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INTRODUCTION

NEED, SCOPE AND MODES OF CORPORATE RESTRUCTURING:

Corporate Restructuring is concerned with arranging the business activities of the corporate

as a whole so as to achieve certain predetermined objectives at corporate level.

Such objectives include the following:

⎯orderly redirection of the firm’s activities;

⎯deploying surplus cash from one business to financed profitable growth in another;

⎯exploiting inter-dependence among present or prospective businesses within

the corporate porfolio;

⎯risk reduction; and

⎯development of core competencies.

Corporate Restcuturing aims at different things at different times for different companies

and the single common objective in every restructuring exercise is to eliminate the disadvantages

and combine the advantages. The various needs for undertaking a Corporate

Restructuring exercise are as follows:

(i) to focus on core strengths, operational synergy and efficient allocation of managerial

capabilities and infrastructure.

(ii) consolidation and economies of scale by expansion and diversion to exploit

extended domestic and global markets.

(iii) revival and rehabilitation fo a sick unit by adjusting losses of the sick unit wiht

profits of a healthy company.

(iv) acquiring constant supply of raw materials and acess to scientific research and

technological developments.

(v) capital restructuring by appropriate mix of loan and equity funds to reduce the

cost of servicing and improve return on capital employed.

(vi) improve corporate performance to bring it at par with competitors by adopting

the radical changes brought out by information technology.

PREVISIONS UNDER THE COMPANIES ACT, 1956:

Chapter V containing Sections 390 to 396A of the Companies Act, 1956 is a complete

code in itself. It provides for the law and procedure to be complied with by the companies

for compromises, arrangements and reconstruction. Rules 67 to 87 of the Companies

(Court) Rules, 1959 lay down the court procedure for the approval of schemes. The terms

amalgamation and merger are synonymous under the Act.
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Section 391 of the Companies Act, 1956 provides for all matters whihc the Company

Court (hereinafter referred to as ‘the Court’) should consider and also the conditions under

which it has to exercise its powers. Court for the purposes of Sections 391 to 394 of

the Act would mean the High Court having jurisdiction over the registered office of the

company. In every High Court, a judge will be designated as company judge who will hear,

inter alia, pertitions under these sections.

Section 390 contains meaning of certain important expressions used in Sections 391

and 394 of the Act.

MAJOR JUDICAL PRONOUNCEMENTS:

The following important judical rulings throw light on the main issues of corporate restructuring

in India.

Commercial Wisdom Prevails.

The Supreme Court in Miheer H. Mafatlal v. Mafatlal Industries Limited (1996) 4 Comp.

LJ 124 (SC) has ruled that the Court in sanctioning any scheme of merger or amalgamation

has no jurisdiction to act as a Court of appeal and sit in judgement over the infromed

view of the concerned parties to the compromise as the same would be in the realm of

corporate and commercial wisdom of the concerned parties. The Court has neither the

expertise nor the jurisdiction to develop deep into the commercial wisdom exercised by

the creditors and members of the company who have ratified the scheme of merger by the

requisite majority. Consequently, the appellate. Justice S.B.Majmudar remarked: “While

deciding the issue of amalgamation or merger, the company court acts like an umpire in a

game of cricked who has to see that both the teams play their game according to the rules

and do not overstep the limits. But subject ot that, how best the game is to be played is left

to the players and not to the umpire.”

The Supreme Court ruled that the company court could not, therefore, undertake the exercise

of scrutinizing the scheme placed for its sanction with a view to finding out whether a

better scheme could have been adopted by the parties. This exercise remains only for the

parties and in the realm of commercial democracy permitting the activities of the concerned

creditors and members of the company who in their best commercial and economic

interest by majority agree to give green signal to such a compromise or arrangement.

The Court also held that a scheme under Sections 391 and 394, the Court will see whether

it is lawful, just and fair to the whole class of creditors or members who had approved it

with the requisite majority vote including the dissenting minority which will be bound by it.

In Re. Centex Petro-Chemical Ltd. (1994) 13 CLA 239 (Mad.) it was held that it is not the

court’s duty to launch an investigation into commercial merits or demerits of a scheme of

amalgamation provided by shareholders when no lack of good faith was evident on the

part of majority and provisions of the Act had been complied with. The Court cannot substitute

its wisdom for the collective wisdom of shareholders when overwhelming majority

has approved the scheme.
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Though it is the statutory duty of the Court to satisfy itself that amalgamation scheme will

not be prejudicaial not only to shareholders of company i.e. tranferor and transferee companies

but also to the public at large, but the Court cannot question commercial wisdom

of shareholders, with their open eyes are accepting ratio of exchange of shares. [Operations

Research (India) Ltd. In re. (2001) 101 Comp. Cas. 101 (Guj.): (1999) 34 CLA 146

(Guj.)].

Transfer of Assets

In United Breweries Ltd. v. Commissioner of Excise [2002] 48 CLA 212 (Bom.) it was

held that since in an amalgamation, the transferor company ceases to exist with effect

from the date on which the amalgamation is made effective, the ownership of the assets

held by the transferor company stands transferred to the transferee company on that day.

Merely because the shareholders of the transferor and transferee companies are the same,

it does not follow that there is no transfer when the assets of the transferor company pass

to the transfree company on the transferor company’s ceasing to exist as an independent

entity. A company is a juristic person entirely distinct from its shareholders who may change

from time to time.

In Re. New Vision Laser Centresa (Rajkot) (P) Ltd. [2002) 48 CLA (Guj.) it was held that

Sections 77 and 42 of the Comapnies Act, 1956 are not intended to be read with Sections

391, 392 or 394 at the time when a scheme of amalgamation is pending before the

court for approval, after the shareholders and the creditors have approved it and affidavits

have been filed to the effect that the affairs of the transferee company are not conducted in

a manner prejudical to the shareholders or to the public interest.

In Electricals (P) Ltd. (1996) 22 CLA 274 (Guj.) it was held that there can be no objection

to a private limited company having its assets revalued by an expert and then amalgamating

with a public limited company within a few days after its incorporation.

BROAD PRINCIPLES:

In Re Mcleod Russel (India) Ltd. (1997) 4 Comp. LJ 60 (Cal) the Calcutta High Court

Laid down the following principles:

Sanction by Court cannot be withheld to a scheme of compromise or arrangement

(Scheme), if:

⎯the shceme is not for evading law, nor manifestly unfair, nor seeks to defraud

shareholders and creditors of merging companies.

⎯the companies are under common management, but engaged in dissimilar business.

Even otherwise, the scheme may be for mutual benefit in reducing expenses,

streamlining the administration and creating a larger financial base.

⎯the scheme is between wholly owned subsidiary of another transferor Company,

which is iteself merging with Transferee Company, then question of consideration

does not arise.
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⎯the statutory majority under Section 391 (2), i.e., members are not only present

but also voting at the meeting, approves the scheme.

⎯there is reduction of share capital, Rule 85 of the Companies (Court) Rules,

1959 has no application where the scheme involves transfer of entire assets

and liabilities of transferor companies.

In Feedback Reach Consultancy Pvt. Ltd In re. (2003) CLC 489 (Bom.), the ruling held

that there is no need to have in the memorandum a clause empowering a company to

amalgamate with another company, and held: ‘It is quite clear that the power under Sections

391 to 394 are not circumscribed or predicated on the applicant company possessing

powers under its objects clause to amalgamate with any other company.”

PROTECTION OF PUBLIC INTEREST AND THE INTERESTS OF WORKMEN:

In Re Wyeth (India) Ltd. [(1998) 63 Comp.Cas. 233 (Bom.)] and In Re. Geoffrey Manner

and Co. Ltd. it was held that in a scheme by two closely held companies, the workers of

the transferor company are not bound to accept the transsfer of therir services to the

trransferee Company. In the event the workers of the transferor Company do not agree,

suitable arrangements have to be made for them. Where the scheme has been sanctioned

by the meetings of the shareholders of both the companies and they have accepted

the share transfer ration and the assets and liabilities position of the companies

were satisfactory, it was held that there was no reason to refuse to sanction the scheme

especially when the scheme would not affect the public at large.

In I Gujarat nylons Ltd. V. Gujarat State fertilizers Co.Ltd. (1992) 8 CLA 166 (Guj.) it was

held that the workmen of the transferor company have no legal right to hold a meeting and

express their opinion on the question of amalgamation. The scheme of amalgamation

would not be assailable where employees of the transferor-company are nt compelled to

serve the transfree-company. Sanction of the scheme of amalgamation would not come in

the way of employees moving the proper forum to redressal of their grievances on pay

and other conditions of their service.

Where schem of amalgamation does not appear to be unfair, contrary to public policy or

in violation of public interest and rights and interests of shareholders, creditiors and employees

are not likely to be jeopardized, the sane is to be sanctioned. [Debi Kay Sales (p)

Ltd. v. Prapti Traders (P) Ltd. (2000) 23 scl 172 (del): 2000 CLC 757 (Del.)].

In Hindustan Lever Employees Union V. Hindustan Lever Ltd. (1994) 2 SCL 157 (SC)

it was observed - “...Next it was argued on behalf of the employees of TOMCO thta the

scheme will adversely affect them. This argument is not understandable. The scheme has

fully safeguarded the interest of the employees by providing that the terms and conditions

of their service and their service conditions of their service will be continuous and uninterrupted

service and their service conditions will not be prejudicially affected by reason of

the scheme. The grievance made, however, is that there is no job security of the workers,

after the amalgamation of the two companies. It has been argued that there should have
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been a clause in the scheme ensuring that no retranchment will be effected after the

amalgamtion of the two companies. There was no assurance on behakf of the TOMCO

that the workers will never be retrenched. In fact, the performance of TOMCO over the last

three years was alarming of the workers. it cannot be said that after the amalgamtion they

will be in a worse position than they were before the amalgamtion.

QUESTIONS :

2004 - Dec [5] (b) : What is disnvestment’? Discuss the salient features evolved by the

Government of India for disnvestment in the public sector undertakings (PSUs).

(5 marks)

2005 - Dec [7] : Advise on the following with supporting judicial decisions, if any:

(iv) Is it correct to say that the term arrangement has winder scope than ‘compromise’

under Section 390(b)> Give your considered views.

(4 marks)

Hint : Applicable Case Law - Hindustan Commercial Bank Ltd. v. General Electric

Corporatoin 1960.

2006 - June [5] (c) : “Corporate restructuring increase shareholders’ wealth.” Certically

examine this statement contrasting demerger and bur-back as tools of restructuring.

(6 marks)
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STUDY - II

STRATEGIES

STRATEGY

Definitino and Meaning of Strategy:

The term strategy has been defined as means or method to achieve the purpose / objective

of an organization. Hence, the work strategy is used to describe the direction that the

organization chooses to follow in order to fulfill its mission.

5 Ps of Strategy by Henry Mintzberg:

Henry Mintzberg has enunciated the following 5 Ps of strategy, which are also the 5 uses

of strategy:

1) A Plan : A plan means a course of action which is always the part and parcel of

strategy.

2) A Poly : Poly means and act or action to gain an advantage over the opponent.

3) A Pattern : Pattern means a series of action to achieve a pre-determined objective.

4) A Position : Position is a means of locating an organization in an environment

full of external factors, on which organization has little control.

5) A Perspective : It helps in seeing the world in a thorough and critical way.

Levels of Strategy:

There are three levels of strategy i.e., corporate level, divisional or business level and

operational or functional level.

1) Corporate Level Strategy : At corporate level, decisions pertaining to type of

corporate structure are taken. These decisions are influenced by various factors

such as economical factgors, technological factors, legal framework factors etc.

These strategies are normally for a long period, usually 5 years or more.

2) Divisional or Business Level Strategy : Strategies at divisional or business

level are directly concerned with the future plans of the profit centers, which are

divisionalized in large entgerprises. These strategies are market oriented because

they deal with the current and future product lines and current future markets.

3) Operational and Functional Level Strategy : Strategies at operational or functional

level target the department or functional aspects of operations and look at

the functional strategies of marketing, finance, human resources, manufacturing,

information systems, etc. and devise ways and means of increasing their

contribution to the other levels of strategy.
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STRATEGIC PLANNING

Meaning of Strategic Planning :

Strategic planning i a management tool which is used to help an organization to do a job

in a better way and to assess and adjust the organization direction in response to a changing

environment. Strategic Planning is a disciplined effort to produce fundamental dicisions

and actions that shape and guide what an organization is, what it does and why it does it,

with a focus on the furture at the same time. A strategic plan is visionary, conceptual and

directional in nature.

Importance of Strategic Planning :

⎯Strategic planning encourages, managers to take a holistic view of both the business

and its environment.

⎯The strength of strategic planning is its ability to harness a series of objectives,

strategies, policies and actions that can work together.

⎯Managing a company stragegically means thinking and accordingly taking suitable

action on multiple fronts.

⎯Strategic planning provides the tramework for all the major business decisions

of an enterprise including decisions on business, products and markets, manufacturing

facilities, investments and organisational structure.

⎯Strategic planning works as the path finder to various business opportunities.

⎯It also serves as a corporate defence mechanism helping the firm avoid costly

mistakes in product market choices or investments.

⎯Strategic planning has the ultimate burden of providing a corporation wiht certain

core competencies and competitive advantages in its fight for survival and

growth.

⎯It seeks to prepare the corporation to face the future.

⎯Its ultimate success lies in shaping it to withstand turbulences or uncertainties.

⎯Thus the success of the efforts and activities of the enterprise depends heavily

on the quality of strategic planning i.e. the vision, insight, experience, quality of

judgement and the perfection of methods and measures.

Features of Strategic Planning :

The salient features of strategic planning are as under:

1) It involves participation of responsible persons at different levels, either directly

or indirectly (shared ownership).

2) It is a key of effective management.

3) It prepares the firm not only to face the future but also to shape the future in its

favour.
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4) It is based on quality data.

5) It draws from both intuition and logic.

6) It accepts accountability to the community.

7) It helps to avoid haphazard response to environment.

8) It ensures optimum leveraging of firm’s resources at every opportunity.

Strategic Planning and Long - Range Planning :

In general, the two terms strategic planning and long range planning are used

interchangeaby. However, there is a difference between the two.

Long range planning means the development of a plan for accomplishing a goal or set of

goals over a period of several years, with the assumption that current knowledge about

future conditions is sufficiently reliable to ensure the plan’s reliablity over hte duration of its

implementation.

Whereas strategic planning means the development of a plan for accomplishing a goal or

set of goals over a period of several years, with the assumption that the organization will

have to respond according to the changing requirements of the business environment.

Thus, long range planning based on static business environment whereas strategic planning

is the planning based on dynamic business environment.

COMPETITIVE ADVANTAGE AND CORE COMPETENCIES :

Competitive advantage means working in an efficient and productive manner in order to

obtain an advantage over the competitors.

Companies should strive to develop unique resources in order to gain a lasting competitive

advantage. In order to gain competitive advantage, companies should concentrate

their resources on strength areas and abandon the weak areas.

Core competency is a bundle of specific knowledge, skills, technology, capabilities of an

organization which enables it to create value in the market, which other competitors cannot

do in the short-term. Core competency is the most important factor kept in mind while

discussing the corporate strategy.

Mr. Prahalad and Mr. Hamel have suggested the following three factors which help in

identifying the core competencies in a company:

i) Core competence provides potential access to a wide variety of markets.

ii) Core competence should make a significant contribution towards the customer

statisfaction.

iii) Core competency should be difficult for competitors to imitate.
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Methods of for implementation of strategies :

Amalgamation :

The term amalgamation is not defined under Companies Act, 1956. Generally speaking,

amalgamation is a legal process by which two or more companies are joined together to

form a new entity or one or more companies are to be absorbed or blended with another

and as a consequence the amalgamating company loses its existence and its shareholders

become the shareholders of the new or amalgamated company.

Merger :

Merger it the fusioin or absorption of one thing or right into another. Thus, merger is an

arrangement whereby the assets of two or more companies become vested in or under

the control of one company, which may or may not be one of the original two companies,

which has as its shareholders, all or substantially all, the shareholders of the two companies.

It may be noted that generally the terms merger and amalgamation are used interchangeably.

However, in strict sense, merger is commonly used for the fusion of two xompanies.

Merger is normally a strategic vehicle to achieve expansion, diversification, entry into new

markets, acquisition of desired resources, patents and technology, etc. whereas amalgamation

is an arrangement for bringing the assets of two companies under the control of

one company, which may or may not be one of the original two companies.

Demerger :

Demerger means division or separation of different undertakings of a business functioning

hitherto under a common corporate paretition of a company into two undertakings,

thereby retaining one undertaking with it and transferring the other undertaking to the resulting

company. The resulting company issues its shares at the agreed exchange ration

to the shareholders of the demerged company. Demerger is also known as split or division

of a company.

Slump Sale:

In a slump sale, a company sells or disposes off whole or substantiallly the whole of its

undertaking for a lump sum pre-determined consideration, called the slump price. In a

slump sale, an acquiring company may not be intgerested in buying the whole company,

but only one of its divisions or a running undertaking on a going concern basis.

It may be noted that for slump sale, the company selling its business is required to comply

with the provisions of Section 293 (1) (a) of the companies Act, 1956 i.e., an ordinary

resolutio of the shareholders is required for slump sale and which has to passed by postal

ballot in the case of listed companies.

18

Takeover :

Takeover is a strategy of acquiring control over the management of another company,

either directly by acquiring shares or indirectly by participating in the management of the

company taken over. The object is to consolidate and acquire large share of the market.

Disinvestment :

Disinvestment refers to the transfer of the assets or service delivery from the government

to the private sector. The concept of Public Sector Undertakings Disinvestment takes

different forms i.e., from minimum government investment (privatization) to partnership

with private sector, where the government is the majority shareholder.

The salient features evolved for disinvestment by the Government of India for disinvestment

in public sector enterprises include the following:

1) Proposals in accordance with the prescribed policy are placed before the Cabinet

Committee on Disinvestment (CCD) and approval of the same by the CCD.

2) Selection of adviser after clearance of the proposal by the CCD.

3) Issue of advertisements in leading newspapers inviting expression of interest.

4) Short listing of bidders on the basis of laid down criteria.

5) Drefting of Share Purchase Agreement and Shareholders Agreement.

6) Finalization of Share Purchase Agreement and Sharholders Agreement after

negotiation.

7) Inter Ministerial Group meeting to approve the proposal and agreements.

8) Evaluation by the Comptroller and Auditor General of India after the transaction

is completed.

Joint Venture :

It is a strategic business policy whereby a business enterprise for profit is formed in which

two or more parties share responsibilities in an agreed manner, by providing risk capital,

technology, patent, trademark, brand names and access to markets.

Franchising :

Franchising may be defined as a contract, either experss or implied, between two persons

or parties, by which a franchisee is grantedd the right to engage in the business of

offering, selling, distributing goods and services of the franchiser.

Franchisers support, train and to an extent control franchisees in selling goods and rendering

services, as the image and reputation of the franchiser is involved.

19

Strategic Alliance :

Strategic Alliance means any arrangement or agreement under which two or more companies

coorperate in order to achieve certain commercial objectives. Strategic alliances

are often motivated by consideration such as reduction in cost technology sharing, product

development, market access to capital.

Buy-back of Shares :

When a company has surplus cash and does not have any viable project on hand, it can

buy-back shares from its existing shareholders to increase shareholders wealth by improving

their E.P.S.

QUESTIONS :

2005 - June [3] (b) : “The concept of ‘core competency’ is central to the resource-based

perspective on corporate strategy.” Comment. (5 marks)

(c) What is ‘strategic planning’? Discuss its essential features. How does strategic planning

help in strengthening business environment in a company? (5 marks)

2006 - June [3] (c) : Define the term ‘strategic planning’ Discuss its salient features and

improtance in today’s competitive world. Distinguish it with ‘long range planning’.

(6 marks)

2007 - Dec [6] (b) : “Honda has core competence in small engine design and manufacturing;

Sony has core competence in miniaturisation; Federal Express has core competence

in logistics and customer services”. In the light of above statement, answer the following:

(i) What is ‘core competence’?

(ii) How is core competence achieved?

(iii) List at least three factors of identifying core competence in an organisation.

(2 marks each)

Ans:- Core competency is a bundle of (i) specific skills, technologies, etc. which

enhances value of a firm in the market. (ii) It can be achieved by long

term development processes. (iii) Wide markets. Customer benefits

No imitation.

2009 - June [2] (b) : Strategy is the very soul of any action and activity. Briefly define the

strategy with 5 Ps of Henry Mintzberg. (4 marks)
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STUDY - III

MERGERS AND AMALGAMATIONS

CONCEPT OF MERGER & AMALGAMATION

A merger has been defined as the fusion or absorption of one thing or rihgt into another. It

may also be understood as an arrangement, whereby the assets to two (or more) companies

gets transferred to, or comes under the control of one company (which may be a

company formed for the purpose of taking over the assets / business which has as its

shareholders all or sbustantially all, the shareholders of the two companies). In other words,

in a merger one of the two existing companies merges its identity into another existing

company or one or moer existing companies may form a new company and merge their

identities into a new company by transferring their businesses and undertakings including

all assets and liabilities to the new company (hereinafter referred to as the merged company).

The shareholders of the company or copanies, whose identity/ies has/have been

merged (hereinaftger referred to as the merging company or companies, as the case

may be) will be issued shares in the capital of the merged company. For the purpose of

issue of shares in exchange for the shares held by the shareholders of the merging companies,

the value of shares of merging companies, and the merged company will be computed

and thereafter the share exchange ratio will be fixed as part and parcel of the scheme

of merger. The scheme will require approval of the Board of Directors of the respective

companies, approval of the shareholders of both the company exercised by means of a

resolution with the prescribed majority and in addition the sanction of the respective high

courts.

The term “amalgamation” contemplates two or more companies deciding to pool their

resources to function either in the name of one of the existing companies or to form a new

company to take over the businesses and undertakings including all other assets and

liabilities of both the existing companies. Amalgamation is an ‘arrangement’ or ‘reconstruction’.

Amalgamation is a legal process by which two or more companies are joined

together to form a new entity or one or more companies are to be absorbed or blended

with another and as a consequence the amalgamating company loses its existence and

its shareholders become the shareholders of new company or the amalgamated company.

Similar to merger the shareholders of amalgamating companies will get shars of

amalgamating companies. All the approvals explained in the case of merger will be required

to be obtained in the case of amalgamations also.

In other words, in amalgamation, the undertaking comprising property, assets and liabilities

of one or more comparies are taken over by another or are absorbed by and transferred

to an exitsting company or a new fcompany. The transferor company merges into or

integrates with the transferee company. The transferor company losses its legal identity

and is dissolved (without winding up).
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Both the existing companies may form a new company and amalgamate themselves with

he new company. The shareholders of each amalgamating company become the

shareholders in the amalgamated company. To give a simple example of amalgamation,

we may say A Ltd. and B Ltd. form C Ltd. and merge their legal identities into C Ltd. It may

be said in another way that A Ltd. + B Ltd. = C. Ltd.

Therefore, the essence of amalgamation is to make an arrangement thereby uniting the

undertakings of two or more companies so that they become vested in, or under the control

of one company which may not be the original of the two or more of such uniting companies.

The word ‘amalgamation’ or ‘merger’ is not defined any where in the Companies Act,

1956. However Section 2(1B) of the Income Tax Act, 1961 defines ‘amalgamation’ as

follows:

“Amalgamation” in relation to companies, means the merger of one or more companies

with another company or the merger of two or more companies to form one company (the

company or companies which so merge being referred to as amalgamating company or

companies and the company with which they merge or which is formed as result of the

merger, as the amalgamated company), in such a manner that –

(i) all the property of the amalgamating company or companies immediately before

the amalgamation becomes the property of the amalgamated company by virtue

of the amalgamation:

(ii) all the liabilities of the amalgamating company or companies immediately before

the amalgamation become the liabilities of the amalgamated company by virtue

of the amalgamation;

(iii) shareholders holding not less than three-fourth in value of the shares in the

amalgamating company or companies (other than shares already held therein

immediately before the amalgamation by or by a nominee for, the amalgamated

company or it subsidiary) become shareholders of the amalgamated company

by virtue of the amalgamation.

