section will cover only transactions relating to sale, purchase or supply of any goods, materials and services or for underwriting the subscription of any shares in, or debentures of, the company.

Further, there is a requirement to take central Governament approval if the company has more than one crore paid up capital.

At the same time section 297 (2) provides exemption to get approvals if (a) purchase/sale is for cash and at prevailing market prices or (b) Contract relates to goods, materials and services regularly traded or done business provided the contract is less than Rs. 5000/- (c) in the case of a banking or insurance company any transaction in the ordinary course of business of such company.

Section 299 imposes duty on directors to disclose their interest in other concerns to the Board of Directors before entering into any contract with the related parties. Sec 299 is much wider than sec 297 since it covers any contract or arrangement with entities in which director is concerned or interested. Only exception is where directors of one company taken together have less than 2 % of paid up capital of another company.

Sec 299 (1) requires that notice of such interest be disclosed by the directors. Section 299 (3) allows for a general notice of interest, which shall be valid for a year and can be renewed for a further period of one year in the last month of the Financial year. Such general notice & renewal should also be given in the Board Meeting.

Section 300 disallows the director to participate in voting when the board resolution is passed relating to any business in which he is interested. The main intentions behind these sections are to avoid personal gain by the interested director. But mere taking approval from the board to enter into transaction is not serve the purpose as outside world can’t know about this transactions.

Accounting Standard
To make investor aware about these transactions the Institute of Chartered Accountants of India Introduced Accounting Standard 18- ‘Related Party Disclosures’ and made it mandatory for companies to disclose related party transactions in the financial statements.

Indian investors may find that details of relevant related party transactions are available in a few places other than the section on related party disclosures. The section on managerial remuneration, loans/advances due from directors and subsidiaries and the auditor’s report (which may certify/qualify certain transactions) may provide important supplementary information.

In their present form, the related party disclosures (as detailed by Accounting Standard 18) may leave investors in public companies more enlightened about how the company is managed. However, there still appears to be considerable room for improving the present disclosures.

In general, the related party disclosures presented by companies to meet with the requirements of the US GAAP have been far more detailed than those presented to meet the requirements of AS-18. There are several gaps that need to be bridged.

Income Tax
A disclosure that a related party transaction was made during the year serves little purpose, unless one is apprised of the terms of the transaction and tax implication.  Section 40 A (2) of the Income tax Act disallows the expenditure incurred in respect of specified  persons (Related Parties) if it is the opinion of the Assessing officer that the expenditure is excessive and unreasonable. These expenditures are (a) the fair market value of goods, services or facilities for which the payment is made or persons (Related Parties) or (b) legitimate needs of business or profession of the assessee or (c) the benefit derived by or accruing to the assessee from the payment.

After having discussion on the various provisions, we move our discussion on who will be consider as related party? For this different law gives different meaning.
Companies Act
Section 297 of the Companies Act 1956, describes the transaction with the following persons as related party transaction.

 

· 
· [image: image1]relative of the director

· [image: image2]a firm in which such a director or relative is a partner

· [image: image3]any other partner in such a firm

· [image: image4]a private company of which the director is a member or director

 

Accounting Standard
As per Accounting Standard 18-’Related Party Disclosures’ issued by the ICAI, Related party means “Parties are considered to be related if at any time during the reporting period one party has the ability to control the other party or exercise significant influence over the other party in making financial and/or operating decisions” and Related Party transaction means “a transfer of resources or obligations between related parties, regardless of whether or not a price is charged. The following are the related parties as per AS-18

· [image: image5]Holding companies, subsidiaries and fellow subsidiaries

· [image: image6]Associates and joint ventures

· [image: image7]Individuals (incl. their relatives) – having voting power giving them control or significant influence

· [image: image8]Key management personnel including their relatives

· [image: image9]Enterprises where controlling individual or key managerial personnel has significant influence

However, disclosure is mandatory for the following categories of companies.

· [image: image10]Companies which are listed or are in process of listing

· [image: image11]Banks, financial institutions and insurance companies

· [image: image12]Enterprises having turnover > Rs. 50 cr.

· [image: image13]Enterprises having borrowings > Rs. 10 cr.

· [image: image14]Holding / subsidiary company of any of the above

If any company does not fall in any of these categories, after having been applicable earlier, then it shall continue to apply unless it is not covered in any category for 2 consecutive years.

Further, Auditing and Assurance Standard 23- Related Parties impose duty on auditor to identify and disclose the related party transaction in the financial statements.

If we make comparison between these two definitions, we will come to know that AS-18 is wider than Companies Act. The Companies Act requires approval only when a director and his/her relatives involve in the transaction. However it if the key management personnel, who is not a director involved in any transaction, the approvals are not required, even though interest is involved. However, AS 18 makes it mandatory to disclose the transaction with the key management personnel also.

Income Tax
The scope of word related party under The Income Tax Act is included the following.

(i) Where the assessee is an any relative of the assessee; individual(ii) Where the assessee is a any director of the company, company, firm, association partner of the firm, or member of persons or Hindu undivided the association or family, or any family relative of such director, partner or member;(iii) Any individual who has a substantial interest in the business or profession of the assessee, or any relative of such individual; (iv) A company, firm, association of persons or Hindu undivided family having substantial interest in the business or profession of the assessee or any director, partner or member of such company, firm, association or family, or any relative of such director, partner or member; (v) A company, firm, association of persons or Hindu undivided family of which a director, partner or member, as the case may be, has a substantial interest in the business or profession of the assessee; or any director, partner or member of such company, firm, association or family or any relative of such director, partner or member; (vi) Any person who carries on a business or profession, -  (A) Where the assessee being an individual, or any relative of such assessee, has a substantial interest in the business or profession of that person; or

The word relative in relation to individuals includes different persons under various laws. Schedule 1A of the companies Act 1956 gives list of 22 persons as relatives. As per the AS-18, relative means spouse, son, daughter, brother, sister, father and mother. If we compare these two acts Companies Act is wider term.  The Income tax Act defines the word relative as spouse, son, and daughter, brother, sister or any lineal ascendant or descendent.

Clearly, there are more reasons than one to go through the section in the company’s annual report which details related party disclosures. It will provide a better understanding of the company’s operations.