Otherwise than as a result of the acquisition of the property of one company by another

company pursuant to the purchase of such property by the other company or as a result of

the distribution of such property to the other company after the winding up of the first

mentioned company.

Thus, for a merger to qualify as an ‘amalgamation’ for the purpose of the Income Tax Act,

the above three conditions have to be satisfied. This definition is relevant inter alia for

Sections 35(5), 35A (6), 35E (7), 41(4) Explanation 2, 43(1) Explanation 7, 43(6)

Explanation 2, 43C, 47 (vi) & (vii), 49(1)(iii)(e), 49(2), 72A of Income Tax Act.

Transfer of assets to the transferee company pursuant to a scheme of amalgamation is

not a ‘transfer’ and does not attract capital gains tax under Section 47(vi). Likewise, shares

allotted to shareholders of the transferor company is not a transfer attracting capital gains

tax under Section 47(vii).

In an amalgamation by purchase, one company’s assets and liabilities are taken over by

another and a lump sum is paid by the latter to the former as consideration, which is within

the purview of Sections 391 and 394 of the Act – Re. SPS Pharma Ltd. (1997) 25 CLA

110 (AP).
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Thus, an amalgamation is an organic unification or amalgam of two or more legal entities

or undertakings or a fusion of one with the other. There is no bar to more than two companies

being amalgamated under one scheme – Re. Patrakar Prakashan Pvt.Ltd. (1997) 33

(MP) SCL.

In simple terms:

— Companies Act, 1956 is the legislation that facilities amalgamation of two or

more companies.

— For the purpose of Companies Act, 1956 the terms ‘Merger’ and ‘Amalgamation’

are synonymous.

— Amalgamation is not defined in the Companies Act, 1956.

— Chapter V containing Section 390 – 396A of the Companies Act contains

provisions on ‘compromise, arrangements and reconstructions’.

— Amalgamation is an ‘arrangement’ or ‘reconstruction’.

— Companies (Court) Rules, 1959 lay down procedure for carrying out

amalgamation.

— The word ‘amalgamation’ has no definite legal meaning. It contemplates a state

of things under which two companies are so joined as to form a third entity, or

one company is absorbed into and blended with another company. [per Romer

LJ, Walker’s Settlement, In re. Royal Exchange Assurance Corporation v.

Walker (1935) 5 Comp Cas 412 (CA)]

— In amalgamation the undertaking comprising property, assets and liabilities, or

one (or more) company (amalgamating or transferor company) are absorbed by

and transferred to an existing company or a new company (amalgamated or

transferee company).

— Transferor company mergers into or integrates with transferee company.

— The former loses its entity and is dissolved (without winding up).

REASONS / PURPOSE / MOTIVATION / RATIONALE /

OBJECTIVES BEHIND MERGERS AND AMALGAMATIONS :

Broadly, the following are the reasons for the companies to go for mergers and amalgamations

:

To achieve economies of scale :

The combinatio of two or more companies and their resources - production facilities,

marketing outlets, managerial skills, liquidity etc. could be used to achieve economies of

scale and thus, improve the profitability, and attain synergetic operating economies. It will

result in reduction in advertising costs, administration costs and production costs.
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To reduce the gestation period for new business :

To develop new business will need a gesstation period and might amount to re-inventing

the wheel. If however, a company can acquire another comapny which has a profitable

business running and merged with it, it is possible to avoid the initial teething trouble

period of a new business and venture into new field with relative case.

To compete globally :

With globalization, unless a company is large in size and capita, it will be very difficult to

compete with global companies where the cost of production is lower due to benefit of

economies of scale. In a free competitive world, it is necessary to postion oneself in such

a manner to compete with the best and prove oneself as better than the others. This could

be achieved only by acquisition and merger of companies in the same line of business

and create a niche world market for oneself.

To put to use the liquidity available with the company

for achieving growth through diversification:

Finance is a scarce commodity. Liquidity can be better put to use by acquiring competing

and complementary business. Sometimes mergers take place by a cash strapped company

with a cash rish company and thus take advantage of the cash available wiht the

merged company.

To aquire and maximize the available managerial skill to

increase the profitability:

It is possible that a company may have expertise and skilled managerial personnel, but

for reasons beyond their control, the company may not be able to complete with another

company. In such cases, the other company would benefit by merging wiht the former

company and take full advantage of the available managerial skill and thus, save costs

ans improve its own profitability and at the same time, the skilled persons are also gainfully

employed.

To take advantage of the concessions given by the tax

laws:

Very often tax incentives are given for healthy companies to take over sick companies

and thus, contribute to the national growth and provide employmentto larger section of the

public. In this regard, mentioncan be made of various benefits available under the Income

Tax Act, 1961, including the benefit of accumulated loss of a sick company made available

for set-offagainst the profits of the merged healthy company.
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CLASSIFICATION / CATEGORIES OF MERGER :

Mergers may be broadly classified as co-generic mergers and conglomerate mergers.

Co-generic Mergers :

Co-generic merger means merger within same industry and taking place at the same

level of economic activity. Cogeenric mergers are of two types: horizontal merger and

vertical merger.

Horizontal Mergers: A merger is horizontal if it involved the merger of two or more companies

which are producing or rendering essentially the same products of services, or

products and / or services which compete directly with each other. For e.g. sugar and

artificial sweeteners.

Horizontal merger resulta in climinating duplication of facilities and operations and broadening

the product line, reduction in finance for working capital, widening the market area

and reducing unhealthy competion. Care should be taken while attemting horizontal mergers

to avoid impediment to competitionand result in monopolistic organisation, as this would

attract governmental restraints.

Vertical Merger: In a vertical merger, two or more companies which are complementary

to each other join together. For instance, in a vertical merger, the two companies, out of

which one is engaged in the manufacture of a particular and the other company is established

and expert in the marketing of that product or is engaged in the production of raw

material, can merger together.

Vertical merger may take the form of forward or backward merger. When a company

combines wiht the supplier of materials, it is called backward merger and when it combined

with the customer, it is known as forward merger.

Conglomerate Mergers :

Conglomerate merger means merger between unrelated businesses. This type of merger

involves coming together of two or more companies engaged in different industries and /

or services. Their business or services are, neither horizontally nor vertically, related to

each other. They lack any commonality either in end product or in the rendering of specific

type of service to society.This is type of merger of companies which are neither competitors,

nor complementaries, nor suppliers of a particular raw materials nor consumers of a

particular product.

ANOTHER CLASSIFICATION / CATEGORIES OF MERGERS:

Cash Merger :

A merger in which certain shareholders are requires to accept cash for their shares while

other shareholders receive shares in the continuing enterprise.
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De facto Merger:

It is a transaction that has the economic effect of a statutory merger but is cast in the form

of an acquisition of assets.

Downstream Merger :

The merger of holding company into its subsidiary company is called downstream merger.

Upstream Merger :

The merger of subsidiary company into its holding company is called upstream merger.

Short form Merger :

Where a wholly owned subsidiary company is merged into its holding comapny then a

number of advantages / exemptions are granted to such merger and it is called short form

merger.

Triangular Merger :

Triangular merger means the amalgamation of two cimpanies by whihc the disappearing

company is merged into subsidiary of surviving company and shareholders of the disappearing

company receive shars of the surviving company.

Reverse Merger :

Reserse merger takes place when a healthy company amalgamates with a financially

weak company. In the context of the provisions of Comapnies Act, 1956. There is no

diffierence betwenn regular merger and reverse merger. It is like any other merger and

amalgamation.

Reverse merger can be carried out through the High Court route but where one of the

comapnies is a sick industrial company, then such merger can take place only through

Board For Industrial and Financial Reconstruction (BIFR) route as per the provisions of

Sick Industrial Companies (Special Provisions) Act, 1985.

LEGAL AND REGULATORY FRAMEWORK FOR MERGERS AND

AMALGAMATIONS :

The statutory provisions relating to mergers and amalgamations are contained under

Sections 390 to 396A of the Companies Act, 1956.

Interpretation of Sections 391 and 393 [Section 390] :

Section 390 provides the following :

In sections 391 and 393.

a) the expressions “company” means any company liable to be wound up under

this Act;
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b) the expression “arrangement” includes a reorganizaiton of the share capital of

the company by consolidation of shares of different classes; or by he division of

shares into shares of different classes or, by both these methods; and

c) unsecured creditors who may have filed suits or obtained decrees shall be

deemed to be of the same class as other unsecured creditors.

Meaning of the expression ‘company liable to be wound up’ : Section 390(a) provides

that for the purposes of Section 391 & 393, the expression “company” means any

company liable to be wound up under Comapnies Act, 1956.

In this regard, in the case of Khandelwal Udvog Ltd. & Acme Manufacturing Ltd., it was

held that if a company is within the reach of the provisions of the Companies Act, 1956,

pertaining to winding up, such a company must be held to be a company “liable to be

wound up” under this Act. Thus, the expression company in section 390(a) takes within its

sweep all companies registered the provisions of the company law, as also all unregistered

and other companies in respect of which winding up orders can be made by a Court

under the provisions of the Companies Act, 1956. These latter are the companies which

fall within the provisions of Part X of the Companies Act, 1956. The said part deals with

winding up of unregistered companies. Section 582 contained in the said part defines an

unregistered company and inter alia, provides that the said concept includes “any partnership,

association or company consisting of more than 7 members.” Section 584 contained

in the said part confers, upon the Courts in India, Jurisdiction to direct winding up of

foreign companies also as if they were unregistered companies, provided such foreign

companies had been carrying on business in India.

In the case of Rossell Industries Ltd. & Another, it has been held that the word “liable”

predicates a further possibility or probility which may or may not actually occur. The expression

liable to be wound up has nothing to do with the satisfaction of the conditions for

a winding up order and the expression must be construed to mean a company which, on

the conditions of winding up being satisfied, could be wound up under the Companies

Act, 1956. Thus on the date of the making of the application for the merger or amalgamation,

the company may be quite prosperous and a profit making company.

Hence, sections 391-393 of the Companies Act, 1956 would apply equally to both a financially

weak company as to a financially healthy company. It will also cover all those associations

which are unregistered under the Companies Act, but which, under the law, could

be wound yup, should they satisfy the conditions laid down for that purpose.

Meaning of Compromise and Arrangement: Sections 391 and 393 deal with compromise

and arrnagement of a company with its creditors or members. Though the term

arrangement has been defined in Section 390(b), the term compromise has not been

defined inthe Companies Act. Hence, we need to look for the general meaning of this

term in dictionary. As per this, compromise means settlement of claims in dispute by

mutual concessions of parties in dispute. It is a mode of terminating a controversy by the

method of making mutual concessions. The parties to the dispute, in a compromise, agree

to settle in between themselves by a give and take arrangement, Thus, a compromise

pre-supposes the existence of a dispute, for there can be no compromise unless ther is

some dispute.

27

The term arrangement carries a wider sense than compromise. It implies rearrangement

of rights or of liabilities without existence of any dispute.

Arrangement can be resorted to even in the absence of any dispute and includes agreements

which modify rights about which there is no dispute and whihc cane be imposed

without difficulty. Section 390(b) itself provides that the experssion arrangement includes

a reorganization of the share capital of the company by consolidation of shares of different

classes or by division of shares into shares of different classes or by both these methods.

Meaning of Creditors : Although Sections 391 and 393 deal with compromise and arrangement

of a company with its creditors and members, there is no definition of the term

creditor in the Companies Act. Generally speaking, a creditor of a company is a person to

whom the company owes a debit. The debt could be existing or contingent. In the case of

Sekaria Cotton Mills Ltd. v. A.E. Naik & Others, it was held that a creditor would include

a person who may have a contingent claim against the company. In the present case,

when the scheme for reorganization of the company was sanotioned by the Court, the

Salees-tax department had a claim against the company, even though the claim might

have been a future claim or even a contingent claim. The sales tax department, therefore,

was a creditor of the company.

Meaning of Class : Section 391 refers to a scheme or compromise and arrangement

between a company and a class of members or between a company and a class of creditors.

Hence, it is necessary to know as to what is meant by a class generally and how far

a person could form a separate class as distinct from antoher.

Section 390(c) gives and indication as to how a class is determined in the case of unsecured

creditors. it is provided that there cannot be a separate class of unsecured creditors

only on the basis of whether one has filed a suit or obtained decrees (i.e., judgment

creditors) and others have not. However it is the court which, in the course of administration

of this Act, has provided the guidance as to how a class is to be determined.

Whether a particular group of members or creditors would form a class distinct from other

members or creditors would largely depend on the facts and circumstances of each case.

Following are some fo the important factors which the Court would consider while determining

whether a person is in one class or the other :

i) In the case of shareholders, the Companies Act recognizes only two main

classes, namely, equity shareholders and preference shareholders. However,

consequent to the introduction of concept of equity shares with differential rights,

there could be more than one class of equity shareholders. Furthe, where equity

shares are issued with differential rights, each category of members having tghe

same rights could form a class by themselves. Similarly, preference shares can

also be furtgher sub-divided such as participating and non-participating, cumulative

and non-cumulative preference shares. However the mere fact that the

shares, equity or preference, are issued at different times would not make them

a different class. Similarly, the mere fact that the preference shares are redeemable

on different dates would not make them shares of different classes. However,

in some cases, the equity shares which are fully paid-up and equity shares

which are partly paid-up may form a different class.
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ii) One of the tests to determine whether the two or more groups of members or

creditors form a different class is whether the scheme of compromise and arrangement

offers the same terms to all or whether different terms are being offered.

It the scheme offers to the two groups of members or creditors different

terms of arrangement, thery would generally form a different class.

iii) Another test is to see whether the rights of two or more groups of members or

creditors are so dissimilar that they cannot reasonably be expected to have a

common interest and are not likely to conslult together to have a common view of

their common interest. If their interests are so dissimilar that they are reasonably

unlikely to take the same view about the scheme and would reasonable feel that

any one view would unreasonably benefit one or unreasonably prejudice the other,

then they would form different classes.

iv) The private interest of one or a group of membres or creditors vis-a-vis the directors

of the company or the persons in the management of the company are

alien for the purpose of classification. In the case of Mihir H. Mafatlal v. Mafatlal

Industries Ltd., the Supreme Court held that the member or members or the

creditor or crediotrs claiming right against one or more directors of the company

cannot claim that he or they constitute a separate class only by reason of having

a separate private right or interest.

v) In the case of creditors of a company, apart from the broad distinct classes like

secured and unsecured creditors, there can be further sub-classes. For instance,

in the case of secured creditors, some creditors may have sufficient security

and others may have insufficient secutiry and hence will form different classes.

Similarly, some secured creditors may have first charge and others may have

second charge. Further, some secured creditors may have fixed charge and

others may have floating charge.

Amongst unsecured creditors, there can be sub-classes. In the case of Sovereign Life

Assurance Co. v. Dodd, it was held that the creditors whose policies has matured and

who had crystalized claim would form a different sub-class from the creditors whose policies

had not matured and whose claims were not crystalized. Amongst unsecured creditors,

some may be preferred like the Government, or the workers who may have a statutory

preference over others.

Power to compromise or make arrangements with creditors

and members [Sec.391] :

Section 391 provides the following :

(1) Where a compromise or arrangement is proposed -

(a) between a company and its creditors or any class of them; or

(b) between a company and its members or any class of them;

the Court may on application of the company or of any creditor or member of the company,

or, in the case of a company which is being wound up, of the liquidator, order a

meeting of the creditors or class of creditors, or of the members or class of members, as

the case may be, to be called, held and conducted in such manner as the Court directs.
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(2) If a majority in number representing three-fourths in value of the creditors; or

class of creditors, or members, as the case may be, present and voting either in

person or, where proxies are allowed under the rules made under Section 643,

by proxy, at the meeting, agree to any compromise or arrangement, the compromise

or arrangement shall, if sanctioned by the Court, be bingind on all the creditors,

all the creditors of the class, all the members, or all the members of the

class, as the case may be, and also on the company, or in the case of a company

which is being wound up, on the liquidator and contributories of the company

:

Provided that no order sanctionning any compromise or arrangement shall be made by

the Court unless the Court is satisfied that the company or any other person by whom an

application has been made under sub-section (1) has disclosed to the Court, by affidavit

or otherwise, all material facts relating to the company, such as latest financial position of

the company, the latest auditor’s report on the accounts of the company, the pendency of

any investigation proceedings in relation to the company under sections 235 to 251, and

the like.

(3) An order made by the Court under sub-section (2) shall have no effect until a

certified copy of the order has been filed with the Registrar.

(4) A copy of every such order shall be annexed to every copy of the memorandum

of the company issued after the certified copy of the order has been filed as

aforesaid, or in the case of a company having a memorandum, to every copy so

issued of the instrument constituting or defining the constitution of the company.

(5) If default is made in complying with sub-section (4), the company, and every

officer of the company who is in default, shall be punishable with fine which may

extend to one hundred upees for each copy in respect of which default is made.

(6) The Court may, at any time after an application has been made to it under this

section, stay the commencement or continution of any suit or proceeding against

the company on such terms as the Court thinks fit, until the application is finally

disposed off.

(7) An appeal shall lie from any order made by a Court exercising original jurisdiction

under this section to the Court empowered to hear appeals from the decisions

of that Court, or if more than one Court is so empowered, to the Court of

inferior jurisdiction. The provisions of sub-sections(3) to (6) shall apply in relation

to the appellate order and the appeal as they apply in relation to the original

order and the application.

Power of HIgh Court to enforce compromises and arrangements

[Section 392]:

Section 392 provides the following :

` (1) Where a High Court makes an order under section 391 sanctioning a compromise

or an arrangement in respect of a company, it -

(a) shall have power to supervise the carrying out of the compromise or arrangement;

and
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(b) may, at the time of making such order or at any time thereafter, give such

directions in regard to any matter or make such modifications in the compromise

or arrangement as it may consider necessary for the proper working

of the compromise or arrangement.

(2) If the Court aforesaid is satisfied that a compromise or arrangement sanctioned

under section 391 cannot be worked satisfactorily with or without modifications,

it may, either on its own motion or on the application of any person interested in

the affairs of the company, make an order, make an order winding up the company,

and such order shall be deemed to be an order made under section 433 of

this Act.

Information as to compromises or arrangements with creditors

and members [Section 393] :

(1) Where a meeting of creditors or any classs of creditors, or of membres or any

class of members, is called under Section 391, -

(a) with every notice caling the meeting which is sent to a creditor or member,

there shall be sent also a statement setting forth the terms of the compromise

or arrangement and explaining its effect, and in particular, stating

any material interests of the directors, managing director or manager of

the company, whether in their capacity as such or as members or creditors

of the company or otherwise, and the effect on those interests, of the

compromise or arrangement, if and in so far as, it is different from the

effect of the like interests of other persons; and

(b) in every notice calling the meeting which is given by advertisement, there

shall be included either such a statement as aforesaid or a notification of

the place at which and the manner in which creditors or members entitled

to attend the meeting may obtain copies of such a statement as aforesaid.

(2) Where the compromise or arrangement affects the rights of debenture holders

of the company, the said statement shall give the like information and explanation

as respects the trustees of any deed for securing the issue of the debentures

as it is required to give as respects the company’s directors.

(3) Where a notice given by advertisement includes a notification that copies of a

statement setting forth the terms of the compromise or arrangement proposed

and explaining its effect can be obtained by creditors or members entitled to

attend the meeting, every creditor or member so entitled shall, on making an

application in the manner indicated by the notice, be furnished by the company,

free of charge, with a copy of the statement.

(4) Where default is made in complyin g with any of requirements of this section, the

company and every officer of the company who is in default, shall be punishable

with fine which may extend to fifty thousand rupees; and for the purpose of this

sub-section any liquidator of the company and any trustee of a deed for securing

the issue of debentures of the company shall be deemed to be an officer of the

company :
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Provided that a person shall not be punishable under this sub-section if he shows that the

default was due to the refusal of any other person, being a director, managing director,

manager or trustee for debenture holders, to supply the necessary particulars as to his

material interests.

(5) Every director, managing director, or manager of the company, and every trustee

for debenture holders of the company, shall give notice to the company of such

matters relating to himself as may be necessary for the purposes of the section;

and if he fails to do so, he shall be purnishable with fine which may extend to five

thousand rupees.

Nature of Section 391 - Whether a complete code or not : In general, whenever a

scheme of compromise or arrangement involves reduction of share capital or cancellation

of variation of rights of a class of members, the company is required not only to comply

with the provisions of Section 391 to 393 but also the provisions of Section 100 and

107, res[ectively. However, the Court has the power to grant a scheme of compromise or

arrangement and, as part of approval of compromise or arrangement, approve the reduction

of share capital or cancellation of variation of rights of a class of members, without

duplicating the Court proceedings which are also required by Section 100 or 107 of Companies

Act, 1956.

In this regard, Rule 9 of Companies (Court) Rules, 1959 provides the following :

“Nothing in these Rules shall be deemed to limit or otherwise affect inherent powers of

Court to give such directions or pass such orders as may be necessary for the ends of

justice or to prevent abuse of the process of the Court.”

Section 393:

According to Sec.393, the notice of meeting shall also be advertised in such newspaper

and in such manner as the Court may direct, not less than 21 clear days before the date of

meeting. The advertisement shall be in Form No.38 of companies (Court) Rules, 1959. In

the advertisement, notice shall include either the aforesaid statement or a notificaton of

the place at which and the manner in which the creditors or members entitled to attend the

meeting may obtain copies of such a statement. In the latter case, it is the duty of the

company to furnish free of charge, within 24 hours of the rquisition made to this effect, a

copy of statement to every member and creditor, who asks for it.

Meaning of ‘Effect of Scheme” : In the case of Jitendra Rs. Sukhadia, it was held that

when Section 393(1)(a) speaks of explaining the scheme’s effect, the basis of working on

which certain consequence or result of scheme would flow from the scheme is not required

to be stated. It is only the resultant effect of scheme which is required to be stated.

For instance, if share exchange ratio is clearly mentioned in scheme, no mention is required

to be made in the statement accompanying notice calling the meeting as to in what

manner this exchange ratio was worked out.

It was further held that if something is implied in scheme but not obvious, then it must be

brought to notice of creditors and shareholders.
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Disclosure of Interest : Section 393(1)(a) specifically provides that the notice, for calling

meeting of creditors or members to approve a scheme of compromise or arrangement

must also enclose a statement containing inter alia, any material interest of directors

or managing director or manager fo company, whether in their capacity as such or as

members or creditors of company or otherwise and the effect on those interest, on the

compromise and arrangement, if and so far as, it is different from the effects on the like

interests of othe persons.

Thus, it is very clear that the interest which a director, managing director, or manager is

required to mention in the statement is not only the interest which he holds or possesses

as such director, managing director and manager, but all the interests which he holds or

possesses in any other capacity (Re. Sidhpur Mills Co. Ltd.).

Section 393(2) further provides that where compromise or arrangement affects rights of

debenture holders of company, the statement should also disclose any material interest of

debenture trustees, similar to the disclosure as required in respect of directors, managing

director and manager.

Proxy : Section 391(2) provides for ‘voting either in person or, where proxies are allowed

under rules made under section 643, by a proxy.’ In this regard, Rule 70(1) of companies

(Court) Rules, 1959 provides the following:

“Voting by proxy shall be permitted, provided a proxy in prescribed form duly signed by

the person entitled to attend and vote at the meeting is filed with the company at its registered

office not later than 48 hours before meeting.”

There are two requirements. Firstly, a majority in number of those members of the class

(whether or creditors or shareholders) who are present and voting at the meeting and

secondly it must be 3/4th in value of the holding of such persons.

Hence, majorities are of those who vote and neither of those entitled to vote nor of those

who are present only. Thus, the creditors and members who ar not present in person or by

proxy, or who although present but do not vote, shall be ignored.

Report of Results to the Court : The Chairman of the meeting shall, within 7 days of the

conclusion of the meeting, report the results thereof to the Court. The report shall state the

numbger of creditors or members, as the case may be, who were present and who voted

at the meeting, either in person or by proxy, their individual values and the way they voted

(favour or against). The report shall be in form No.39 of Companies (Court) Rules, 1959.

Petition to Court : After submission of report of result of meeting to the Court, the company

is required to present a petition, within 7 days of submission of report by Chairman,

to the Court seeking order of the Court confirming the scheme of compromise or arrangement.

The petition shall be in Form NO.40 of Companies (Court) Rules, 1959.

In case the company fails to present the petition for confirmation of scheme for compromise

or arrangement as aforesaid, it shall be open to any creditor or contributory, as the

case may be, with the leave of the Court, to present the petition an dcompany shall be

liable for the cost thereof. [Rule 79].
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In the matter of Navjivan Mills Co. Ltd., Kalol, it has been held that as per Section 426,

the word contributory includes not only present members but also certain past members

and thus it is not necessary that if a member wants to file a petition , then the company

should be in winding up. Hence, if company is not prepared to move the Court after the

Chairman submits the report, any creditor or member would be entitled to move the Court.

Order of the Court : Upon receipt of petition, the Court shall fix a date for hearing of

petition. After the aforesaid hearing the Court may pass its order on the scheme of compromise

or arrangement. The order of the Court shall be in Form No.41. A scheme when

sanctioned by the Court has statutory force and shall be binding on the company and all

creditors or class of creditors, or on all members or class of members, as the case may

be.

In terms of proviso to Section 391(2), the Court has to be satisfied that the applicant has

disclosed to the Court, by affidavit or otherwise, all material particulars relating to the

company such as financial position of the company, latest auditor’s report of the company,

pendency of any investigation against the company under Section 235 to 251, etc..

Only after such satisfaction, the Court would pass its order. If applicant company does not

give full details, then Court will not entertain such petition.

In the case of Kohinoor Mills Co. Ltd., the expression ‘latest auditor’s reprot’ appearing in

Section 391(2) was interpreted in the following words :

The word ‘latest’ is always a relative term and it has to be understood in relation to the

date on which petition is filed. The word ‘latest’ means latest in point of time in relation to

the date on which petition is filed.

Registration of Court Order : An order made by the Court shall have no effect unless a

certified copy of the order has been filed with ROC along with Form No.21 of Companies

(Central Government’s) General Rules and Forms, 1956, within 14 days from the date of

the order of the Court of within such time as may be fixed by the Court in this behalf.

Court Order to be Annexed to Memorandum of Associaiton : A copy of the Court’s

order shall be annexed to every copy of Memorandum of Associaion of the company

issued after the certified copy of the Court order has been registered with ROC. It may be

noted that where a company (in general sense) does not have a Memorandum of Association,

then a copy of the Court order shall be attached with that instrument which defines

the constitution of the company.

Power of the Court to supervise the scheme : Section 392(1)(a) empowers the Court

to supervise the implementation of the scheme of compromise and arrangement sanctioned

by it. The purpose of supervision is to examine the nuts and bolts of the scheme at

the stage it is launched. Thus, the powers of Court are very wide and include both judicial

as well as supervisory powers.

Modificaion of the Court Order : The Court has the power to modify a scheme of compromise

or arrangement for the proper working of compromise and arrangement. A scheme

of compromise and arrangement may be modified in the following manner :
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(a) By the Court itself: Winding up order can be passed by the Court only when the

Court is absolutely satisfied that the scheme, even with modification, cannot be

worked out. Thus, before passing an order for winding up of a company, the first

alternative is to modify the scheme of compromise or arrangement. [Section

392(1)(b)]

(b) On application made by any person interested in affairs of the company: {ersons

interested in affairs of company includes the company creditors, and members

of the company. It may be noted that the aforesaid expression also includes a

person who has obtained a transfer of shares in a company, but not yet been

registered, with the company as a member. [Rule 87].

Winding up of the Company : When the Court is satisfied that scheme of compromise

or arrangement cannot be worked out, with/without modificatoin, then it may make an

order for winding up of the company. Such an order shall be deemed to be an order

passed under Section 433 of the Companies Act, 1956. The aforesaid order of winding

up may be passed by the Court either suo moto or on application of any person interested

in the affairs of the company.

Power to stay suits or proceedings : Section 391 (6) gives a specific power to the

Court to stay, once an application has been filed, the commencement (of new) or continuation

(of existing) of any or proceedings against the company on such terms as the Court

thinks fit until the application is finally disposed off.

In the case of Sakamari Steel & Alloys Ltd. it has been held that where the parties had a

cotractual right to sue property which was mortgaegd to them, there was no suit or proceeding

within the meaning section 391 (6) and hence question of stay of suit or proceeding

did not arise.

In the case of Allahabad Bank v. Kendra Bank, Supreme Court recoginzed the exclusive

jursdiction of Debt Recovery Tribunals (DRT) in the matter of adjudication, under the Recovery

of debts due to Banks and Financial Institutions Act and in the execution of orders

passed under the provisions of that Act.

Thus, it will neither be appropriate nor in the interest of justice of the Courts, in the exercise

of their powers under Section 391(6) to restrain the secured creditors including banks

and financial institutions from taking recourse to the proceedings which have been instituted

before DRT under the aforesaid Act.

Appeal against the order of High Court : As per Section 391(7), appeal against the

original order of High Court shall lie before the Supreme Court.

Provisions for facilitating reconstruction and amalgamation

of certaim companies [Section 394] :

Section 394 provides the following :

(1) Where an application is made to the Court under Section 391 for the sactioning

of a compromise or arrangement proposed between a company and any such

persons as are mentioned in that section, and it is shown to the Court _
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(a) that the compromise or arrangement has been proposed for the purposed

of, or in connection with, a scheme for the reconstruction of any company

or companies, or the amalgamation of any two or more companies; and

(b) that under the scheme the whole or any part of the undertaking, property

or liabilities of any company concerned in the scheme (in this section referred

to as a “transferor company”) is to be transferred to another company

(in this section referred to as “the transferee compnay”);

the Court, may, either by the order sanctioning the compromise or arrangement or by a

subsequent order, make provision for all or any of the following matters:

(i) the transfer to the trtansferee company of the whole or any part of the undertaking,

property or liabilities of any tranferor company;

(ii) the allotment or appropriation by the transferee company of any shares, debentures,

policies, or other like interest in that company which, under the compromise

or arrangement, are to be allotted or appropriated by that company to or

for any person;

(iii) the continuation by or against the transferee company of any legal proceedings

pending by or against any transferor company;

(iv) the dissolution, wihtout winding up, of any transferor company;

(v) the provision to be made for any persons who, within such time and in such

manner as the Court directs, dissent from the compromise or arrangement; and

(vi) such incidential, consequential and supplemental matters as are necessary to

secure that the reconstruction or amalgamation shall be fully and effectively carried

out :

Provided that no compromise or arrangement proposed for the purposes of, or in connection

with, a scheme for the amalgamation of a company, which is being wound up, with

any other company or companies, shall be sanctioned by the Court unless the Court has

received a report from the Company Law Board or the Registrar that the affairs of the

company have not been conducted in a manner prejudicial to the interests of its members

or to public interest.

Provided further that no order for the dissolution of any transferor company under clause

(iv) shall be made by the Court unless the Official Liquidator has, on secrutiny of the books

and papers of the company, made a report to the Court that the affairs of the company

have not been conducted in a manner prejudicial to the interests of its members or to

public interest.

(2) Where an order under this section provides for the transfer of any property or

liabilities, then, by virtue of the order, that property shall be transferred to and

vest in, and those liabilities shall be transferred to and become the liabilities of,

the transferee company; and in the case of any property, if the order so directs,

freed from any charge which is, by virtue of the compromise or arrangement, to

cease to have effect.
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(3) Within thirty days after making of an order under this section, every company in

relation to which the order is made shall cause a certified copy thereof to be filed

with the Registar for registration.

If default is made in complying with this sub-section, the company, and every officer of the

company who is in default, shall be punishable with fine which may extend to five hundred

rupees.

(4) In this section -

(a) “property” includes property, rights and powers of every description; and

“liabilities” includes duties of every description; and

(b) “transferee company” does not include any company other than a company

within the meaning of this Act; but “transferor company” includes any

body corporate. Whether a company within the meaning of this Act or not.

Introduction of Section 394 : Section 394 of the Companies Act contains the provisions

which are required to be complied with along with the provisions of sections 391 to

393, where the scheme of compromise or arrangement is for the purposes of or in connection

with the reconstruction of a company or the amalgamation of companies.

It deals with the powers of the Court to provide for certain matters as specified under the

6 sub-clauses of section 394(1). The Court may pass the order providing for the aforesaid

matters wither along with the order passed under section 391(2) sanctioning the scheme

of compromise or arrangement or by subsequent order(s).

Meaning of Transferor Company and Transferee Company : Section 394(4)(b) gives

the meaning of transferor company and transferee company. It provides that transferfor

company includes any body corporate, whether a company within the meaning of

Comapnies Act or not, while a transferee company does not include any company, other

than a comapny within the meaning of Companies Act, 1956.

Thus, it implies that for the purpose of facilitating amalgamation, the resulting company

must be a company within the meaning of Companies Act, 1956. In other words, the resulting

company must be a company formed and registered either under the Companies

Act, 1956 or under the previous lawas relating to companies.

However, the company which is being merged with the resultant company need not necessarily

be a company as defined in the Companies Act, but could also be any body

corporate. The term body corporate is defined under section 2(7) of the Companies Act,

which inter alia provides that the body corporate includes a company incorporated outside

India. Thus, under the Companies Act, it is possible for foreign registered company

to be amalgamated with a company registered under the Companies Act. However, the

body corporatge, which is a transferor company, must also comply with the law of the

country where it is incorporated in addition to compliance of the provisions of Companies

Act, 1956.

It may be noted that the definition of transferor company in section 394 is different from the

definition of company in section 390(a) of the Companies Act. Section 394 covers a body

corporate, whether a company or not under the Companies Act and thus, a foreign com37

pany which has no place of business in India could be transferor company for the purposes

of amalgamation, whild section 390(a) covers only those foreign companies which

has place of business in India because only that type of foreigh companies fall under the

category of a company liable to be wound up under the Companies Act.

Who Should Be Applicants For Amalgamation : In the case of Kirloskar Electrical Co.

Ltd., the Court held that various sub-clauses of section 394(1) of the Companies Act suggest

that both the transferor and the transferee company shall make an application to the

Court under section 391 to 394 of the Companies Act, 1956 for sanction of the scheme of

compromise or arrangement involving amalgamation of the companies. Therefore,

merefiling of application by the transferee company could not satisfy the requirements of

sections 391 to 394 of the Companies Act.

Hence both the transeror and the transferee company shall make an application in the

form of petition to the Courts under section 391 to 394 of the Companies Act, 1956 for the

purpose of sanctioning the scheme of amalgamation.

Petition - Whether Single or Joint: There is no explicit provision under the Companies

Act, 1956 as well as under the Companies (Court) Rules, 1959 with regard to compulsory

filing of separate petitions before the HIgh Court for sanction of scheme of amalgamation.

However, where the registered officers of the two companies are in different States, there

will be two High Courts having the jurisdiction over those companies, hence separate

petition will have to be filed. On the contrary, if the registered officers of two companies

are situated in the same State, the companies may file a joint petition for sanction of the

scheme of amalgamation.

In the case of Mohan Exports Ltd. v. Tarun Overseas Pvt. Ltd., it was held that if both the

companies are under the jurisdiction of the same High Court, joint petition may be made.

In another case, W.A.Beardshell & Co. PVt. Ltd. v. Mettur Industries Ltd., it was held that

a joint petition by transferor and tranferee company for seeing approval of a scheme of

compromise or arrangement under section 394 of the Companies Act, 1956 is competent.

Meaning of Property : Section 394(4)(a) defines property to include property, rights and

powers of every description. This language is, prima facie, wide enough to include within

its scope every kind of right recognized by law, including proprietary, contractual or statutory

rights of every description. It will include tenancy rights in respect of any building or

land. Actionable claim is also a property.

In the case of New Central Jute Mills, it was held that as per the Transfer of Property ct,

1882, a mere right to sue cannot be trnasferred. However, property with an incudental

right to sue for damaages may be transferred. Thus, right to sue for damages for breach

of contract is within the wide definition of property in Section 394(4)(a) and hence can be

transferred from transferor company to transferee company.

Meaning of Liability : Section 394(4)(a) defines liabilities to include duties of every description.
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Here, duties includes contractual duty i.e., duties under acontract. Even a contract entered

into by the transferor company enjoins some duties upon it, then the transferee company

will have to adhere to such duties.

Meaning of Transfer : Ther term transfer has not been defined in section 394 of the

Comapnies Act. Thus, resort has to be made to feneral law i.e., Transfer of Property Act,

1882. As per this, transfer means an act by which a person conveys property, in present or

in future, to another person.

In the case of General Radio and Appliances Co. Ltd. v. M.A.Khader, the Supreme Court

held that under sectoin 394, one company conveys property to another company and

hence it is a transfer.

The Supreme Court further held that under section 394 of the Companies Act, Court only

gives effect to the wishes of th e2 or more parties and in the process takes care that no

other party is prejudicially affected or that the transaction is in public interest. Thus, a

transfer pursuant to an order under section 394 is a voluntary transfer and not an involuntary

transfer or transfer by operation of law. In roder to be a transfer by operation of law, it

has to be an involuntary act or an order passed by the Court which is not consented by the

partites concerned. In the aforesaid case, the Supreme Court also held that consented by

the transfer of property from transferor company to the transferee company needs to be in

accordance with the other laws applicable for such transfer. in this case, the law in Andhra

pradesh required consent of the landlord for assiginig or sub-letting or transfer of tenancy

right. Thus, the Supreme Court held that the tenancy right of the transferor company does

not automaitcally get transferred to the transferee comapny, unless the consent of the

landlord is obtained. Hence, it is not necessary that all the assets and all the liabilities of

the transferor company are transferred to transferee company. The transfer of assets and

liabilities will depend on the terms of arrangement agreed to between the amalgamting

companies and the acceptance of the scheme by all concerned.

In the matter of Bacha F. Guzdar, it was held that where the shareholders of the transferee

company are saem, it does not mean that there is no transfer of property and liabilities on

account of amalgamtion. It is still a case of transfer because company is juristic person

entirely distinct from its shareholders.

Consideration Payable by Transferee Company : Section 391(1)(ii) empowers the

Court to pass an order facilitating the allotment or approriation by the transferee company

of any shares, debentures, policies and or other like interests in that company to or for any

person. It may be noted that cnsideration can be paid by transferee company to any

person and not necessarily transferor company. Thus, when amalgamtion takes palce

consideration is generally paid by allotment of shares of the transferee company to the

shareholders of transferor company. For shares in fraction, cash, which is covered under

the expression “other like interests”, can be paid intead of allotting the shares.

Thus, for the transfer of properties by the transferor company to the transferee company,

the consideration is received by the shareholders of the transferor company. the reason

why it is so is that there is a well settled law that the properties belong to the company and

the company belongs to the shareholders. Therefore, the owners of the company receive

the consideration. An additional reason why the owners of the company receive the consideration

is that by the same order, provision is also made for dissolution of the transferor

company.
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Directions on the Continuation fo Legal Proceedings : Section 394(1)(iii) empowers

the Court to issue directions on the continuation, by or against the transferee company, of

any legal proceedings, against or by the transferor company. This is to avoid litigation of

pending matters between the companies. In practice, before the arrangement is put to the

shareholders for approval, the 2 companies could have resolved any dispute between

them.

Dissolution without Winding Up of Transferor Company : Section 394(1)(iv) provides

that the Court can pass an order for dissolution of the transferor company without

winding up, after obtaining a report of Official Liquidator in this regard. This is the only

case where a company is dissolved without going through the process of winding up.

Conditions Precedint : The powers of the Court to sanction a scheme of compromise or

arrangement involving amalgamation of two or more companies is subject to the following

two conditions:

(1) No compromjise or arrangement proposed for the purposes of or in connection

with, a scheme for the amalgamation of a company, which is being wound up,

with any oher company, shall be sanctioned by the Court unless the Court has

received a report from the ROC or Company Law Board that the affairs of the

company have not been conducted in a manner prejudicial to the interest of its

members or to public interest. [First Proviso to Section 394(1)]

(2) No order of the dissolution of the transferor company shall be made by the Court,

unless the Official LIquidator has, on the scrutiny of the books and papers of the

company, made a report to the Court that the affairs of the company, have not

been conducted in a mannner prejudicial to the interest of its members or to

public interest. [Second Proviso to Section 394(1)]

In the case of Marybong & Kvel Tea Estate Ltd., it was held that the 1st proviso to section

394(1) relates to a stage prior to the sanctioning of the scheme by the Court, whereas the

2nd proviso to section 394(1) contemplates the stage after sanctioning the scheme by the

Court but before passing an order of dissolution of transferor company.

In the case of Mathew Philip v. Malayalam Plantation India Ltd., it was held that the first

proviso to Section 394(1) deals with a transferor company which is being wound up, while

the second proviso to Section 394(1) deals with a transferor company which is to be

dissolved without being wound up. Thus, the two provisos are attracted to different sets of

circumstances and are independent of each other. In other words, the first proviso is attracted

and ROC report is requied only when the transferor company is already in the

process of winding up and if it is not so, no such report of ROC, that the affairs of the

transferor company have not been conducted in a manner prejudicial to the interest of its

members or to public interest, is required. However, the second proviso is always attracted

irrespective of this fact whether the transferor company is a going concern or is

inthe process of winding up and hence report of the Official Liquidator, that the affairs of

the transferor company have not been conducted in manner prejudicial to the interest of

its members or to public interest, is always required by the Court before passing an order

of dissolution of transferor company.
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Meaning of Public Interest : The expression public interest must take its color and content

from the context in which it is used. The context in which the expression public interest

is used shall permit the Court to find out why the transferor company came into existence,

for what purpose it was set up, what object was sought to be achieved through creation of

the transferor company and why it is now being dissolved by merging it with another company.

All these aspects have to be examined in the context of the satisfaction of the Court

whether the affairs of the transferor company have not been conducted in a manner prejudicial

to public interest.

Further, it is necessary that the scheme of amalgamation does not run counter to any

legislative provision or policy of Government. If it does, the Court will not sanction such a

scheme on the ground that it is prejudicial to public interest. [Re. Wood Polymer Ltd.,]

The expression public interest is sometimes used as an expression interchangeable for

the national interest. This is a term very often used in contra-distinction to private interest

or personal interest. It is something in which the public, the community at large, has some

pecuniary interest or some interest by which their legal rights or liabilities are affected.

In this regard the Supreme Court, in the case of Hindustan Lever Employees’ Union v.

Hindustan Lever Ltd., has observed the following:

“Section 394 casts an obligation on the Court to be satisfied that the scheme for amalgamation

or merger was not contrary to public interest. The basic Principle of such satisfaction

is none other than the broad and general principles inherent in any compromise or

settlement entered into between parties that it should not be unfair or contrary to public

policy. In amalgamation of companies, the Courts have evolved the principle of “prudent

business management test” or that the scheme should bot be decided to evade law. But

when the Court is concerned with the scheme of merger of a company with the subsidiary

of a foreign company, then the test is not only whether the scheme shall result in maximizing

the profits of the shareholders or whether the interests of the employees was protected,

but it has to ensure that the merger shall nor result in impending promotion of

industry or obstruct the growth of nation al economy. Liberalized economic policy is to

acheve this goal. The merger, therefore, should not be contrary to this objective. The jurisdiction

of the Court in this regard is comprehensive.”

Interest of Members : Following are some of the cases where it can be said that the

affairs of the company have been conducted in a manner prejudicial to the interest of its

members :

(1) Non-disciosure of interest of directors in the explanatory statement supporting

the scheme might result in the shareholders being misled;

(2) If the scheme is unfair to minority shareholders; and

(3) If the exchange ratio of shares is unreasonable and unfair to the shareholders of

the transferor company.

In the case of State Bank of INdia v. Alstom Power Boiler Ltd., it was held that even though

the Court while sanctionning the scheme must not merely act as a rubber stamp to approve

the scheme, but the scope of the enquiry is lilmited and contours of the jurisdiction

of the Court ar narrow. The Court does not scrutinize the scheme as an appellate authority
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and respects the commercial wisdom of the members and creditors unless the scheme is

shown to be unfair and unjust. In the instant case, since nothing was shown to Court to

prove that the scheme of amalgamation was in any way unfair and unjust to any class of

member, the scheme was sanctioned by the Court.

Provisoin for Dissenting Persons : Section 394(1)(v) gives power to the Court to make

provision for any person who may, within such time, and in such manner as the Court

directs, dissent from the compromise or arrangement. Here the experssion ‘any person’

includes dissentient shareholders, creditors, employees, etc.

This, it implies that the Court can entertain objection sfrom creditors and employees of the

company i.e., interest of these people is also required to be looked into before grantingthe

order sanctioning the sheme.

Inerest of Creditors

In the case of Ansal Properties & Industries, it ws held that in the following cases, the

interest of creditors is likely to be affected and hence, their meeting would be necessary.

(1) If the transferor company happens to be a financially weak company and the

transferee company is financially sound company, the meeting of the creditors of

transferee company is required as their interest is likely to be affected.

(2) If the transferor company happens to be a financially sound company and the

transferee company is a financially weak company, the meeting of the creditors

of the transferor company is required as their interest is likely to be affected.

In the ICICI Ltd., case, the Court while considering the sanction of the scheme, agreed to

grant hearing to all objecting crediotrs and consider their objections, if any.

However, the Court shall pay attention to the creditor’s interest only if he is able to show

that the scheme is malafide or fraudulent or is likely to adversely affect him [Re. Zee

Ineractive Multimedia Ltd.,]

Interest of Employees

One more interested party who could be affected by amalgamation of companies is the

employees of the transferor company.

In Bank of Baroda v. Mahindra Ugine Steel Co. Ltd., it was held that the Court must take

into account the interest of the employees and ensure that their interests are not adversely

affected and that adequate provisioins are made for them. However the Court held that

the employees have no locus standi in the meetings called under Section 391(1).

The Supreme Court considered the question of employees’ interest in Hindustan Lover

Employees’ Union v. Hindustan Lever Ltd. & Others. In this case, the scheme of amalgamation

of TOMCO with HLL provided the following:

(1) All the staff, workmen and other employees of TOMCO shall become the staff,

workmen and employees of HLL.

42

(2) The services of the aforesaid persons shall be deemed to have been continuing

and not to have been interrupted.

(3) The terms and conditions for employment of TOMCO shall become the staff,

favorable in HLL.

On the basis of the aforesaid facts, the Supreme Court held that the terms and conditions

of HLL employees were much worse than those of TOMCO employees. If there are 2 sets

of terms and condition sunder the same company, then a case of discrimination will arise

against the HLL employees.

Rejecting the aforesaid argument the Suprme Court held that we do not find any substance

in this contention. the TOMCO employees will continue to remain on the same

terms and conditions as befoe, Because of this arrangement, it cannot be said that prejudice

has been coused to HLL employees. They will still be getting what they were getting

earlier before amalgamation.

Residuary Powers of the Court : Section 394(1)(vi) empowers the Court to make provision,

by way of an order, for such incidental, consequential and supplemental measures

as are necessary to secure that the amalgamation shall be fully and effectively carried out.

In light of the aforesaid provision, it is improtant to know that Court’s discretionary powers

or Court’s jurisdiction in sanctioning the scheme of amalgamation and what are broad

principles evolved by Courts in sanctioning the scheme of amalgamation.

Court’s Direcretion / Jurisdiction / Powers in Sanctioning The Scheme Of Amalgamation

: In the case of Mihir H. Mafatlal v. Mafatlal Industries Ltd., the Supreme Court

has laid down the following parameters of the scope and ambit of the jurisdiction of the

Court, which is called upon to sanction a scheme of compromise or arrangement.

(1) The sanctioning court has to see to it that the requisite statutory procedures for

supporting such a scheme have been complied with and that the requisite meetings

as contemplated by section 391(1) of the Companies Act, 1956 have been

held.

(2) That the scheme put up for sanction of the court is backed up by the requisite

majority vote as required by section 391(2) of the Act.

(3) That the concerned meetings of the creditors or members or any class of them

had the relevant material to enable the voters to arrive at an informed decision

for approving the scheme in question. That the majority decision of the concerned

class of voters is just and fair to the class as a whole as to legitimately bind even

the dissenting members of that class.

(4) That all the necessary material indicated by the section 393(1)(a) of the Act is

placed before the voters at the concerned meetings asa contemplated by section

391(1) of the Act.

(5) That all the requisite material contemplated by the proviso of sub-sectoin (2) of

section 391 of the Act is placed before the court by the concerned applicant

seeking sanction for such a scheme and the court gets satisfied about the same.
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(6) That the proposed scheme of compromise and arrangement is not found to be

violative of any provisoin of law and is not contrary to public policy. For ascertaining

the real purpose underlying the scheme with a view to be satisfied on this

aspect, the Court, if necessary, can pierce the veil of apparent corporate purpose

underlying the scheme and can judiciously x-ray the same.

(7) That the Company Court has also to satisfy itself that members or class of members

or creditors, as the case may be, were acting bona fide and in good faith

and were not coercing the minority in order to promote any interest adverse to

that of the latter comprising of the same class whom they purported to represent.

(8) That the scheme as a whole is also found to be just, fair and reasonable from the

point of view of prudent men of business taking a commercial decision beneficial

to the calss represented by them for whom the scheme is meant.

Once the aforesaid broad parameters, but not exhaustive, about the requirements of a

scheme for getting sanction of the Court are found to have been met, the Court will have

no furher jurisdiction to sit in appeal over the commercial wisdom of the majority of class

of persons who, with their open eyes, have given their approval to the sheme, even if in the

view of the Court there could be a better scheme for the company and its members or

creditors for whom the scheme is framed.

The Court acts like an umpire in a game of cricket who has to see that both the teams play

their game according to the rules and do not overstep the limits. But subject to that how

best the game is to be played is left to the players and not to the umpire.

Broad Principles Evolved by Courts in Sanctionining the Scheme : Following are

the broad principles evolved by the Courts in sanctioning the shceme :

(1) The resolutions should be passed by the statutory majority in accordance with

section 391(2) of the Companies Act, at a meeting(s) duly convened and held.

The court should not usurp the right of the members or ceditors.

(2) Those who took part in the metings are fairly representative of the class and the

meetings didnot coerce the minority in order to promote the adverse interest of

those of the class whom they purport to represent ;

(3) The scheme as a whole, having regard to the general conditions and background

and object of the scheme, is a reasonable one; and it is not for court to interfere

with the collective wisdom of the shareholders of the company. If the scheme as

a whole is fair and reasonable, it is the dury of the court not to launch an investigation

upon the commercial merits or demerits of the scheme which is the function

of those who are interested in the arrangement.

(4) There is no lack of good faith on the part of the majority,

(5) The scheme is not contrary to public interest.

(6) The scheme should not be a device to evade law.

Salient Features of Sectons 391 and 394 : The sailent Features of sections 391 and

394 are :
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(1) There should be a scheme of compromise or arrangement for restructuring or

amalgamation.

(2) An application must be made to the court for direction to hold meetings of shareholders

/ creditors.

(3) Court may order a meeting of shareholders / creditors.

(4) Holding of meeting(s) of shareholders / creditors as per court’s order.

(5) Scheme of compromise or arrangement must be approved by 3/4th in value of

creditors, class of creditors, members, class of members.

(6) Another application must be made to court sanctioning the scheme of compromise

or arrangement.

(7) An approved scheme duly sanctioned by court is binding on all shareholders /

creditors / company(ies).

(8) Court’s order takes effect only after a certified copy has been filed with the Registrar

of Companies.

(9) Copy of Court’s order shoul.d be annexed to every copy of memorandum of

associatoin of the company.

(10) Court may stay commencement or continuation of any suit or proceeding against

the company after application has been moved in the court.

(11) Court’s order is appealable in a superior court.

Whether sectoins 391 and 394 a complete code for amalgamation or not : In the

case of Sadanand S. Varde v. State of Maharashtra, it was held that the provisions of

section s391 and 394 of the Companies Act, 1956 constitute a complete code of the

subject of amalgamation.

Thus, it implies that if a scheme of compromise or amalgamation for the purposes of or in

connection with amalgamation of 2 or more companies is sanctioned by the Court, then

no separate provisions and procedures are required to be complied with for other events

which are part and parcel of the scheme of amalgamation. Following are some of the

instances which also support the aforesaid view :

(1) Scheme of amalgamation should provide that on amalgamation the Main objects

of the transferor company shall be deemed to be Main Objects (additional)

of the transferee company. No need for compliance under section 17 of the Companies

Act. [Vasant Inverstment Corporation Ltd v. Official Liquidator].

(2) Where amalgamation involves reorganization of share capital by reduction

thereof, the provisoins of section s100 to 102 need not be complied separately

[Re. Maneckchowk and Ahmedabad Mfg. Co. Ltd.}

(3) The Court may approve a change in the name of transferee company as part of

the scheme ofamalgamation.
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Hence, it can be said that the provisions of sections 391 and 394 of the Companies Act,

1956 are a complete code and are intended to be a single window clearance system. So

the High Court has wide powers to sanction a scheme of amalgamation that involves

other approvals under Companies Act. For e.g., change of object clause, change of name,

increase or reduction of capital, etc.

Notice to be given to Central Government for applications

under sections 391 and 394 [Section 394A] :

The Court shal lgive notice of every application made to it under section 3961 and 394 to

the Central Government and shall take into consideration the representations, if any, made

to it by that Government before passing any order under any of these sections.

Section 394A provides that Court shall give notice of every application made under Section

391 or 394 to Central Government and before passing an order the Court is required

to consider the representations, if any made by Central Government.

Here, power of Central Government is delegated to Regional Director. The Regional Director

would normally get a report from ROC and then make a representation to Court.

Ordinarily, representation would be entertained if any issue of public interest is involved.

The Court may or may not accept representation of Central Government.

Preservation of books and papers of amalgamated company

[Section 396A] :

The books and papers of a company which has been amalgamated with, or whose shares

have been acquired, by another company under this Chapter shall not be disposed off

without the prior permission of the Central Government and before granting such permission,

that Government may appoint a person to examine the books and papers or any of

them for the purpose of ascertainng whether they contain any evidence of the commission

of an offence in connection with the promotion or formation, or the management of the

affairs, of the first-mentioned company or its amalgamation or the acquisition of its shares.

The bookds and papers of the company, which has been amalgamated with another company,

shall not be disposed offf until prior permission of the Central Government has been

obtained. The Central Government may, before granting such permission, appoint a person

to examine the books and papers of the amalgamating company in order to find out

whether they contain any evidence of the commission of any offence.

The object of this section is to prevent the practice of destroying incriminating accounts

and records of the company, which has been amalgamated with another company.

Other Important Aspects of Merger and Amalgamation :

Authorit in Memorandum of Association for Amalgamation : There are two different

opinions expressed by various Courts as regard to questions that whether the Court can

sanction a scheme of amalgamation when the Memorandum of Association of the company

deos not contain powers to amalgamate.
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In the case of Marybong & Key Tea Estate Ltd., it was held that the Court has power to

grant sanction to a scheme of amalgamation despite the fact that there is no express

power in the Memorandum of Association to amalgamate. To amalgamate with another

company is the inherent power of the company and not an object of the company. While in

the case of Oceanic Steam Navigation Co., it was held that an act which is ultra vires the

company cannot be provided through a scheme and thus, where Memorandum of a company

does not contain the provisions for amalgamation/reconstruction, it cannot be carried

out through a scheme.

However, the officers of the Regional Director and the Official Liquidator insist for this

clause in the Memorandum of Associaiton, hence it is better to incorporate the powers of

amalgamation by amending the Object clause, so that it does not act as an impediment

while their clearance is obtained.

Observance of Memorandum of Transferor Company : It has to be ensured that the

objects in the Memorandum of Association of the transferee company cover the objects of

the transferor company and if not, it will be necessary to amend the Object clause of the

transferee company by passing a special resolution u/s 17 of the Companies Act, 1956.

It may be noted that at the general meeting of the transferee company convened for the

purpose of passing special resolution under section 17 for alteration of object clause,

following resolutions shoul also be passed :

(1) Ordinary resolution under section 94(1)(a) for increasing authorized share cpaital;

(2) Special resolution under section 81(1)(A) for authorizing the directors to issue

shares to the shareholders of the transferor company, without offering them to

the shareholders of the transferee company;

(3) Special resolution under section 31 for consequential changes in the Articles of

Association.

It may further noted as held in various Court cases, that the scheme of amalgamation can

itself provide that the objects of the transferor company are to become the objects of the

transferee company and for other aforesaid matters. In such a case, separate approvals

of the shareholders for the various aforesaid purposes id not required, as sections 391

and 394 are a complete code on the subject of amalgamation.

Date of Amalgamation / Transfer Date / Appointed Date : It means the cut off date

from which all properties, movable as well as immovable and rights attached thereto, etc.

are required to be transferred from amalgamating company to the amalgamated company.

In regard to what would be the date of amalgamation / transfer date, the Supreme Court in

Marshal Sons & Co. (India) Ltd. v. ITO, has observed the following :

Every scheme of amalgamation of companies has necessarily to provide a date with

effect from which the amalgamation / transfer shall take place. However, it is open to the

Court to modify the said date and prescribe such date of amalgamation / transfer date as

it thinks appropriate in the facts and circumstances of the case. if the Court so specifies a

date, such date would be the date of amalgamation / date of transfer. But where the Court
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does not prescribe any specific date, but merely sanctions the scheme presented to it,

the date of amalgamation / date of transfer is the date specified in the scheme as the

transfer date.

Effective Date of Amalgamation : According to the provisoins of sections 391(3) and

394(3) of the Companies Act, 1956, an order made by the Court sanctioning the shceme

of the amalgamation shall have no effect until a certified copy of the order passed by the

Court under both the sub-sections is filed with the concerned ROC. Once the certified

copy of the Court’s order is filed, the scheme will be effective retrospectively from the date

mentioned in the scheme or presctibed by the Court.

Thus, for all practical purposed, the effective data of amalgamation is also the date of

transfer or amalgamation.

Contents of Scheme of Amalgamation : A scheme of amalgamation should, inter alia,

contain provisions for ;

(1) Appointed Date Transfer Date of Amalgamation.

(2) Effective date of amalgamation .

(3) Capital structure of the transferor company and the transferee company.

(4) Share Exchange Ratio.

(5) Transfer of undertakings and liabilities of transferor company to transferee company

from the appointed date.

(6) Transferor company to carry on business on behalf of transferee company between

appointed date and effective date

(7) Effect of amalgamation on contracts of transferor company after the effective

date

(8) Services of transferor company’s employees, their service contracts, effect of

amalgamations thereon, retirement benefits ets.

(9) Conditions subject to which the scheme is to take effect

(10) Dissolution of the transferor company, without winding up, on the effective date.

Important Case Laws:

(1) In the case of Travancore National & Ouilon Bank, the Madras High Court laid

down the principle as to which Indian Court has the jurisdiction for amalgamation

involving foreign companies. It was held that the Court, which has the jurisdiction

to wind up a foreign company, will also have the jurisdiction to sanction a scheme

of amalgamtion involving foreign company.

(2) Court will sanction the scheme if attestation of Memorandum of Association is

by reshuffling the object clause by shifting other objects to Main objects, if transferee

company has compiled with the provisions of Section 149(2A). [Re.

Rangakala Investments Ltd.]

(3) There need not be any unison or identity between objects of transferor company

and transferee company. Companies carrying entirely dissiilar business can amalgamate.

[re. Mcleod Russel (India) Ltd.]
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(4) Post amalgamtion events such as increase of capital or total number of members

exceeding 50 (in the case of private company) cannot affect the333333333-

- sanction of the scheme. [Re. Winfield Agro Services Pvt.Ltd.]

(5) No Authority, other than the Central Government as required under section 394a,

need be given a notice of petition. Ministry of Industryneed not be impleaded for

the transfer of Letter of Intenet to the transferee company is required [Ucal Fuel

Systems Ltd.]

(6) No special notice need to be given to Income Tax department to find out whether

there is a motive of tax evasion in the proposed amalgamtion. the general public

notice published in the newspapers is sufficient. [Vinay Metal Printers Pvt.Ltd.]

Stock Exchange Formalities : Following are some of the important stcok exchange

formalities arising out of listing Agreement to be compiled with in the context of amalgamation

of companies :

(1) Intimation as to the proposed amalgamtion to the Stock Exchange within 15

minutes after the Board meeting, where the proposal is approved.

(2) Filing the scheme of amalgamtion wiht the Stock Exchange at least 1 month

prior to filing wiht the High Court and obtain No-Objection Certificate to the

scheme.

(3) Intimation of the resolution passed at the general meeting approving the scheme

of companies or arrangement to the Stock Exchange immediately after the meeting

on the same day of passing of resolution.

(4) Filing of the report of the Chairman prepared in Form No.39 of the companies

(Court) Rules. 1959 with the Stock Exchange.

(5) Filing of copies of notices, circulars ets. issued / advertised concerning amalgamation

to the Stck Exchange.

FEMA Provisions : Where the scheme of amalgamation involves issue of shares to

persons resident outside India by the transferee company or the ne company, the same

can be done subject to the following conditions:

(1) Percentage of shareholding of persons resident outside India in the transferee

company or the new company shall not exceed the percentage specified in the

approval granted by the Central Government or the RBI. In case the aforesaid

percentage is likely to exceed the transferee company or the new company may,

after obtaining an approval from the Central Goverment, apply to RBI for its approval.

(2) The transferor company, transferee company and the new company shall not

engage on agriculture, plantation or real estate business or trading in Transferable

Development Rights (TDR).

Furhter the transferee or the new company is required to file a report in Form FC-GPR to

RBI within 30 days from the date of allotment of shares to mpersons resident outside

India.
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Competition Act, 2002 Provisions: The provisions relating to regulation of combinations

as provided under section 5 & 6 of the Companies Act, 2002 would also be required

to be complied with by companies if applicable, after the Act becomes into force.

Stamp Duty: In amalgamation of companies, following types of stamp duty is levied:

(1) Stamp duty on the Court Order and

(2) Stamp duty on the other documets

Stamp Duty on the court order

The order of the Court under section 394 of the Companies Act, 1956 requiring the transfer

of assets and liabilities of the transferor company to the transferr company is a conveyance

and hence chargeable to stamp duty.

In this regards, the case of Li Taka Pharmaceuticals v. State of Maharashtra is considered

to be a landmark case. Following are the important coclusions of this case.

(a) An amalgamation under an order of Court under section 394 of the Comparies

Act, 1956 is an instrument under stamp law.

(b) States are well within their jurisdiction when they levy stamp duty on instrument of

amalgamation.

(c) Stamp duty is leviable on the value of the shares allotted plus other consideration

paid.

Stamp Duty on the Other Documents

Usually in an amalgamation of companies, several other documents, agreements, indemnity

bonds are executed, depending upon the facts of each case and requirements of the

parties. Stamp duty would also be leviable on such documents, agreements, indemnity

bobds, as per the nature of the instrument and its contents.

Filing of Various Forms inthe Process of Merger / Amalgamation : The following

forms, reports, returns, etc are required to be filed with the Registrar of Companies, SEBI

and stock exchanges at various states of the process of merger / amalgamation.

(1) Where the objects clause of the memorandum of association of the transferee

company is altered by passing the special resolution under section 17 of the

Companies Act, 1956 to provide for amalgamation / merger, Form No.23 together

with the copy of the resolution and explanatory statement shall be filed

with the ROC within 1 month from the date of passing the Special Resolution.

(2) Where the company’s authorized share capital is increased by passing an ordinary

resolution under Section 94(1)(a) of the Companies Act, 1956 to enable the

company to issue shares to the shareholders of the transferor company in exchange

for the shares held by them in that company, Form No. 5 shall be filed

with the ROC within 30 days from the date of passing the Special Resolution.
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(3) Where a special resolution under Section 81(1A) of the Act is passed to authorize

the company’s Board of Directors to issue shares to the shareholders of the

transferor company in exchange for the shares held by them in that company,

Form No.23 together with the copy of the resolution and explanatory statement

shall be filed with the ROC within 30 days from the date of passing the Special

Resolution.

(4) When a special resolution is passed under Section 149(2A) of the Act,

authorizingthe transferee company to commence the business of the transferor

company or companies as soon as the amalgamation / merger becomes effective,

the transferee company should also file with the Registar of Companies, a

duty verified declaration of compliance with the provisions of Section 149(2A)

by one of the directors or the secretary in wholetime practice in Form No.20A on

a non-judicial stamp paper of the value applicable in the State where the declaration

is executed.

(5) In compliance with the listing agreement, the transferee company is required to

give notice to the stock exchanges where the securities of the company are

listed, and to the Securities and Exchange Board of India, of the Board meeting

called for the purpose of discussing and approving amalgamation.

(6) In compliance with the listing agreement, the transferee company is required to

give intimation to the stock exchanges where the securities of the company are

listed, of the decision of the Board approving amalgamation and also the swap

ratio, before such information is given to the shareholders and the media.

(7) The transferee compny is required to file with the ROC, Form No.21 along with a

certified copy of the High Court’s order on summons directing the convening

and holding of meetings of equity shareholders / creditors including bebenture

holders etc. as required under Section 391(3) of the Companies Act.

(8) In compliance with the listing agreement, the transferee company is required to

simultaneously furnish to the stock exchanges where the securities of the company

are listed, copy of every notice, statement, pamphlet etc. sent to members

of the company in respect of a general meeting in which the scheme of arrangement

of merger/amalgamation is to tbe approved.

(9) In compliance with the listing agreement, the transferee company is required to

furnish to the stock exchanges where the securities of the company are listed,

minutes of proceedings of the general meeting in which the scheme of arrangement

of merger/amalgamation is approved.

(10) To file with ROC within 30 days of passing of the special resolution, Form No.23

along with (i) certified true copy of the special resolution approving the scheme

of arrangement of merger/amalgamation; (ii) certified true copy of the explanatory

statement annexed to the notice for the general meeting at which the resolution

is passed; and (iii) the prescribed filing fee, for registration of the resolution

under Section 192 of the Act.

(11) The transferee company is required to file with the Registrar of Companies, Form

No.21 along with a certified copy of the High Court’s order sanctioning the scheme

of arrangement of merger/amalgamation within 30 days after the making of the

order under Section 394 of the Act, as required under sub-section (3) of the said

section.
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(12) The transferee company is required to file wiht the Central Government (Power

delegated to Regional Director) notice of every application made to the court

under Section 391 to 394 of the Companies Act, 1956. No notice need be given

to the Central Government once again when the Court proceeds to pass final

order to dissolve the transferor company.

(13) To file with the ROC within 30 days of allotment of shares to the shareholders of

the transferor company in lieu of shares held by them in that company in accordance

with the shares exchange ratio incorporated in the scheme of arrangement

for merger/amalgamation, Form No.2 the return of allotment along with the

prescribed filing fee per requirements of Section 75 of the Act.

Procedute for Amalgamation of Companies:

(1) It must be ensured that the companies under amalgamation should have the

power in the Object clause of their Memorandum of Association to undergo amalgamation

though the absence amy not be an impediment, but this will make

matters smooth.

(2) A draft scheme of amalgamation shall be prepared for getting it approved in

Board meeting of each company.

(3) A Board meeting shall be convene.d to pass the following resolutions:

(a) To approve the draft scheme of amalgamation;

(b) To authorize filing of application to the Court for directions to convene

meeting of members and/or creditors;

(c) To authorize for filing a petition for fonfirmation of the scheme by the Court.

(4) In case of listed companies, an intimation as to the proposed amalgamation

shall be given to the Stock Exchange(s) where the securities are listed, within 15

minutes of the close of the Board meeting.

(5) An application shall be submitted to the Court for directions to convene the meeting

of members and/or crediotrs by way of summons supported by an affidavit.

The summon shall be in Form No.33 and the affidavit in Form No.34 of the Companies

(Court) Rules, 1959.

The summon shall be accompanies by the following documents:

(a) A certified copy of the Memorandum of Association and Articles of Association

of each of the two xompanies; and

(b) A certified copy of the latest audited annual accounts of the company.

(6) A copy of the application made to the concerned High Court shall be sent to the

Regional Director of the region in which the registered office of the company is

situated.
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(7) On hearing of the summons, seek and obtain from the Court an order in Form

No.35. the order normally includes the following directions:

(a) Time and place of holding the meetings;

(b) Appointing Chairman of the meeting;

(c) Fixing the quorum and the procedure to be followed in the meeting;

(d) Advertisement of notice of the meeting;

(e) Time limit for the Chairman to submit report to the Court regarding the

result of the meeting.

(8) The Chairman shall issue the notice of meeting in Form No.36 of the Companies

(Court) Rules, 1959 at least 21 clear days, all the members and/or creditors,

to be sent to them individually under certificate of posting.

The notice of the meeting shall be accompanied by the following documents:

(a) A statement as required by Section 393;

(b) A copy of hte proposed scheme of amalgamation ;

(c) A form of proxy in Form No.37 of the Companies (Court) Rules, 1959;

(d) Attendance Slip.

(9) The notice shall also be advertised in Form No.38 of the Companies (Court)

Rules, 1959 in such newspapers as the Court has prescribed, at least 21 days

before the date fixed for the meeting.

(10) In case of listed companies, send 3 copies of the notice of the meeting to the

Stock Exchange(s) where the securities are listed.

(11) The Chairman shall file an affidavit to the Court, at least 7 days before the meeting,

showing that the direction sregarding the issue of notcies and the advertisement

regarding the issue of notices and the advertisement have been duly complied

with.

(12) The general meeting of the respectice companies shall be held to pass the following

resolutions:

(a) A resolution for approving the scheme of amalgamation, subject to the

confirmation of he Court, to be passed by a majority in number representing

3/4th of the value of members and/or creditors, voting either in person

or by proxy;

(b) A resolution directed by the Court to deal with the dissenting shareholders;

(c) In the case of transferee company, a special resolution authorizing the

Board of Directors to allot shares to persons other than the existing shareholders;

(d) In the case of transferee company, an ordinary resolution to increase the

authorized share capital, if necessary.
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The decisionof the meeting shall be ascertained only by taking a poll on resolutions. In this

regard, the Chariman shall appoint 2 scrutinizers who shall assist him in conducting the

poll.

(13) Prepare minutes of hte meeting.

(14) In the case of listed companies, send a copy of the proceedings of the meetings

to the Stock Exchange(s) where the securities are listed.

(15) The Chairman of the meeting is required to report the result of the meeting in

Form No.39 of the Companies (Court) Rules, 1959 within the time fixed by the

Court or within 7 days of the conclusion of the meeting, where no time period has

been fixed by the Court.

(16) In the case of listed companies, a copy of the aforesaid report in Form No.39 of

the Companies (Court) Rules, 1959 shall be forwarded to the Stock Exchange(s)

where the securities are listed.

(17) File Form No.23 of the Companies (Central Government’s) General Rules and

Forms, 1956 with the ROC together with the copy of resolution approving the

scheme of amalgamation within 30 days of passing the resolution.

(18) In the case of a listed company, forward a copy of the scheme of amalgamation

to the Stock Exchanges at least 1 month before it is presented to the Court for its

confirmation and obtain the No-Objection Certificate for the same.

(19) For approval of the Scheme of amalgamation, a petition shall be made to the

Court in Form No.40 of the Companies (Court) Rules, 1959, within 7 days of

filing of the report by Chairman. The petition shall be accompanied by an affidavit

in Form No.3 of the Companies (Court) Ruels, 1959.

(20) The Court shall fix a date for hearing the petition and shall advertise the notice of

the same in newspapers at least 10 days before the date of hearing.

(21) The Court shall sanction the scheme of amalgamation subject to the satisfaction

of the following conditions:-

(a) That the whole of the scheme was annexed to the notice convening the

meeting;

(b) That the scheme has been approved by requisite majority;

(c) That the report of ROC has been obtained that the affairs of the transferor

company which is being wound up, have not been conducted in a manner

which is prejudicial to the interest of its members or to the public interest;

(d) That the report of Official Liquidator for the purpose of dissolution of transferor

company without winding up, has been obtained to the effect that the

affairs of the transferor company have not been conducted in a manner

which is prejudicial to the interest of its members or to the public interest;

(e) That the scheme causes as little hardship as possible to the employeees;

(f) That the scheme should be genuine and bona fide and should not be

against the interest of the creditors, the company and the public interest.
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The order of the Court shall be in Form. No.41 of the Companies (Court) Rules, 1959.

(22) A certified copy of the Court order shall be filed with the ROC within 30 days of

the order along with Form No.21 of the Companies (Central Government’s) General

Rules and Forms, 1956.

(23) A copy of the Court order shall be annexed to every copy of the Memorandum of

Association, issued after the certified copy of the order has been filed with the

ROC as aforesaid.

(24) Hold the Board meeting of hte companies and take steps to give effect to the

scheme as approved by the Court.

AMALGAMATION BY ORDER OF CENTRAL GOVERNMENT

[SECTION 396] :

Introduction :

Occasionally, cases arise when an amalgamation of two or more companies in public

interest may become necessary but the observance of normal procedure, being lengthy is

likely to prove determental to public interest. Therefore, Section 396 provides for such

amalgamation by government order.

It may be noted that ordicarily the Government order for amalgamation would be in relation

to the companies which are owned by the Government. Only in extra-ordinary circumstances,

the government would pass order for amalgamation of private sector companies.

Power of Central Government :

Where the Central Government is satisfied that it is essential in public interest that two or

more companies should amalgamation, it may, by notified order in the official Gazette,

provide of rthe amalgamation of those companies into a single company.

The power vested in the Central Government under section 396 overrides the provisions

of sections 391 to 394 of Companies Act, 1956. Hence, there is no requirement of preparing

of scheme of compromise or arrangement as envisaged by section 391. However,

the Central Government normally constitutes a committee of specialists to advise it on the

amalgamation proposal and thereafter issues a notification on the amalgamation of the

companies in question.

Copies of every order passed by the Central Government under this section shall, as

soon as possible, be laid before both the Houses of Parliament.

Contents of Order :

The order of the Central Government under section 396 may provide for the following

matters :
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(1) The constitution, property, powers, rights interest, authorities, privileges, liabilities,

duties nad obligations of the amalgamated company;

(2) The continuation by or against the transferee company of any legal proceedings

pending by or against any transferor company; and

(3) Such consequential, incidential and supplemental provisions as Central Government

may consider necessary to give effect to the amalgamation of the companies.

Rights of Members and Creditors :

Every members and creditor of the amalgamating company shall have the same interest

in or rights against the amalgamated company, as he had in or against the amalgamating

company.

In case a member of creditor gets the diluted rights, then the compensation for such loss

of right shall be given to him. The joint Director (Accounts) in the Ministry of Company

Affairs shall assess such compensatoin and it shall be published in the Official Gazette.

The compensation so assessed shall be paid to the members and creditors of the amalgamating

company by the amalgamated company.

Any member or creditor aggrieved by the aforesaid assessment of compensation may,

within 30 days, from the dtae of publicatoin of such assessment in the Official Gazette,

prefer an appeal to the Company Law Board and thereupon the assessment of the compensation

shall be made by the Company Law Board.

Conditions Precedent

The Central Government, beofre passing an order under section 396 providing for amalgamation

of companies in public interest, shall satisfy itself in respect of the following:

(1) A copy of the proposed order is sent in draft form to each of the companies

concerned;

(2) The Central Government has modified the draft order, if considered necessary,

on the application made in this behalf by the company or memebrs or creditors;

and

(3) The time for filing the appeal against the assessment of compensation has expired

or where appeal is preferred, the appeal is finally disposed off.

QUESTIONS :

2006 - Dec [1] {C} (a) : “The main purpose of merger or acquisition is to deliver the

expected financial results, viz., earnings and cash flows.” Discuss this statement with some

examples from past Indian mergers. (10 marks)

2007 - Dec [7] (b) : The scheme of amalgamation is to be prepared by the companies

which have arrived at consent to merge. List out the key clauses to be covered in a scheme

of amalgamation. (8 marks)
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2008 - June [4] (a) : “The court is duty-bound to ascertain the bonafide of a scheme. The

court will not act merely as a rubber stamp while sanctioning a scheme.” When would the

court not sanction a scheme? Support your answer with relevant case law. (8 marks)

Hint : Applicable Case Laws - Miheer H. Mafatlal V. Mafatlal Industries Limited

(19996) 87 -----Comp Cases 792; Pioneer Dyeing House Ltd., V. Dr. Shankar

Vishnu Marathe (1967).

2008 - June [7] (a) : Explain the powers of Cental Government to direct amalgamation of

two or more companies in public interest. (6 marks)

Hint : Applicable Sections - 396, 396(1) and (2); 396(4), 396(5) and 396(3A).

2008 - Dec [1] {C} (a) : Attempt the following citing relevant legal provisions and / or case

law, if any :

(i) Whether the sanction to a shceme of amalgamation can be wsithheld on the

plea that the transferor company, before resorting to sections 391, 394, has not

amended the objects clause of its memorandum of association under section

17 to incorporate the power to amalgamate with another company?

(5 marks)

Hint : (i) Applicable Section - 17; Ca+se Law - Hindhivac (P) Ltd. Inre. (CP No.

15 and 16 of 2005) 2005-(CC4)-GJX-0236-KAR.

Ans:- No.

2009 - June [1] {C} (a) : (ii) In a scheme of arrangement made under section 391, a

company proposes to transfer one of its undertakings to its subsidiary and also to reduce

its share capital. Is the scheme valid? Explain with relevant provisions of law and relevant

cases. (5 marks)

2009 - June [2] (c) : In a scheme of compromise, arrangement, reconstruction or amalgamation,

various types of approvals are required. Describe briefly such approvals.

(4 marks)

2009 - June [4] (c) : State whether any stamp duty is payable on transfer of properties

under the order of amalgamation. Briefly comment with relevant case law. (5 marks)

2009 - June [5] (b) : Briefly explain with relevant provisions of the Companies Act, 1956

as to when the scheme of amalgamation would become effective. (4 marks)

2006 - June [4] Comment on the following with supporting case law:

(i) In respect of modification of a scheme of arrangement. any person interested

can make application.

(ii) Sun Ltd. wishes to merge with Moon Ltd. and bothe the companies have fixed

the appointed date for the merger as 1st April, 2005. The financial year ending of

both these companies is 30th June, 2005. Share exchange ratio is to be arrived

at based on the financial position of both these companies as on 30th June,

2005.
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(iii) Ekta, Ltd., a listed company, is merging into Kutumbh Pvt. Ltd.

(iv) Daisy Ltd. proposes to takeover the whole of the issued and paid-up capital of

Lilly Ltd. without making application to the court as required under Section 391.

(4 marks each)

Hint : (i) Applicable Case Law - S.K.Gupta v. K. P. Jain (1979), 49, Comp.

Cases 342, Saroj G. Poddar Re. (1996) 22 Corp. LA 200 at 216 (Bom) (ii)

Applicable Case Law - Re. Sumitra Pharmaceuticals Ltd. (1997) 25 CLA 142

AP.

Ans:- (ii) Share Exchange ratio based on financial position of both companies

on a date later than the appointed date is not objectionable since

date of negotiations between 2 companies cannot be ignored. (iii) However

the listed entity is supposed to take the pre-clearance of the stock

exchanges where its securities are listed. (iv) Transferee company can

purchase the shares of transferor company, when all or the statutory

majority of the shareholders of the transferor company agree to such a

scheme of contract. This is done without court action.

2006 - Dec [1] {C} (b) : An agreement was entered into between a company and its

workers. Later on, the said company was to amalgamate with another company. The workers

of the said company would like to object to the seheme as creditors. Advise.

(5 marks)

Hint : Applicable Case Law - Inland Steam Navigation Workers’ Union and

another v. Rivers Vavigation Co. Ltd. and others (1968) 38 Com. Cas.99

2006 - Dec [2] (b) : In sanction of the court necessary for a scheme of amalgamation

wherein the petitioner company had no secured creditors and all unsecured creditors had

accorded their approval to the proposed scheme along with the shareholders of both the

companies? The official liquidator also did not have any objection to the scheme. Substantiate

your answer. (5 marks)

(c) The shareholders of Green Ltd. and Yellow Ltd. are the same set of people. Green

Yellow Ltd. and Yellow LTd. have merged and formed Green Yellow Ltd. It is the contention

of the shareholders that since both the transferor and transferee are the same set of people,

there is no transfer and hence no liability to stamp duty. Discuss with reference to case

law. (5 marks)

Hint : (b) Applicable Sections - 391 and 394; Case Law - Milind Holdings (P)

Ltd. & Darshan Holdings Pvt. Ltd. v. Mihir Engineering Ltd. (1996) 75CL 172

Ban. (c) Applicable Sections - 2(i), 5, 394; Case Laws - United Breweries Ltd. v.

Commissioner of Exercise (2002) 48 CLA 212 (Bom), Hindustan Lever v. State

of Maharashtra (2004) CLc 166 : (2004) 1 Comp LJ 148 (SC).

2006 - Dec [3] (a) : A scheme of arrangement confirmed by the court provided for the

change in the name of the company. After the scheme is condirmed, the company applied

to the Registrar of Companies (ROC) to change the name of the company and issue a

fresh certificate of incorporation. ROC refused to effect change of name. Will the stand of

the ROC withstand the legal scrutiny? (6 marks)

58

(b) The majotiry shareholders of Priya Ltd., after approving the scheme of amalgamation

with Ash :td., approached the Board of directors of Priya Ltd. with a request to withdraw

the petition filed by the company seeking court’s confirmation. Advise the Board of directors

on the course of action to be followed:

Hint : (a) Applicable Sectoins - 391, 394 and 394A; Case Law - Re: Govind

Rubber Ltd. (1995) 83 Comp Cas 556 (Bom). (b) Applicable Case Law - Rohini

Ramesh Save v. Pravin Kantital Vakel (1984) 55 Comp Cas 731 (Bom).

2006 - Dec [4] (c) : After the shareholders and creditors approved the scheme of amalgamation,

the court while sanctioning the scheme decides to alter the appointed date.

Advise the company. (5 marks)

Hint : Applicable Case Law - Marshall Sons & Co. (India) Ltd. v. ITO (1977),

Comp. LJP.1.

2007 - June [2] : Attempt of the following citing relevant legal provisions and case law, if

any :

(i) If the transferor company and the transferee company have their registered offices

in the same State, can the two companies ordinarily file a joint-application

for the approval of scheme of amalgamation before the Bench of High Court?

(4 marks)

(ii) Whether the sanction to scheme of amalgamation can be withheld on the plea

that the transferor company, befoer resorting to sections 391-394, has not

amended the objects clause of its memorandum of association under section

17 to incorporate the power to amalgamate with another company?

(4 marks)

(iii) On account of merger of the authorised share capital of the transferor company,

the authorised share capital of the transferee company is increased. Is the transferee

company requird to pay the fee for increase in authorised capital?

(4 marks)

Hint : (i) Applicable Case Law - In re. Mohan Exports Ltd V. Tarun Overseas P.

Ltd. (1994) (ii) Applicable Case Law - Cannot be with held. In Re. Hindhivac (P)

Ltd, IN re (CP No. 15 & 16 of 2005) (v) Applicable Case Law - In re. Jaypee

Cement Ltd. (2004) & Hotline Hol Celdings (P) Ltd. & other.

Ans:- (i) Yes (v) No.

2007 - June [7] The IDBI Bank Ltd. (IDBI) has finally walked away with United Western

Bank (UWB), the Satara-based private sector bank. There were 17 commercial banks

including public sector banks, private sector banks and foreign banks, who had bid for

UWB. There was also one restructuring propasal from UWB. which envisaged the help of

the Maharashtra Government in association with SICOM, HDFC and its subsidiaries and

associates and IDFC. These investors together had offered to pump in around Rs. 350

crore into the bank.

IDBI has offered Rs. 28 per share to all UWB shareholders. The major institutional shareholders

in UWB is SICOM, which holds around 10%, IDBI’s offer of Rs. 28 per shares was

marginally lower than SICOM’s acquisition price.
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The IDBI’s offer price works out to 1.8 times of the book value. This is higher than the

average of 1.25 times for public sector bank’s but lower than the average of three for the

top 4 new private sector banks:

IDBI UWB

No. of branches 195 230

Deposits (Rs. in crores) 26,000 6,480

Advances (Rs. in crores) 52,518 4,006

NPAs (in %) 1.01 5.66

It is a win situation for IDBI, as they will be able to aquire a branch network of around 230

and around 3000 employees of UWB. The employee acquisitions, according to analysts,

is equally important for IDBI as it has a high attrition rate and this acquisition will give it

access to around 3,000 professional bankers at one go.

In the light of above details and other factors, answer the following questions:

(i) What is the meaning of ‘amalgamation’ according to Accounting Standard 14?

(3 marks)

(ii) Why were there so many suitors despite UWB being in a poor health?

(3 marks)

(iii) Can IDBI bank handle post-merger cultural issues? (3 marks)

(iv) How does this merger fits into IDBI bank’s strategic management? (3 marks)

(v) Classify the ‘merger’. In which category would you like to put UWB’s merger with

IDBI Bank ? (4 marks)

Hint : (i) Refer As - 14.

Ans:- (ii) Rural retail market is attractive & it can bear initial cost. Credit has

been growing @ 30% for last 3 years. (iii) Cultural issues are likely to

be less acute witgh public sector banks. (iv) It can broader the base for

custom profile. (v) The merger of UWB with IDBI is case of Horizontal

merger.

2007 - Dec [3] : Comment on the following giving reasons and case law, if any :

(i) Unsecured creditors of the transferee company raised objections that the scheme

for reconstruction stood vatiated by non-disclosure of an FIR registered against

the transferee company alleging charges of misfeasance on its part.

(iii) A non-banking finance company (NBFC) had submitted an application for approval

of a scheme of arrangement under section 391 before the court. A depositor

filed an application thereafter witgh the Company Law Board (CLB) for

ordering repayment of deposits. The CLB passed an order to repay the deposits

under sub-section (2) of section 45QA of the Reserve Bank of India Act, 1934.

The NBFC challenged the orderof CLB in the court. Wheher the CLB has jurisdiction

to pass such an order in the circumstances of the case?

(4 marks each)
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Hint : (i) Applicable Case Law - Motorala India (P) Ltd. (iii) Applicable Case

Laws - Manipal Sowbhagya Nidhi Ltd. R/by its Law Offices & Auth. Sign., Mr. L.

N. Rao V. G. N. Rama Rao & Ors. Comapny Appeal NO.11 of 2005.

Ans:- (i) Not a valid objection.

2007 - Dec [8] (a) : Most integraton initiatives focus on maximising resource synergies

across the organisation, research and practice consistently show that the key to success

and failure factors in mergers lies in how the human resources issues are addressed. It’s

very challenging to address culture as partg of mergers and acquisitions (M&A). But

organisations that engage in M&A without considering culture do so at their own peril and

run the risk of alienaing people and having them leave within a short time-frame. In the

light of above, answer the following questions :

(i) Culture is at the core of merger success or failure. What is meant by the ‘culture’?

(ii) How does culture impact merger success?

(iii) How can an organisatoin address these cultural issues and prevent them from

derailing the merger?

(iv) Given the challenges of significant transitions required by a merger and the need

to get employees’ personal goals aligned with the organisational goals, how do

you balance the needs of the individuals with the organisational needs?

(v) How are the challenges for retaining employees best addressed?

(2 marks each)

Ans:- (i) Culture how people relate to each other. (ii) Peopple are the backbone

of any organisaton. Management must be truthful with them (iii)

Management must communicate them how the strategic intent of the

deal translates to people’s goals & objectives (iv) (a) Implementation

team can be formed. (b) Should look at the team of acquired entity with

the executives of the acquiring firm (c) Should deal with peoples goals

& objectives. (v) Giving rewards and recognition as and when needed.

2008 - June [3] (b) : Aastha Ltd. amalgamated with Magic Ltd. which was 15 days old

company. An objection was raised that since Aastha Ltd. is a new company having no

assets and liabilities, the amalgamation should not be allowed. Whether the objection is

tenable? Discuss in the light of case law. (6 marks)

Hint : Applicable Case Law - Re. Apoo Industires Ltd. (1996) 86 Comp Cas

457 (Guj).

2008 - June [4] (b) : Green Ltd. is currently dealing in bulk drugs. White Ltd. is a leading

pharmaceuticals company having presence all over the country. After continuous negotiations,

it was decided that Green Ltd. would merge into White Ltd. As a Company Secretary

of White Ltd., draft a Board resolution for approval of the scheme of amalgamation for

which a meeting of Board of directos of White Ltd. is convened. (8 marks)

2008 - June [5] Attempt any four of the following citing relevant legal provisions and

judicial pronouncements, if any :
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(i) A meeting of members of Shivi Ltd. was convened under the orders of the court

to consider a scheme of compromise and arrangement. The meeting was attended

by 200 members holding 5,00,000 shares in aggregate. 75 members

holding 4,00,000 shares voted for the scheme, others voted against the scheme.

Is the scheme approved in the eyes of law?

(ii) A few non-banking finance companies could not fulfil the RBI guidelines regarding

minimum net worth. Thus, they individually decided to amalgamate to jointly

achieve the minimum net worth and the scheme was duly approved int he respective

company meetings. Is the amalgamation valid? Give reason.

(iii) A scheme of amalgamation of Rani LT. with Minakshi Machine Tools LTd. was

presented to the High Court for sanction after the scheme was approved by an

overwhelming majority of shareholders and secured as well as unsecured

crediotrs of both the companies at their respective meetings held under section

391. While the scheme was pending before the High Court, some of the members

requisitioned an extraordinary general meeting for the purpose of requesting

Rani Ltd. to negotiate with Minakshi Machine Tools Ltd., as according to the

requisionists, the exchange ratio was not fair and reeasonable. Can the directors

refurse to call the extra-ordinary general meeting? Discuss.

(iv) “Amalgamation order can be passed before opinion is expressed by BIFR in

favour of winding-up.” Comment.

(v) You are the Company Secretary of Madhuri Ltd. which has just merged with Aaish

Ltd. The State Government has sent a notice for payment of stamp duty on the

court order. However, the financial controller of your company is of the opinion

that as this is a court order, there is no liability to pay stamp duty. Advise.

(4 marks each)

Hint : (i) Applicable Section - 391(2) of the Comapnies Act, 1956;

(ii) Applicable Case Law - Uma Shridhar Hire Finance (P) Ltd. (1999)

(iii) Applicable Section - 392; Case Law - Pravin Kanti lal Vakil V. Rohini

Ramesh Save and another (1985) 57 Comp Case;

(iv) Applicable Case Laws - Anmol Diary Ltd. (2002) 5 Comp. L.J. 43

(Guj); Meghal Homes Private Limited V. Shreeniwas Girni KK

Samiti and others;

(v) Applicable Section - 2(14) of the Indian Stamp Act, 1899; Case

Law - Gemini Silk Ltd. V. Gemini Overseas Ltd. (2003)53 CLA

328(Cal).

Ans:- (i) No; (ii) Yes; (iii) No; (v) The order of the High Court is liable to Stamp

duty.

2008 - Dec [3] Comment on the following citing the relevant provisions and judicial pronouncements,

if any :

(i) Under a scheme of amalgamation, a partnership firm can amalgamate with a

company.

(ii) In case of amalgamation of wholly owned subsidiary with its holding company,

whether transferee company is required to file a separate petition.
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(iii) In the scheme of amalgamation inter alia providing for change of name, whether

the company has to comply with the provisions of section 21.

(iv) Unsecured creditores of the transferee company raised objection that the scheme

for reconstruction stood vitiated by non-disclosure of an FIR registered against

the transferee company alleging charges of misfeasance on its part.

(4 marks each)

Hint : (i) Applicable Section - 582; Case Law - Dimexon Diamonds Ltd. CA

No.1155 of 2007 (2008)84 CLA 465 BOM;

(ii) Applicable Section - 391/394; Case Law - Nebula MOtors Ltd. V.

2003(5) ALD 327;

(iii) Applicable Section - 21; Case Law - You Telecom India (P) Ltd.

(iv) Applicable Section - 393; Case Law - Motorala India Pvt. Ltd. (2006)

73 CLA 1 (P and H).

Ans:- (ii) No; (iii) No; (iv) No.

2008 - Dec [4] (a) : Excel Ltd. is a public limited company having its registered office at

Mumbai and Sound LTd. is an associate company of Excel Ltd. whose registered office

is also in Mumbai. As a Company Secretary of Excel LTd., draft a Board resoulution for

approval of scheme of amalgamation of Excel Ltd., with Sound Ltd. (8 marks)

Hint : Applicable Sections - 391 to 395.

2008 - Dec [5] (c) : Sunshine Ltd. is amalgamated with Best Ltd. The scheme is approved

by requisite majority. Ministry of Corporate Affairs (MCA) has raised an objection

for the merger. Is the court bound to go by the opinion of the Regional Director, MCA?

(4 marks)

Hint : Applicable Section - 394 A; Case Law - Sakamari Steel and Alloys Ltd.

Ans:- No.

2008 - Dec [6] (b) : Draft an announcement ofr publication in the newspaper for a meeting

of equity shareholders of Anand Ltd., the transferee company, pursuant to the High Court’s

order in respect of merger of Sandeep Ltd. with Anand Ltd. Assume the particulars as

may be necessary. (6 marks)

2009 - June [1] {C} (a) (i) : ABC Ltd. has 700 creditors (in number) representing total

value of Rs.100 crore as per its balance sheet. In a creditors meeting called under section

391 for considering proposed scheme of amalgamation with XYZ Ltd., out of total 700

creditors, only 150 creditors representing value of Rs.45 crore were present. Out of said

150 creditors present at the said meeting, only 140 crediotrs represeinting value of Rs.40

crore voted in favour of the resolution, while 10 creditors representing value of Rs.5 crore

cast their dissenting vote against the scheme. Whether the motion proposing the scheme

of amalgamation should be treated as approved or not? Explain with reference to relevant

provisions of law and case law, if any. (5 marks)
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STUDY - IV

TAKEOVERS

MEANIGN AND CONCEPT OF TAKEOVER :

The term takeover is not deficed in the Companies Act, 1956. Broadly speaking, takeover

refers to acquisition of company by another company.

Takeover is an acquisition of shares carrying voting rights in a company with a view to

gain control over the management of he company. It takes place when an individual or a

group of individuals or a company acquires control over the assets of a company either by

acquiring majority of its shares or by obtaining control of the management of the business

and affairs of the company.

Quite often, as a prelide to non-organic corporate restructuring, corporates embark on

acquisition of companies and then take steps to amalgamate or merge the acquired company

or amalgamate or merger with the acquired company and in the process also demerge

some of the undertakings.

OBJECTS/ADVANTAGES OF TAKEOVER :

(1) To effect savings in overheads and other working expenses on the strength of

combined business.

(2) To achieve product development through acquiring firms with compatible products

and technological competence.

(3) To diversify by acquiring companies with new product lines.

(4) To maximize shareholders wealth by optimum utilization of resources.

(5) To eliminate competition.

(6) To obtain the advantage of economies of scale.

(7) To increase market share.

(8) To command better bargaining position.

KINDS OF TAKEOVER :

Takeovers may be broadly classfied into three kinds:

Friendly Takeover:

Friendly takeover is with the consent of taken over company. In friendly takeover, there is

an agreement between the management of two companies through negotiations and the

takeover bid may be with the consent of majority or all shareholders of the target comapny.

This kind of takeover is done through negotiations between two groups. Therefore, it is

also called negotiated takeover.
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Hostile Takeover :

When an acquirer comapny does not offer the target company the proposal to acquire its

undertaking but silently and unilaterally pursues efforts to gain control against the wishes

of existing management, such acts of acquirer are known as ‘hostile takeover’. Such takeovers

are hostile on management and are thus called hostile takeover.

Bail out Takeover :

Takeover of a financially sick company by a profit earning company to bail out the former

is known as bail out takeover. Such takeover normally takes place in prusuance to the

scheme of rehabilitation approved by the financial institution or the scheduled bank, who

have lent money to the sick company. The lead financial institutions, evaluates the bids

received in respect of the purchase price track record of the acquirer and his financial

position. This kind of takeover is done with the approval of the Financial Institutions and

banks.

LEGAL FRAMEWORK FOR TAKEOVER :

Following is the legal framework for takeover of companies :

(1) Section 395 of the Companies Act, 1956.

(2) SECI (Substantial Acquisition of Shares and Takeovers) Regulations, 1997; and

(3) Clauses 40 A and 40 B of the Listing Agreement.

In the case of unlisted companies, takeover is regulated only by Section 395 of the Companies

Act, 1956. However, in the case of listed companies, takeover is regulated by

aforesaid Takeover Code and Listing Agreement.

SECTION 395 OF THE COMPANIES ACT, 1956 :

Power and duty to acquire shares of shareholders dissenting from scheme of

contract approved by majority [Section 395] :

Section 395 provides the following :

(1) Where a scheme or contract involving the transfer of shares or any class of shares

in a company (in this section referred to as “the transferor company”) to another

company (in this section referred to as “the transferee company”), has, within

four months after the making of the offer in that behalf by the transferee company,

been approved by the holders of not less than nine-tenths in value of the shares

whose transfer is involved (other than shares already held at the date of the offer

by, or by a nominee for, the transferee company or the subsidiary), the transferee

company may, at any time within two months after the expiry of the said four

months, give notice in the prescribed manner to any dissenting shareholder, that

it desires to acquire his shares; and when such a notice is given, the transferee
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company, shall, unless, on an application made by the dissenting shareholder

within one month from the date on which the notice was given, the Court thinks fit

to order otherwise, be entitled nad bound to acquire shares on the terms on

which, under the scheme or contract, the shares of the approving shareholders

are to be transferred to the transferee company.

Provided that where shares in the transferor company of the same class as the shares

whose transfer is involved are already held as aforesaid to a value greater than one-tenth

of the aggregate of the values of all the shares in the company of such class, the foregoing

provisions of this sub-section shall not apply, unless-

(a) the transferee company offers the same terms to all the holders of the

shares of that class (other than those already held as aforesaid) whose

transfer is involved; and

(b) the holders who approve the scheme or contract, besides holding not less

than ninetenths in value of the shares (other than those already held as

aforesaid) whose transfer is involved, are not less than three-fourths in

number of the holders of those shares.

(2) Where, in pursuance of any such scheme or contract as aforesaid shares, or

shares of any class, in a company are transferred to another company or its

nominee, and those shares together with any other shares or any otgher shares

of the same class, as the case may be, in the first-mentioned company held at

the date of the transfer by, or by a nominee for, the transferee company or its

subsidiary comprise nine-tenths in value of the shares, or the shars of that class,

as the case may be, in the first-mentioned company, then, --

(a) The transferee company shall, within one month from the date of the transfer

(unless on a previous transfer in pursuance ofthe scheme or contract it

has already aomplied with this requirement), give notice of that fact in the

prescribed manner to the holders of the remaining shares or of the remaining

shares of that class, as the case may be, who have not assented

to the scheme or contract; and

(b) Any such holder may, within three months from the giving of the notice to

him, require the transferee company to acquire the shares in question;

and where a shareholder gives notice under clause (b) with respect to any shares, the

transferee company shall be entitled and bound to acquire those shares on the terms on

which, under the scheme or contract, the shares of the approving shareholders were transferred

to it, or on such other terms as may be agreed, or as the Court on the application of

either the transferee company or the shareholder thinks fit to order.

(3) Where a notice has been given by the transferee company under sub-section (1)

and the Court has not, on application made by the dissenting shareholder, made

an order to the contrary, the transferee company shall, on the expiry of one month

from the date on which the notice has been given, or if an application to the Court

by the dissenting shareholder is then pending, after that application has been

disposed of, transmit a copy of the notice to the transferor company together

with an instrument of transfer executed on behalf of the shareholder by any person
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feree company, and pay or transfer to the transferor company the amount or

otehr consideration representing the price payable by the transferee company

for the shares which, by virtue of this sectoin, that company is entitled to acquire;

and the transferor company shall -

(a) thereupon register the transferee company as the holder of those shares,

and

(b) within one month of the date of such registration, inform the dissenting

shareholders of the fact of such registration and of the receipt of the amount

or other consideratino representing the price payable to them by the transferee

company:

Provided that an instrument of transfer shall not be required for any share for which a

share warrant is for the time being outstanding.

(4) Any sums received by the transferor company uner this section shall be paid into

a separate bank account, and any such sums and any other considerations so

received shall be held by that company in trust for several persons entitled to the

shares in respect of which the said sums or other consideration were respectively

received.

(4A) (a) The following provisions shall apply in relation to every offer of a scheme or

contract involving the transfer of shares or any class of shares in the transferee

company to the transferor company, namely -

(i) every such offer or every circular containing such offer or every recommendation

to the members of the transferor company nu ots directors to

accept such offer shall be accompanied by such information as may be

prescribed.

(ii) every such offer shall contain a statement by or on behalf of the transferee

company, disclosing the steps it has taken to ensure that necessary cash

will be available;

(iii) every circular containing, or recommending acceptance of, such offer shall

be presented to the Registar for registration and no such circular shall be

issued until it is so registered;

(iv) the Registar may refuse to register any such circular which does not contain

the information required to be given under sub-clause (i) or which

sets out such information in manner likely to give a false impression; and

(v) an appeal shall lie to the Court against the order of the Registar refusing

to register any such circular.

(b) Whoever issues a circular referred to in sub-clause (iii) of the clause (a),

which has not been registered, shall be punishable with fine which may extend to

five thousand rupees.

67

(5) In this section -

(a) “dissenting shareholder” includes a shareholder who has not assented to

the scheme or contract and any shareholder who has failed to refused to

transfer his shares to the transferee company in accourdance with the

scheme or contract;

(b) “transferor comapny” and “transferee company” shall have the same meaning

as in section 394.

IIntroduction :

Section 395 prescribes the procedure for takeover of a company by another form of arrangement,

without going to the Court in the lines of Sectoin 391. It facilitates the friendly

takeover of a company. Further, it also provides for the purchase of shares of dissentient

shareholders of transferor company by transferee company. However, the acquisition or

takeover of a company can also be carried out in accordance with the provisions of Section

391.

The principle underlying section 395 is that where a company obtains 90% of the shares

or class of shares under scheme of arrangement, it can compel the dissenting minority to

part with its shares. Conversely, the dissenting shareholders are also entitled to compel

the company to acquire their shares.

It may be noted that section 395 applies only when thereis a scheme or contract involving

tranfer of shares of one company to another company. In the absence of any such scheme

or contract, this section does not apply.

It may further be noted that the transferor company can be any body corporate but the

transferee company must be a company within the meaning of Companies Act, 1956.

Summer of provisions of sub-section (1) read with sub-section (3) :

(1) A scheme or contract exists under which a transferee company agrees to

pruchase the shares of the transferor company.

(2) The scheme or contract must be in relation to the tranfer of shares or any calss of

shares of the transferor company to the transferee company.

(3) The propsed transfer of shares by the transferor company must be approved by

the holders of 9 / 10th in value of the shares whose transfer is involved and this

approval should be obtained within 4 months of the offer being floated. It may be

noted that in calculating 90%, the shares already held by the transferee company,

a nominee for the transferee company and any subsidiary of the transferee

company shall be excluded from the total shares.

(4) The transferee company may give notice, within 2 months of the aforesaid 4

months, to the dissentient shareholders, in the prescribed manner for acquisition

of their shares. The manner for such notice is prescribed under Rule 12 of

Companies (Central Government’s) General Rules and Forms, 1956. Rule 12

provides that the notice shall be served in accordance with the provisions of

Section 53 of the Companies Act and it shall be in Form No.35 of the Companies

(Central Government’s) General Rules and Forms, 1956.
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(5) Unless the dissentient shareholders, within 1 month of the above notice, obtain

Court order to the contrary or stipulating certain other conditions, the transferee

company is entitled and bound to acquire the shares on the terms as stated in

the scheme or contract.

(6) The transferee company shall, on the expiry of 1 month from the date on which

the notice has been given, or, if an application to the Court by the dissenting

shareholders is there pending, after that application has been disposed of, approach

the transferor company along with the duly executed transfer deed and

pay the tansfer consideration to the transferor company and whereupon the transferor

company is required to register the transfer and within 1 month inform the

dissentient shareholders of this fact.

Summary of Proviso to sub-section (1) :

If the shares held by the transferee company inthe transferor company exceed 1 / 10th of

the aggregate pai-up value of the total shares of the transferor company, then the provisions

of sub-section (1) shall apply, subject to the fulfillment of following conditions:

(1) The transferee company offers the same terms to all holders of the shares whose

transfer is involved and;

(2) The scheme or contract should be approved by at least 3/4th in number of members

holding at least 9/10th in value of the shares, whose transfer is involved.

Summary of sub-section (2) :

(1) If the shares transferred to the transferee company together with the shares already

held by the transferee company, either alone or along with its nominee or

along with its subsidiary, equals 9/10th in value of the shares of the transferor

company, then the transferee company shall, within 1 month of transfer of shares,

give notice of the fact of such holding to the remaining persons who have not

assented to scheme or contract.

It may be noted that the aforesaid provisions (of sub-section 2) shall apply only

when on provious transfer in pursuance of the scheme or contract under subsection

(1), the transferee company has not complied with the requirement of

giving notice to the dissenting minority.

(2) Upon receipt of the notice from the transferee company, the remaining shareholders

may, within 3 months from the giving of the notice, require the transferee

company to acquire the shares on the same terms as per the scheme or contract,

unless the Court, on an application made by the transferor company or the

shareholders, directs otherwise.

Summary of sub-section (4A) :

Every offer or scheme to purchase shares of another company must comply with the requirements

of sub-section (4A). The requirements are:
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(1) every such offer or every circular containing such offer or every recommendation

to the members of transferor company by its directors to accept such offer shall

be accompanied by the information prescribed under Form No.35A of Companies

(Central Government’s) General Rules and Forms, 1956.

(2) Every such offer shall contain a statement by or on behalf to the transferee company,

disclosing the steps it has taken to ensure that necessary cash will be

available.

(3) Every circular containing or recommending acceptance of, such offer shall be

presented to the Registrar of Companies for registration and no such circular

shall be issued until it is so registered.

The Registrar may refuse to register any such circular which does not contain the information

as prescribed in Form No.35A of Companies (Central Government’s) General Rules

and Forms, 1956 or if the circular issued sets out such information in a manner likely to

give false information.

The appeal against the refusal of the ROC shall lie before tha High Court.

Authority in the Memorandum of Association :

It is necessary that the Memorandum of Association of the acquirer company should contain

as one of the objects of the company a provision to takeover the controlling shares in

another company, However, if the memorandum of a company does not have such a provision,

the company must alter teh objects clause in its memorandum, by convening an

extraordinary general meeting of the shareholders of the company after giving due notice

of 12 clear days and annexing explanatory statement thereto as requierd under section

173(2) of the Companies Act, 1956, and passing a special resolution under section 17 of

the Act. No confirmation by the Company Law Board or by any outside agency is now

required.

Checkpoints for takeover - Transferor Company :

The tranferor company has to take care of the following points:

(1) An offer of a scheme or contract for transfer of shares of the company to the

transferee company hs been received from the transferee company and has

been approved by the Board of Directors at a duly convened and held meeting.

(2) If proviso to sub-section (1) of Section 395 is attracted, the terms of offer should

be same for all the holders of that class of shares, whose transfer is involved.

(3) Offer received from the transferee company along with other documents, particulars

etc. should have been circulated to the members of the company in Form

No.35A prescribed in the Companies (Central Government’s) General Rules

and Forms, 1956.

(4) Form No.35A must be registered with the Registrar of Companies before issuing

to the members of the company.
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(5) The scheme or contract for transfer of shares of the company to the transferee

company has been approved by teh shareholders of not less than nine-tenths in

value of the shares within the stipulated period of four months and if proviso to

sub-section (1) of Section 395 is attracted, the number of such approving shareholders

comprise not less than three-fourths of the holderrs of the shares proposed

to be transferred.

(6) Dissenting shareholder, if any and wanting to acquire the shares held by dissenting

shareholders, the company has received from that company a copy of

the notice sent by that company to the dissenting shareholders together with duly

filled in and signed transfer instruments along with value of the shares sought to

be transferred.

(7) The transferee company should have been registered as holder of the transferred

shares and the consideration received for the shares has been deposited

in a separate bank account to be held in trust for the dissenting shareholdrs.

Checkpoints ofr takeover - Transferee Company :

(1) Offer containing prescribed particulars has been made to the transferor company.

(2) Copy of notice for the general meeting along with a copy of Form NO.35A

circulatged by the transferor company to its members.

(3) Intimation received from the transferor company in respect of approval of the

offer by the requisite majority of the shareholders of the company.

(4) Notice as prescribed in Section 395 of the Companies Act, 1956 given by the

company to dissenting shareholdres of the transferor company for the purpose

of acquiring their shares.

(5) If there is any Court order in favor of the dissenting shareholders of the transferor

company, the same has been complied with.

(6) It sub-section (2) is attracted, the company must ensure that the prescribed notice

has been sent to those shareholders of the transferor company who have

not assented to the transfer of the shares and that such shareholders have agreed

to transfer their shares to the company.

(7) To ensure that a copy of the notice has been sent to he dissenting shareholdres

of the transferor company and duly executed instrument(s) of transfer together

with the value of the shares have been sent to the transferor company.

SEBI (SUBSTANTIAL ACQUISTION OF SHARES AND TAKEOVERS

REGULATIONS, 1997 :

Introduction :

This standard seeks to prescribe a set of principles to be followed while complying with

the provisions of the Takeover Regulations and matters related thereto.
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Takeover in the general understanding of the term means acquisition of shares, not with

an intention to invest in the securities of that company but with an intention to acquire the

management or control of the company. In other words, when a person i.e. the acquirer

either by himself or along with certain other persons who act in concert with him acquire a

substantial quantity of shares to acquire control of a company (referred to as the target

company), a takeover bid is said to have been made. This agreement could be oral or in

writing, implicit or explicit.

A person who is already in control of the company, may also acquire further hares or the

company carrying voting rights, with an intention to consolidate his holding over the

company. An acquisition by such persons, commonly referred to as promoters, beyond a

certain percentage is substantial acquisition and such acquisitions attract the provisions

of the takeover regulations.

Every acquirer and promoter of a listed company and the listed company itself must comply

with the provisions of the Securities and Exchange Board of India (Substantial Acquisition

of Shares and Takeovers) Regulations, 1997, as amended from time to time.

Scope :

The principles enunciated in this secretarial standard on takeovers is applicable only to

acquisitions of shares carrying voting rights of a listed company. This standard is not

applicable to the acquisition of shares of an unlisted company. The principles will also not

be applicable to the acquisition of securities, which do not carry any voting rights However

if the acquisition of shares of an unlisted company leads to the acquisition of a listed

company, the principles laid down in the standard may be applicable.

Definitions :

The following terms are used in this Standard with the meaning specified:

“Act” means the Securities and Exchange Board of India Act, 1992 (15 of 1992).

“Acquirer” means any person who directly or indirectly acquires or agrees to acquire shares

or voting rights in the target company or acquires or agrees to acquire control over the

target company either by himself or with any person acting in concert with the acquirer.

“Control” shall mean the right to appoint majority of the directors or to control the

management or policy decisions exercisable by a person or persons acting individually

or in concert, directly or indirectly, or by virtue of their shareholding or management rights

or shareholders agreements or voting agreements Orin any other manner.

Where there are two or more persons who are in control over the target company, if any

one of such persons were to give up control, it would not amount to change in control of

management. In other words, if there are three persons in control of a company and two of

them were to give up control over the company, it does not tantamount to change in control.

Any change in the nature and quantum of control amongst them also shall not constitute

change in control of management. The transfer of shares, which will result in the change in

control, shall be done in accordance with the provisions of Inter-se transfer of shares, as

described in the Takeover Regulations.
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If, consequent to the change in the control, the control acquired by the new person is less

than or equal to the control exercised by person or persons, who held control prior to the

acquisition, such acquisition of control shall not be deemed to be a change in control.

“Persons acting in concert” shall mean persons who for a common objective or purpose

of substantial acquisition of shares or voting rights or for gaining control over the target

company, pursuant to an agreement or an understanding amongst them co-operate by

acquiring or agreeing to acquire shares or voting rights in the target company or acquire

control over the target company. Such an agreement may be either formal or informal and

such acquisition shall be done either directly or indirectly.

The following persons shall be deemed acting in concert with the acquirer in the same

category, unless the contrary is established or proved:

(a) a company, its holding company, or subsidiary of such company or company in

the same management either individually or together with each other

(b) A company with any of its directors or any person entrusted with the management

of the funds of the company.

(c) Mutual Fund with Sponsor or Trustee or Asset Management Company.

(d) Foreign institutional Investors with sub accounts

(e) Merchant bankers with their client(s) as acquirer

( f) Portfolio managers with client(s) as acquirer

(g) Venture capital funds with sponsors

(h) Any investment company with any person who has interest as director, fund

manager, trustee or as a shareholder having not less than 2% of the paid up

share capital of the company or with any other investment company in which

such person or his associate holds not less than 2% of the paid up capital of the

latter company.

“Promote” means

(i) any person who is in control of the target company

(j) any person who is named as a promoter in any offer document of the target

company or in any shareholding pattern filed by the target company with the

stock exchanges, in accordance with the provisions of the listing agreement,

whichever is later

(k) And includes, any person belonging to the promoter group.

A director, who holds such a position only in his professional capacity shall not be treated

as a promoter.

A person shall be deemed to belong to the promoter group if
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(a) In case the promoter is a body corporate:

(i) a subsidiary or holding company of that body corporate. For example if A is the

holding company of the promoter company B and C is the subsidiary of the

promoter company B, both A and C shall be deemed to belong to the promoter

group.

(ii) Any company in which the promoter holds 10% or more of the equity capital or

which holds 10% or more of the equity capital of the promoter. For example, if A

is the promoter of B and holds 20% of the equity capital of C and D, both C and

D shall be deemed to belong to the promoter group of B. On the other hand, if E

holds 12% of the share capital of A, E shall also be a part of the promoter group

and be treated as a promoter of B.

(iii) Any company in which a group of individuals or companies or combinations

thereof who holds 20% or more of the equity capital in that company also holds

20% or more of the equity capital of the target company. For example, if a family

comprising of A,B,C and D hold 23% of the share capital of the target company,

Z, and they also hold 21% of the share capital of Y, then Y shall also be treated as

belonging to the promoter group of Z

(b) In case the promoter is an individual:

(i) the spouse of that person, or any parent, brother, sister or child of that person or

of his spouse.

(ii) Any company n which 10% or-more of the share capital is held by the promoter

or immediate relative of the promoter or a firm or HUF in which the promoter or

his immediate relative is a member. In other words, for a company to be included

as a part of the promoter group, the promoter, either by himself or along with his

immediate relative or his immediate relative alone or a firm or HUF in which the

promoter or the immediate relative is a member shall hold 10% or more of the

share capital of that company.

(iii) Any company in which the company specified in (H) above holds 10% or more of

the share capital shall also be treated as part of the promoter group.

(iv) Any HUF or firm in which the aggregate share of the promoter and his immediate

relatives is 10% or more of the total.

Financial Institutions, f1utUaI Funds, Banks and FlIs shall not be considered as promoters

merely on the basis of their shareholding. They shall however be treated as promoters or

part of the promoter group or the subsidiaries or companies promoted by them or mutual

funds sponsored by them.

“Public Announcement” is an announcement made in the newspapers, by the acquirer,

disclosing his intention to acquire the shares of the target company from the existing

shareholders by means of art open offer.

“Target Company” means a listed company whose shares or voting rights or control is

acquired directly or indirectly or is being acquired.
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“Working Days” shall mean working days of SEBI.

Words and expressions used herein and not defined shall have the meaning respectively

assigned to them under the SEBI (Substantial Acquisition of Shares and Takeovers)

Regulations, 1997.

SECRETARIAL STANDARDS :

1. DISCLOSURES OF SHAREHOLDING AND CONTROL IN A LISTED

COMPANY :

1.1. Acquisition of 5% or more shares of a company

1.1.1. An acquirer shall disclose his shareholding on acquisition of 5% or more

of the share capital of the company.

An acquirer who acquires shares or voting rights in a company, which taken

together with shares or voting rights already held by him will entitle him to exercise

5%, 10%, 14%, 54% or 74% of the share capital or voting rights in a company

shall, disclose at every stage, the aggregate of his shareholding or voting rights

in that company: This disclosure shall be

made to both the company, whose shares has been acquired as well as to the

stock exchanges, where the shares of the company ar listed. This disclosure is

applicable for all kinds of acquisition viz., by way of subscription in a public issue,

rights issue, preferential allotments, bonus issues, conversion of warrants,

conversion of GDRs etc., by virtue of which the acquirer’s shareholding in the

company would reach the percentages of 5%, 10%, 14%, 54% or 74%. Such a

disclosure shall be made in the format specified at Annexure 1.

1.1.2. Disclosure by pledgees in case of acquisition of shares by a pledge.

In case the shares are pledged and consequently the pledgee (who is referred to

in the Regulations as an acquirer) holds shares which will entitle him to exercise

5%. 10%, 14%, 54% or 74% of the share capital or voting rights 1w a company,

such a pledgee would also be required to make disclosures to the company and

to the stock exchanges where the shares of the company are listed at every stage

This requirement is however not applicable to a bank or a financial institution, in

case the shares are pledged with them. Such a disclosure shall be made in the

format specified at Annexure 1.

1.1.3. Disclosure shall be made within 2 days.

The disclosures mentioned above shall be made by the acquirer to the company

as well as the stock exchanges within 2 days of:

(a) the receipt of intimation of allotment of shares: or

(b) the acquisition of shares or voting rights, as the case may be.
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1.1.4. Disclosure by listed company on receipt of information.

Every company which receives such disclosures as mentioned above from the

acquirers I pledgees shall disclose the aggregate number of shares held by each

one of The above mentioned persons, to the stock exchanges, where the shares

of the company the listed. Such a disclosure shall be done by the company within

seven days of the receipt of information. The company shall make the disclosure

to the stock exchange in Annexure 2.

1.2. CONTINUAL DISCLOSURES :

1.2.1. Persons who hold more than 15% of the shares or voting rights to make

annual disclosures to the company.

Every person who holds more than 15% of the shares or voting rights in a company

shall disclose his shareholding to the company in which he holds such percentage

of shares, by 2l of April every year. The disclosure by such persons shall be made

in the format specified in Annexure 3

1.2.2. Promoters to disclose their shareholding to the company annually as well

as on the record date of the company for the purpose of dividend.

Promoters of the company and every person, who has control over the w company

shall disclose the number of shares and the percentage of shares or voting rights

held by him and the persons acting in concert with him in that company to that

company by April 21, every year. Such disclosure shall also be made on the record

date of the company, fixed for the purposes of dividend. The disclosure by such

persons shall be made in the format specified in Annexure 3

1.2.3. Disclosure by Company to the stock exchanges, where the shares of the

company are listed by April 30 every year.

Every company whose shares are listed on the stock exchange, shall disclose by

April 30, every year to the stock exchanges, where the shares of the company are

listed, the changes if any, in the shareholding of persons who hold more than 15%

of the share capital of the company and changes if any, in the shareholding of the

promoters of the company. Although the regulations state that the company shall

intimate the changes in holdings, it is essential that the company files the

shareholding of the persons who hold more than 15% of the shares or voting

rights in a company and the shareholding of the promoters with the stock

exchanges, even if there is no change in their shareholding. Such disclosure shall

be made by the company to the stock exchange at Annexure 4.

1.2.4. A listed company shall maintain a register.

Every listed company shall maintain a register, to record the information received

with regard acquisitions as mentioned under 1.1 above, the annual disclosures

by persons holding more than 15%, annual disclosures of promoters and

disclosures by promoters on the record date fixed for the purpose of dividend

This register shall be maintained in the format specified by the Regulations. The

format of the register to be maintained by the listed company is given at Annexure-

5.
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2. SUBSTANTIAL ACQUISITION OF SHARES OR VOTING RIGHTS IN AND

ACQUISITION OF CONTROL IN A LISTED COMPANY :

2.1. ACQUISITION OF 15% OR MORE OF THE SHARES OR VOTING RIGHTS

IN A COMPANY.

An acquirer who acquires 15% or more of the share capital or voting rights

in a listed company shall make an open offer.

An acquirer who acquires shares or voting rights such that the shares acquired

along with the shares already held by him in a company entitles him to exercise

15% or more of the share capital of the company shall do so only after he makes

a public announcement to acquire shares from the other remaining shareholders.

Such a public announcement shall be made in accordance with the rules and

regulations set forth in the Takeover Regulations of SEBI.

2.2. CONSOLIDATION OF HOLDINGS

2.2.1. An acquirer who holds 15% or more of the shares, but less than 55% of

the share capital or voting rights f the company, shall acquire only 5% of

the voting rights in a financial year ending March 31.

Any acquirer who has already acquired and holds shares entitling him to exercise

15% or more of the share capita i pr voting rights in a company in accordance

with the provisions of the law, but holds less than 55% of the share capital or

voting rights of the company, shall acquire such additional shares either by himself

or through persons acting in concert with him which will entitle him to exercise

only 5% of the share capital or voting rights in a company in a period of 12 months

ending March 31.

If an acquirer were to acquire shares or voting rights entitling him to exercise

more than 5% of the share capital or voting rights in a company, in a period of 12

months ending March 31, he shall do so only after making a public

announcement.While making such acquisition (for the purpose of calculation of

5%), purchases only will be considered and any sale of shares by the acquirer

shall not be considered I netted off for determining whether the takeover code

has been triggered. In Kosha Investments Ltd Vs SEBI, the point of contention

was whether a person who acquires during the period of 12 months and also

makes sale of shares during the same period, should the sales be netted off for

the purpose of determining violation of Takeover Regulation. Kosha lnvestments

argued that it was erroneous to determine the total shareholding at any given

point of time, .by completely ignoring the sale of shares made by it during the

relevant period and that shareholding of a person without netting off would give a

distorted picture. SEBI, on the other hand, relied on the recommendations of

Bhagwati Committee on takeover matters and accordingly SEBI decided to

consider for the purpose of5% acquisition limit, the total purchase, i.e. the absolute

purchases or shares during the period of 12 months without reducing the sale if

shares, which means that no netting off of acquisition was to be done SAT, before

whom this case was heard, also could hot give any conclusive answer as to whether

netting off was permitted or not. However, it was made amply clear by SEBI’s

argument that it is not in favour of netting off
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Any person who holds more than 15% of the share capital, but less than 55% of

the share capital of the company shall inform both the company and the stock

exchange where the shares of the company are listed, whenever such a person

makes an aggregate purchase or sale exceeding 2% of the share capital of the

company. Such information shall be given within 2 days of making the purchase

or sale.

2.2.2 An acquirer who holds more than 55% of the share capital, but less

than 75% of the share capital shall acquire further shares only after making

a public announcement.

Any acquirer who already holds 55% or more of the share capital or voting rights

in a company, but less than 75% of the share capital or voting rights in a company,

shall acquire further shares either by himself or through persons acting in concert

with him only after making a public announcement.

If the company has obtained a relaxation under the provisions of 19(2)(b) of the

Securities Contract (Regulation) Rules, 1957, by virtue of which it is enough if

such companies make a public offer of 10%, acquirers who already hold more

than 55% of the share capital or voting rights in such a company, can acquire

further shares such that the share holding of such persons along with persons

acting in concert with them does not exceed 90% of the share capital or voting

rights in the company. This acquisition beyond 55% shall however be made after

making an open offer.

2.2.3 Consolidation of holding beyond 55%, but upto 75% or 90% as the

case may be, shall be done only after ensuring that the public shareholding

does not fall below the minimum level permitted by the Listing Agreement.

Any acquirer, who already holds more than 55% or more of the share capital of

the company, but less than 75% of the and is interested in further consolidating

his shareholding in the company, he may do so only by making a public

announcement in accordance with the Takeover Regulations. However, the

acquirer shall acquire such additional shares, such that the public shareholding

does not fall below the minimum specified -in the Listing -Agreement. This -

percentage in normal circumstances is 25%.

However if the company has obtained a relaxation under the provisions of 19(2)(b)

of the Securities Contract (Regulations) Rules, 1957, the minimum public

shareholding that is to be maintained by such a company would in that case be

10%. The acquirers, can therefore acquire such number of additional shares by

way of making a public announcement, so that the public shareholding in such a

company does not fall below the 10% minimum specified in the Listing Agreement.

2.3. ACQUISITION OF CONTROL OVER A COMPANY

2.3.1. An acquirer shall not acquire control over a company without making a

public announcement.

An acquirer shall acquire control over a company, either with or without acquisition

of shares or voting rights in a company only after making a public announcement.
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In case the acquisition of control takes place after the approval of the shareholders

of the company by means of passing a special resolution in the general meeting

of the company, the acquirer is exempted from making a public announcement.

The special resolution shall be passed after providing of voting by postal ballot

process facility to the shareholders of the company.

2.3.2. Public Announcement shall be made for all acquisitions, direct, indirect, in

India, or abroad.

Public announcement shall be made for all acquisitions of control either directly

by acquiring control in the target company or indirectly, by virtue of acquisition of

control in another company. The requirement shall also apply to acquisition of

control, arising out of acquisitions made either in India or in any foreign country.

IN THE MATTER OF ACQUISITION OF SHARES! VOTING RIGHTS /

CONTROL OF FAG BEARINGS INDIA LIMITED SEB! vide its order dated

October 12, 2002 stated that, in view of the acquirer having acquired control of

FAG Kugelfischer which is the parent/holding company of the Indian Target

company, Fag Bearings India Ltd., had made an indirect acquisition of control

over the target company, as per regulation 12 read with sub regulation (3) of

regulation 14, and was under an obligation to make a public announcement for

acquiring shares from the shareholders of the Target company, M/s. Fag Bearings

India Ltd.

The facts of the case are as under:

1. INA VermogensverwaltungsgesellschaftmbH (hereinafter referred to as “the

Acquirer”) is a company organised and functioning under the laws of the Federal

Republic of Germany and having its principal place of business at industriestrabe

1-3, 91074 Herzogenaurach, Germany. The Acquirer is part of the INA group of

companies which has holdings and business activities worldwide.

2. FAG KugelfischerGeorg Schafer Aktiengesellschaft (hereinafter referred to as

“FAG Kugelfischer”), a German publicly quoted company, has several interests

and holdings around the world including a 51% majority holding in an Indian

company, namely FAG Bearings India Ltd., a company incorporated under

Companies Act. 1956.

3. As a result of global acquisition of FAG Kugelfischer and its subsidiaries

worldwide, the Acquirer, after receiving due approvals from the European

Commission in Brussels / Belgium and the Federal Trade Commission in

Washington / USA, acquired 90% of shareholding of FAG Kugelfischer on

December 28, 2001. Consequent to the said acquisition of FAG Kugelfischer,

the Acquirer has acquired an indirect control over the Target Company.

4. That the assets and turnover of Target Company constitute an insignificant portion

of the total assets and turnover of the FAG Kugelfishcher Group. In the financial

year ending December 31, 2000, as per the aggregated accounts of FAG

Kugelfischer, the net book value of its fixed assets was US $ 822 million assuming

a year end exchange rate in 2000 of 1 Euro=US $ 0.9305. Target company, had
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total net fixed assets of Rs. 1,093 million (approx US $ 24 million assuming an

exchange rate of US $ 1 to Rs. 46.43). Therefore, the shareholding in Target

Company constitutes on a book value basis, less than 3% of the total fixed assets

of FAG Kugelfishcer worldwide. Further, in the financial year pending December

31, 2000, FAG Kugelfishcer has registered a gross turnover of Euro 2,206 million

(US $ 2,053 million) whereas, Target company had registered a gross turnover

of Rs. 2,051 million (approx US $ 46 million), which constitutes less than 2.5% of

the turnover of FAG Kugelfishcer;

5. That this is not a case for direct acquisition of shares or an acquisition transaction

entered into for the purpose of acquiring control of Target Company. The inheriting

indirect control of Target Company is purely a fallout of the global acquisition of

FAG Kugelfishcer and its subsidiaries worldwide. The Global acquisition of FAG

Kugelfishcer was neither designed nor intended to result in the acquisition of

Target Company. The incidental nature of the takeover is further substantiated

by the fact that the Acquirer did not even consider it necessary to conduct a due

diligence of Target company prior to acquiring FAG Kugelfishcer. None of the

management of the company in Germany or elsewhere have visited Target

company before;

6. That the acquisition of FAG Kugelfishcer by the Acquirer will not bring about any

change in the shareholding of Target Company. In other words, FAG Kugelfishcer

holds 51% of the shares in Target Company and will continue to hold the said

shares;

7. That the Target Company’s Board of Directors presently comprise of seven (7)

directors. Target Company is a professionally managed company. As a result of

the said acquisition, no change in the Board of Directors or the management of

Target company is contemplated.

SEBI directed the acquirer to make a public announcement with interest

of 10% to the shareholders of Fag Bearings India Ltd., on the ground that

the Takeover regulations, contemplate, direct as well as indirect control

whether by virtue of shareholding or control over management I policy

decision, etc. From the facts of the case it is observed that the Acquirer

had admittedly acquired the right to control FAG Kugelfischer and

resultantly the control over the Indian Target company on successful

completion of the open offer made in Germany. By virtue of such acquisition

of control over the Target company, the Acquirer has triggered the

Regulations even if it is assumed that the exercisability of such control is

subject to compliance with certain formalities under the German Corporate

Laws.

3. EXEMPTIONS UNDER THE TAKEOVER CODE :

3.1. Acquisitions by way of allotment under a public issue shall be exempt

from the requirements of making a public announcement.

If an acquirer is allotted shares in a public issue, such an acquirer shall not be

required to make a public announcement to acquire the shares from the other

shareholders of the company.

80

However if the allotment is by way of firm allotment such a firm allotment will be

exempted only if the name of the firm allottee, the number of shares proposed to

be allotted to him, the purpose of the allotment, the consequential changes in the

shareholding pattern and voting rights of the company and the changes, if any

that is likely to take place in the Board of Directors of the company shall be

disclosed in the prospectus. In case such disclosures are not made in the

prospectus, the allotments will trigger the Takeover code.

3.2. Acquisitions in Rights Issues shall be exempt from the requirements of

making a public announcement,

3.2.1. Acquisition of shares in a rights issue upto his entitlement shall be exempt

from making a public announcement.

A shareholder who applies for and is allotted shares up to his entitlement is exempt

from the requirement of making a public announcement.

3.2.2. Acquisition of shares in a rights issue upto 55% of the share capital of the

company is exempt from making a public announcement.

Any allotment of shares entitling an acquirer to hold 55% of the share capital of

the company or to exercise 55% of the voting rights of the company shall be

exempt from making a public announcement. However this limit of 55% will not

apply if the persons in control of the company had declared their intention to apply

for additional shares, beyond their entitlement in case of under subscription in the

rights issue, upfront in the Rights Letter of Offer, If such an intention is not made

clear in the letter of offer, the acquisition either beyond their entitlement or beyond

the limit of 55% specified in the Takeover Regulations, shall trigger the Takeover

Code and the acquirer shall be required to make a public announcement.

3.3. Any allotment to underwriters under an underwriting agreement is

exempted from making a public announcement.

Any allotment made to underwriters, in case of under subscription in a public

issue, pursuant to an agreement entered into with them, would be exempted and

such underwriters would not be required to make any public announcement.

3.4. Inter-se transfer of shares, amongst the persons mentioned in the Takeover

Regulations, would be exempt from the requirement of making a public

announcement.

Inter-se Transfer of shares amongst the following is exempted from the application

of the Takeover Regulations, with regard to public announcement.

3.4.1. Inter-se Transfer of Shares amongst Group Companies shall be exempt.

For the purpose of obtaining this exemption, the definition of group as defined in

the Monopolies and Restrictive Trade Practices Act, 1969 shall be considered. In
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order to be eligible to be considered as group, the persons / companies

constituting the group shall be shown as a part of the group in the last published

Annual Report of the target company, Moreover, both the transferor as well as the

transferee, must have filed the necessary reports under Regulations 6, 7 and 8 on

time with the Stock exchanges where the shares of the company are listed on

time.

In The Matter Of Acquisition of shares of Trident Alco Chem Ltd by Shri Varinder

Gupta and M/s. Mayadevi Polycot Ltd., Shri Varinder Gupta and M/s Mayadevi

Polycot Ltd., the acquirers and Trident Infotech Corp. Ltd., ANG Securities Ltd.

and Abhishek Industries Ltd., the transferors were stated to be promoters of the

company Trident Alcochem Ltd. The acquirers had acquired 49,88,800 equity

shares representing 61.97% of the share capital of the target company on June

08, 2002 and filed a report under Regulation 3 of the SEBI Takeover Regulations,

stating that this acquisition is exempted as the transferors as well as the acquirers

fall within the definition of Group and the transfer of shares was an inter-se transfer

of shares

SEBI while examining the report filed by the acquirers took objection to the

definition of the acquirers being included as a group as there was one individual.

It was also noticed that both the acquirers as well as the transferors had not filed

their yearly returns with the stock exchanges. A show cause notice was issued to

the acquirers, who in reply to the notice as well as in the personal hearing before

the full time member of SEBI, stated that definition of group in the MRTP Act

included individuals also.

SEBI, in its final order in the year 2004 stated that the spirit behind the

regulation was to include the definition as stated in the MRTP Act, 1969

and therefore the SEBI Regulations had been amended on September

09, 2002 to include individuals also within the meaning of Group. Therefore,

both the acquirers and the transferees are to be considered as part of

one group and therefore eligible for Inter-se Transfer. However since the

transferees had not filed their reports under Regulation 6 7 and 8 the interse

transfer of shares was not eligible for exemption. Adjudication

proceedings were initiated as there was a violation of Regulation 10 of

the Takeover Regulations.

In the matter of proposed acquisition of shares of Industrial Investment Trust

Limited., A Ltd., proposes acquirer additional 7,20,000 equity shares of M/s

Industrial Investment Trust Ltd., constituting 14.58% of the total share capital of

the company from M/s. S Ltd., thereby taking his total shareholding in the company

to 21.60%. S Ltd., is also a part of the group as per the definition of the MRTP

Act, 1969, however this company has not been included in the Latest Annual

report of investment Trust as Group. The acquirers made an application for

exemption to SEBI on the ground that this is an inter-se transfer of shares and

that the transfer price was also fixed in accordance with the guidelines laid down

in the SEBI Takeover Regulations.
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The Takeover Panel as well as SEBI upheld the fact that both the acquirer and the

transferor belonged to the same group although this fact was not disclosed in the

annual report. As there was no change in control or management of the company

and the overall holding by the group remained unchanged, the acquirer was granted

exemption to acquire the 7,20,000 shares under the head “Inter-se Transfer of

Shares”.

3.4.2. Transfer of shares amongst relatives within the meaning of Section 6 of

the Companies Act, 1956 shall be exempt from the application of the

Takeover Regulations, with regard to making of a public announcement.

Any inter-se transfer of shares amongst the relatives as mentioned in Section 6

of the Companies Act, 1956 is automatically exempt from the application of the

provisions of the Takeover Regulations, with regard to making of a public

announcement. However this exemption Will be available, provided both the

transferor and transferee having filed the necessary reports under Regulations,

6, 7 and 8.

3.4.3. Transfer of Shares amongst Foreign Collaborators and Qualifying Indian

Promoters shall be exempted from the application of the provisions

pertaining to public announcement.

Inter-se Transfer of Shares amongst foreign collaborators and qualifying Indian

Promoters shall be exempt from the provisions of the Takeover Regulations, with

regard to the making of a public announcement provided both the foreign

collaborator and the Indian Promoter have been holding shares in the target

company for a period of 3 years prior to this proposed transfer I acquisition: The

inter-se transfer would further be available only if both the Foreign Collaborator

and the Qualifying Indian Promoter have both been filing disclosures regarding

their holdings to the target company and the stock exchanges, where the shares

of the company are listed under Regulation 6, 7 and 8 regularly and without delay.

The exemption shall be available only if the transfer price does not exceed 25%

of the price determined in accordance with the formulae I criteria laid down in the

Takeover Regulations.

3.4.4. Transfer of shares amongst Qualifying Indian Promoters shall also be

exempt from the provisions with regard to making a public announcement.

Transfer of Shares amongst Qualifying Indian Promoters is exempted provided

both the transferor and transferee have been holding shares in the target company

for a period of 3 years, prior to this proposed acquisition / transfer and have also

been filing necessary reports I making disclosures regarding their holding under

Regulation 6, 7 and .8 to the target company and the stock exchange on time. For

the purpose of this exemption, the term Qualifying Indian Promoter shall mean:

(i) any person who is directly or indirectly in control of the company; or
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(ii) any person named as promoter in any document for offer of securities to

the public or existing shareholders or in the shareholding pattern disclosed

by the company under the provisions of the Listing Agreement, whichever is

later.

In case the promoter is an individual, a promoter shall also include a relatives,

within the meaning of Section 6 of the Indian Companies Act, 1956 and shall also

include any partnership firm o company which is directly or indirectly controlled by

the qualifying Indian Promoter or his relative. Promoters shall also include an

HUF or a partnership firm, where the qualifying Promoter is a partner or a coparcener

or a combination thereof and the share of such promoter or his relative

is not less than 50%.

In case the promoter is a body corporate promoters shall include the subsidiary

or holding company of that body corporate. Promoters shall also include such

other firms or bodies corporate which are controlled by the qualifying Indian

Promoters or relatives of the body corporate and also includes such other HUF or

partnership firm, where the qualifying Indian Promoter is a partner or a co-parcener

with not less than 50% share.

In the matter of proposed acquisition of equity shares of Indiacom Lid, A who

held 13,39,356 (35.26%) equity shares transferred these shares to Ms B by

way of gift. A and B were both directors of the company and both were involved

in managing the day to day affairs of the company After the gift the holding of A

in the company reduced to nil. Although his holding in the company reduced to

nil, A still continued to manage the affairs of the company and took active role

in managing the affairs of the company. However since the intention behind the

gift did not materialize, Ms B wanted to retransfer these shares back to A as a

gift. Although A was still the, promoter and director of the company, the retransfer

could not qualify for automatic exemption, since A did not hold shares for a

period of 3 years prior to the transfer. Therefore an application was made for

exemption to SEBI.

SEBI in its order stated that “The acquirer and Ms. Bindu Sood belong to

the promoter group of the target company and will continue to remain the

promoters even after the proposed transaction and pursuant to the

proposed acquisition there would not be any change in control in ‘the

management of the target company. In view of this, although the transfer

does not qualify for automatic exemption, because of the non fulfillment

of the condition that the, shares have not been held: for three years,

exemption was granted.”

In the case of Comp — U — Learn (target company), Mr. M held 5.04% of the

share capital of the company. He further proposed to acquire 18,63,827 shares,

constituting 18.63% of the total paid up share capital of the target company

from Mr. S at a price of 3.50/- per share. The acquirer Mr. M made an application

for exemption, in the year 2003 from making a public offer, by stating that the

intended transfer is inter-se between the promoters. The application further stated
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that this has been mentioned in the prospectus and that Mr. S was a businessman

and n order to assist the promoters in setting up the project, he had joined as

promoter and contributed to the capital. As he desired to dispose off the shares,

another promoter director, Mr. M had agreed to acquire the Shares and that this

transaction would not have any bearing on the management and control of the

company.

The Takeover Panel observed that both Mr M and Mr S have not been

named as a promoter in the prospectus issued in the year 2000. The

Takeover Panel refused to grant exemption on the ground that the acquirer

had taken two different stands and the proposed acquisition is not inter-se

between promoters. SEBI thereafter gave an opportunity for personal

hearing, in which the acquirer could not again prove that this indeed was

an inter-se transfer and it was also noticed that the acquirer was not a

signatory to the memorandum of association. Therefore the application

for exemption was rejected.

3.4.5. Transfer of shares between the acquirer and the persons who are / were

acti0ng in concert with the acquirer shall also be exempt from the

requirement of making a public announcement.

Transfer of shares between the acquirer and the persons who are acting in concert

with the acquirer shall also be exempt from the applicability of making of a public

announcement, provided the transfer of shares takes place three (3) years after

the closure of the open offer made in accordance with the Takeover Regulations,

for the purpose of acquiring the target company.

3.5. Any acquisition of shares in the ordinary course of business by a registered

stock broker on behalf of his clients, a registered market maker in respect

of shares for which he is a market maker, by a public financial institution

on its own account and by banks and public financial institution as a

pledges shall all be automatically exempt from the requirement of making

a public announcement.

3.6. Any acquisition of shares by the International Finance Corporation, Asian

Development Bank, the International Bank for Reconstruction and

Development commonwealth Development Corporation and such other

international financial institutions in the ordinary course of business shall

also be exempt from the application of the requirement with regard to the

making of a public announcement.

3.7. Any acquisition of shares in exchange for the shares already held in a

public announcement shall also be automatically exempt.

When an open offer is made, it is possible that payment to the persons who have

offered their shares may be paid in the form of shares of the acquirer company in

exchange for the shares held in the target company. Any such acquisition of shares

in this manner is automatically exempted and does not require the acquirer to

make a public announcement in accordance with the Takeover Regulations.
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3.8. Any acquisition of shares by way of transmission or succession or

inheritance shall also be automatically exempted from the applicability of

the Takeover Regulations with regard to making of a public announcement.

3.9. Any acquisition of shares by a Government Company within the meaning

of Section 617 of the Companies Act, 1956 shall also be exempted from

the requirement of making a public announcement.

Although acquisition of shares by a Government Company is exempted from the

requirement of making a public announcement, any acquisition of shares or voting

rights or control of a listed public sector undertaking by a Government Company

shall not be exempted in case such an acquisition is made in the competitive

bidding process of the Central Government or State Government for the purpose

of disinvestment.

3.10. Any transfer of shares by a state level financial institution to the copromoter

or his successor or assignee or any other person who has

substituted the co-promoter shall be exempted from the requirement of

making a public announcement. Such exemption shall however be available

only if transfer of these shares was one of the clauses of the term loan I

financial assistance agreement between the financial institution and the

co-promoter .

3.11. Any transfer of shares by a venture capital fund which is registered with

SEBI to the promoter of the venture capital undertaking shall be exempted

from the requirement of making a public announcement, provided such a

transfer was one of the conditions of agreement entered into between the

venture capital fund and the promoter of the venture capital undertaking.

3.12. Any transfer of shares pursuant to a scheme of amalgamation,

reconstruction, merger or demerger, as approved by a court of law, either

in India or in a foreign country would also be exempted from making a

public announcement. Any transfer of shares made under a scheme framed

under Section 18 of the .Sick Industrial Companies (Special Provisions)

Act, 1985 would also be automatically exempted from making a public

announcement.

3.13. Any change in control by takeover of management of the borrower target

company by the secured creditor or by restoration of management to the

said target company by the said secured creditor in terms of the

Securitization and Reconstruction of Financial Assets and Enforcement

of Security Interest Act, 2002 (54of 2002) would also not attract the

provisions of the Takeover, Regulations, with regard to the making of a

public announcement.

3.14. Any acquisition of shares in a unlisted company is also automatically

exempt from the requirement of public announcement.

86

SEBI Regulations are all applicable only to listed companies and therefore any

acquisition of shares, in an unlisted company would not attract the provisions of

the Takeover Regulations. However if by virtue of taking over an unlisted company

either in India or abroad, the acquirer takes over indirectly a listed company in

India, the acquirer of this unlisted company shall be required to make an open

offer to the shareholders of the listed company.

3.15. Any other case as may be exempted by SEBI.

Apart from the circumstances enumerated above there may be many situations,

which may warrant any exemption. In such a scenario, the acquirer shall make an

application to SEBI in a prescribed format along with a fee of Rs.1,00,000. The

application shall be submitted in five copies to SEBI, which shall in turn forward

the same to the SEBI Takeover Panel. The panel after due examination of the

facts of the case may grant or refuse to grant exemption.

3.16. Acquisition of Global Depository Receipts and American Depository

Receipts.

Any acquisition of Global Depository Receipts and American Depository Receipts

shall also not attract the provisions of the Takeover Regulations with regard to the

making of a public announcement, till such time these Depository Receipts are

not converted into equity shares carrying voting rights. As and when the Depository

Receipts are converted to shares, the Regulations are attracted and the acquirer

shall be required to make an open offer in accordance with the provisions of

these Regulations.

4. SUBMISSION OF REPORTS TO THE STOCK EXCHANGE I SEBI :

4.1. An acquirer who proposes to acquire shares voting rights which will entitle

him to exercise more than 5% of the share capital or voting rights of the

company to inform the stock exchange.

Any acquirer, who proposes to acquire 5% or more of shares by way of inter-se

transfer of shares or by way of transfer from state level financial institution, shall

inform the stock exchanges where the shares of the company are listed, atleast 4

days before the proposed acquisition. Such information shall also be filed by

government companies, within the meaning of Section 617 of the Companies

Act, 1956, if they were to acquire 5% or more of the shares of the company.

4.2. An acquirer who acquires shares / voting rights entitling him to exercise

15% or more of the share capital or voting rights of the company shall file

a report with SEBI.

Any acquirer who acquires shares or voting rights, either by way of allotment in a

public issue, rights issue, inter-se transfer shares or by way of transfer from state

level financial institution, shall file a report with SEBI, if such acquisition along with

the shares held by him entities him to exercise 15% or more of the share capital

of the company. For the purpose of calculating 15%, the shares held and acquired

by the persons acting in concert with the acquirer shall also be taken into account.
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Such an acquirer shall file the report with SEBI within 21 days of the acquisition in

the prescribed format. The report shall be accompanied with a fee of Rs.25,000/-.

Such fees shall be paid either by way of draft or banker’s cheque favouring

Securities and Exchange Board of India payable at Mumbai.

5. PUBLIC ANNOUNCMENT :

5.1. A public announcement is an announcement made in the newspapers by

the acquirer to acquire a certain minimum number of shares from the other

shareholders of the target company.

5.2. The public announcement shall be made through a merchant banker.

The acquirer shall before making a public announcement appoint a merchant

banker. Such a merchant banker shall be registered with SEBI and the acquirer

shall enter into a memorandum of understanding with the merchant banker. The

MOU shall clearly specify the responsibilities of both the acquirer and the merchant

banker.

5.3. The public announcement shall be given within 4 working days of deciding

to acquire the shares or acquiring the shares.

The acquirer through the merchant banker shall given the public announcement

within 4 working days of acquiring the shares or deciding to acquire the shares.

For instance, if the shares are proposed to allotted to promoters I persons in

control of the company by way of preferential allotment, the first board meeting in

which the matter is discussed and approved for the purpose of getting shareholders

approval shall be the trigger point for issuing the public announcement. The

acquirer shall issue the public announcement within 4 working days of this board

meeting.

In case the takeover regulations is triggered by virtue of conversion of warrants or

Global Depository Receipts or American Depository Receipts, the public

announcement shall be issued atleast 4 days before the date on which the

conversion is to take place or the option is to be exercised.

In case the public announcement is not made on the due date, the acquirer is

liable to pay interest from the due date till the date he actually makes the public

announcement.

In case there is an indirect acquisition or change in control, the public

announcement shall be made by the acquirer within three months of consummation

of such acquisition or change in control or restructuring of the parent company or

in the company holding shares pf or control over the target company in India.

5.4. The public announcement shall be given in one English National

Daily Hindi National Daily and in one Regional language daily having wide

circulation in the place where the registered office of the target company is situated

and in the place of the stock exchange where the shares of the company are most

frequently traded.
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5.5. A copy of the public announcement shall be filed with SEBI, stock exchange

and the target company.

The acquirer, through the merchant banker shall file a copy of the public

announcement with SEBI, the stock exchanges where the shares of the company

are listed and to the target company at its registered office. The public

announcement shall be filed simultaneously with the release of the public

announcement in the new papers.

The target company shall place the public announcement before the Board of

Directors of the company.

5.6. The Public announcement shall contain the following:

5.6.1. the paid up share capital of the target company, the number of fully paid up and

partly paid up shares;

5.6.2. the total number and percentage of shares proposed to be acquired from the

public, subject to a minimum of 20% of the share capital of the company;

5.6.3. the minimum offer price for each fully paid up or partly paid up share;

5.6.4. mode of payment of consideration;

5.6.5. the identity of the acquirer(s) and in case the acquirer is a company or companies,

the identity of the promoters and, or the persons having control over such

company(ies) and the group, if any, to which the company (ies) belong;

5.6.6. the existing holding, if any, of the acquirer in the shares of the target company,

including holdings of persons acting in concert with him;

5.6.7. the existing shareholding, if any, of the merchant banker in the target company;

5.6.8. salient features of the agreement, if any such as the date, the name of the seller,

the price at which the shares are being acquired, the manner of payment of the

consideration and the number and percentage of shares in respect of which he

acquirer has entered into the agreement to acquire the shares or the consideration,

monetary or otherwise, for the acquisition of control over the target company, as

the case maybe;

5.6.9. the highest and the average price paid by the acquirer or persons acting in concert

with him for acquisition, if any, of shares of the target company made by him

during the twelve month period prior to the date of public announcement;

5.6.10. Object and purpose of the acquisition of the shares and future plans, if any, of the

acquirer for the target company, including disclosures whether the acquirer

proposes to dispose of or otherwise encumber any assets of the target company

in the succeeding two years, except in the ordinary course of business of the
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target company. If future plans are set out in the public announcement the acquirer

shall also specify how they propose to implement such future plans. The acquirer

shall not sell, dispose off or otherwise encumber any substantial asset of the target

company except with the prior approval of the shareholders.

5.6.11. an undertaking that the acquirer shall not sell, dispose of or otherwise encumber

any substantial asset of the target company except with the prior approval of the

shareholders.

5.6.12. the ‘specified date’; The specified date shall be a date which shall not be more

than 30 days from the date of the public announcement and that date shall be the

date for determining the shareholders to whom the letter of offer shall be sent..

5.6.13. the date by which individual letters of offer would be posted to each of the

shareholders;

5.6.14. the date of opening and closure of the offer and the manner in which and the date

by which the acceptance or rejection of the offer would be communicated to the

shareholders;

5.6.15. the date by which the payment of consideration would be made for the shares in

respect of which the offer has been accepted;

5.6.16. disclosure to the effect that firm arrangement for financial resources required to

implement the offer is already in place including details regarding the sources of

the funds whether domestic i.e., from banks, financial institutions, or otherwise or

foreign i.e., from Non-Resident Indians or otherwise;

5.6.17. provision for acceptance of the offer by person(s) who own the shares but are not

the registered holders of such shares;

5.6.18. statutory approvals, if any, required to be obtained for the purpose of acquiring

the shares under the Companies Act,1956 (1 of 1956), the Monopolies and

Restrictive Trade Practices Act, 1969(54 of 1969), The Foreign Exchange

Regulation Act, 1973, (46 of 1973) and/or any other applicable laws;

5.6.19. approvals of banks or financial institutions required, if any; Whether the offer is

subject to a minimum level of acceptance from the shareholders; and

5.6.20. such other information as is essential for the shareholders to make an informed

decision in regard to the offer.

5.7. The acquirer shall file a letter of offer with SEBI.

The acquirer shall file a letter of offer with SEBI within 21 days of making the

public announcement along with the prescribed filing fees. Comments if any shall

be obtained from SEBI and incorporated in the Letter of Offer before dispatch to

the shareholders of the target company.
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5.8. The offer price shall be the highest of

(a) the negotiated price under the agreement entered into between the acquirer

and the sellers of the shares

(b) price paid by the acquirer or persons acting in concert with him for acquisition,

if any, including by way of allotment in a public or rights or preferential issue

during the twenty six week period prior to the date of public announcement,

whichever is higher;

(c) the average of the weekly high and low of the closing prices of the shares of

the target company as quoted on the stock exchange where the shares of

the company are most frequently traded during the twenty six weeks or the

average of the daily high and low of the prices of the shares as quoted on the

stock exchange where the shares of the company are most frequently traded

during the two weeks preceding the date of public announcement, whichever

is higher.

In case of infrequently traded share, the acquirer and the merchant banker shall

determine the offer price taking into account the negotiated price, the price paid

by the acquirer or persons acting in concert with him for the shares of the company

in the past 26weeks, the networth of the company, the book value per share, the

Earnings per Share and the Price Earning Multiple. In certain cases SEBI may

order a revaluation of the share through an independent merchant banker or a

chartered accountant of minimum ten years standing or a public financial institution.

In case the acquirer acquires shares in the open market after the public

announcement at a price higher than the offer price, he shall offer such a price to

all the shareholders, who tender their shares in the open offer.

5.9. The offer price shall be paid either in cash or by way of shares or by way

of secured financial instruments.

The acquirer has the option to make payment of the consideration either by way

of cash or by way of issue, transfer or exchange of shares of the acquirer company.

The acquirer can also make payment either by way of issue, transfer or exchange

of secured financial instrument of the acquirer company with a minimum “A”

grading. The acquirer has the option to make payment as a combination of all the

three also.

5.10. The acquirer shall not acquire any shares, either by way of open market

purchase or negotiated purchase during the last seven working days prior

to the closure of the offer.

5.11. The acquirer shall make a public announcement to acquire a minimum of

20% of the voting capital of the company,

The acquirer shall acquire a minimum of 20% of the voting capital of the company

through the public announcement. However if the public announcement is made

by the persons in control of the company who hold more than 55% but less than

75% of the share capital in order to consolidate their holdings in the company,
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they shall acquire either 20% of the voting capital or such other lesser percentage

of the voting capital so that the acquirer together with the persons acting in concert

with him can increase their holding to such maximum extent possible, so that the

target company meets the requirements of minimum public shareholding laid down

by the listing agreement.

The acquirer also has the option to make the offer conditional upon a minimum

level of acceptance, which may be less than 20%. In the event that the acquirer

decides to make a conditional offer, pursuant to a memorandum of understanding

entered into for the purpose of acquisition of shares, the MOU shall be rescinded,

if the open offer does not get the minimum level indicated from the shareholders.

5.12 In case the number of shares offered for sale by the shareholders is

more than the shares offered to be accepted by the acquirer, the acquirer

shall accept the offers on a proportionate basis

While accepting the shares on a proportionate basis, the acquirer shall do so in

consultation with the merchant banker and shall ensure that the basis of

acceptance is done in a fair and equitable manner. The acquirer shall also ensure

that the resultant acceptance results in marketable lots in the hands of the

shareholders.

6. GENERAL OBLIGATIONS OF AN ACQUIRER :

6.1. The acquirer shall make an open offer only if the acquirer is able to

implement the offer.

No. acquirer shall make an open offer if he is not capable of implementing the

offer.

6.2. The open offer shall keep the offer open for a period of 20 days.

The open offer shall be kept open for a minimum period of 20 days. The offer

shall open not later than 55 days from the date of public announcement.

A copy of the letter of offer shall be sent to all the warrant holders I convertible

instrument holders whose instruments fall due for conversion during the period

the open offer is open. A copy of the letter of offer shall also be sent to the custodian

of the depository receipt holders for information.

6.3. The acquirer or his authorized person shall not be appointed on the Board

of Directors of the target company until the completion of the offer.

No acquirer shall be appointed on the Board of the Target Company till the

completion of the offer. However if the acquirer has deposited 100% of the

consideration amount payable in cash in a separate escrow account or in the

form of securities if the consideration is payable by way of issue, transfer or

exchange of securities, such an acquirer can be appointed on the Board of the

target company after 21 days of the public announcement.
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6.4. The acquirer shall create an escrow account on or before the date of public

announcement.

Every acquirer shall create an escrow account and deposit in the same 25% of

the consideration payable in case the consideration payable is Rs.100 crores

and in case the consideration payable is more than Rs.100 crores, 25% of the

consideration payable upto Rs.100 crores and 10% of the amount payable in

excess of Rs.100 crores. In case the open offer is made subject to a minimum

level of acceptance 50% of the amount payable shall be deposited as cash in the

escrow account.

Escrow shall be in the form of cash or by way of bank guarantee or by deposit of

securities with adequate margin. The acquirer shall empower the merchant banker

appointed for the offer to instruct the banker to issue bankers cheque or demand

draft for the amount lying to the credit of the escrow account.

In case of escrow by way of bank guarantee, the bank guarantee shall be valid

from the date of public announcement upto 20 days after the closure of the offer.

The bank guarantee shall be in favour of the merchant banker.

In case the escrow is by way of deposit of securities, the same shall be deposited

with the merchant banker and shall have adequate margin. In case of shortfall, the

merchant banker shall be liable to make good the deficit.

In case there is an upward revision of offer, consequent to a competitive bid or

otherwise, the escrow account shall be increased by atleast 10% of the

consideration payable upon such revision.

In case of non fulfillment of obligations by the acquirer, the escrow account shall

be forfeited and the balance lying in the account shall be distributed as under:

(a) one third of the amount to the target company.

(b) One third of the amount to the regional stock exchange for credit to the

investor protection fund or any other similar fund for investor education,

research and grievance redressal

(c) Balance one third to be distributed pro-rata among the shareholders who

have accepted the offer

6.5. The acquirer shall within a period of 15 days from the closure of offer,

complete all procedures relating to the offer including payment of

consideration to the shareholders who have accepted the offer.

Within 15 days of the closure of offer, the acquirer shall open a special account,

into which the amount lying in the escrow account and the balance amount required

to pay the offer proceeds shall be transferred. Payment of consideration, in case

of cash payment, shall be done from this account within 15 days of the closure of

offer. In case consideration is being made by way of issue of securities or financial

instruments, the same shall be issued within 15 days of closure of offer.
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6.6. The acquirer shall not make any offer within the next 6 months from the

date of public announcement making the withdrawal of offer, in case of the

public offer is withdrawn by the acquirer.

The acquirer shall not make any offer for a period 12 months from the date of

closure of offer, in case of non fulfillment of obligations under the Takeover

Regulations.

6.7. In case the acquirer or persons acting in concert with him, acquires any

shares from the open market after making the public announcement the

acquirer shall disclose the number of shares purchased, the price at which

the shares were purchased the mode of acquisition and the percentage of

such acquisition to the stock exchange within 24 hours of such acquisition.

Such disclosures shall be done to all the stock exchanges where the

shares of the company are listed.

7. GENERAL OBLIGATIONS OF THE TARGET COMPANY :

7.1. The Board of Directors, during the offer period shall not

(a) sell, transfer, encumber or otherwise dispose of or enter into an agreement

for sale, transfer, encumbrance or for disposal of assets otherwise, not being

sale or disposal of assets in the ordinary course of business, of the company

or its subsidiaries.

(b) issue or allot or authorize the issue of any securities carrying voting rights

during the offer period. The company may however convert securities which

fall due for conversion as per earlier time table. The company may also

proceed with an issue of securities for which the offer document is already

filed with SEBI / ROC.

(c) enter into any material contracts

7.2. The target company shall furnish to the acquirer, within 7 days of the request of

the acquirer or within 7 days from the specified date, whichever is later, a list of

shareholders or warrant holders or convertible debenture holders as are eligible

for participation names, addresses, shareholding and folio number, and of those

persons whose applications for registration of transfer of share s are pending

with the company.

7.3. Once the public announcement has been made, the board of directors shall not

appoint additional directors to the Board of the Company.

7.4. The board of directors may send their unbiased comments and recommendations

to the shareholders on the public announcement made.

7.5. On completion of the obligations by the acquirer, the board of directors of the

target company shall help the acquirer verify the acceptances and shall transfer

the securities acquired -by the acquirer, whether under the agreement or from

open market purchases, in the name of the acquirer and, or allow such changes

in the board of directors as would give the acquirer representation on the board

or control over the company.
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Bail Out Takeover

Taking over the management of a financially weak company, not being a sick industrial

company, for nurturing them back into normal activities by an acquirer having expertise

and resources is known as Bail Out Takeover. Financially weak company means a company

which has at the end of previous financial year, accumulated losses exceeding 50%

but less than 100% of its net worth (sum total of paid up capital + free reserves). The Lead

INstitution (i.e., public financial institution within the meaning of Section 4A of the Companies

Act or a scheduled bank) shall be responsible for ensuring the compliance of bail out

takeover. The need to revive such companies arises as some of the financial institutions

might have invested in such companies arises as some of the financial institutions might

have invested in such companies either by way of shares or by way of loans.

The Lead Institution has to appraise the financially weak company taking into account the

financial viability and assess the requirement of funds for the revival and draw up the

rehabilitation package on the principle of protection of minority shareholders, good management,

effective revival and transparency. The scheme shall also provide for acquisition

of shares in the said company in a manner of outright purchase of shares or exchange

of shares or a combination of both. Such scheme can also include the elimination of the

existing promoters.

Bofore giving effect to any scheme of rehabilitation, the Lead Institution is required to

invite offers for acquisition of shares from at least 3 parties. After receipt of the offers, the

Lead Institution shall select one party having regard to the managerial competence, adequacy

of financial resources and technical capability of the person acquiring shares to

rehabilitate the financially weak company.

The person indentified by the Lead Institution shall, on receipt of a communication in this

behalf from the Lead Institution, make a formal offer in the form of public announcement to

acquire shares from promoters of the company, financial institutions and also other shareholders

at a mutually determined price.

It may be noted that no person shall make a competitive bid for acquisition of shares of a

financially weak company, once the Lead Institution has evaluated the bids and accepted

the bid of the acquirer who has made the public announcement of offer for acquisition of

shares of the company.

LISTING AGREEMENT :

Introducation :

The takeover of listed company also attracts the provisions of Clauses 40A and 40B of

the Listing Agreement. These clauses contain the conditions for continued listing.

Clause 40A:

It provides for the following:
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(1) The company shall maintain on a continuous basis the non-promoter holding at

teh minimum level of 10%.

(2) Whenever any person acquires securities of a listed company beyond 5% of its

voting capital, the acquirer and the target compant shall comply with the relevant

provisions of SEBI (Substantial Acquisition of Shares and Takeovers) Regulations,

1997.

(3) Whenever any person acquires the securities of a listed company beyong 50%

of its voting capital, the acquirer and the target company shall comply with the

relevant provisions of SEBI (Substantial Acquisition of Shares and Takeovers)

Regulations, 1997.

Clause 40B:

It provides that whenever there is a takeover or any change in the control of management

of a listed company, the person who secures the control of the listed company shall comply

with the relevant provisions of SEBI (Substantial Acquisition of Shares and Takeovers)

Regulations, 1997.

QUESTIONS :

Short Notes:

2006 - June [8] Write notes on the following :

(iv) ‘Promoters’ as per the SEBI (Substantial Acquisition of Shares and Takeovers)

Regulations, 1997. (4 marks)

2007 - Dec [4] (b) Write short notes on the following :

(ii) Infrequently traded shaes uner the SEBI Takeovers (4 marks)

2008 - Dec [8] (b) Write notes on the following :

(iii) Continual disclosure. (4 marks)

Descriptive Questions :

2006 - June [3] (a) Under what conditions can an acquirer or any person acting in concert

may make an offer conditional as to the level of acceptance which may be less than 20%

of the issued and paid-up capital of the target company? (5 marks)

2006 - June [6] (a) What is meant by ‘hostile takeover’? In case of hostile takeover, what

are the basis of arriving at the public offer price? (5 marks)

2006 - Dec [2] (a) What are the general obligations of an acquirer under the SEBI (Substantial

Acquisition of Shares and Takeovers) Regulations, 1997? (6 marks)

2006 - Dec [3] (c) Discuss whether the filing of draft letter of offer with SEBI amounts to

approval of its contents. (5 marks)
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2008 - June [3] (a) What do you mean by takeover bids? Distinguish between ‘partial

bid’ and ‘competitive bid’ in accordance with the SEBI (Substantial Acquisition of Shares

and Takeovers) Regulations, 1997? (6 marks)

Hint : Applicable Regulation - 12,25 and 35 of SEBI (Substantial Acquisition of

Shares and Takeovers) Regulations, 1997.

2008 - Dec [2] (b) Which method would you prefer from the acquirer company’s point of

view? (4 marks)

2009 - June [3] (b) In an open offer in terms of the SEBI (Substantial Acquisition of Shares

and Takeovers) Regulations, 1997, what message is conveyed by the SEBI by way of

‘disclaimer clause’ to the shareholders of the target comapny? (5 marks)

(c) What do you mean by ‘hostile takeover’? Why these types of takeovers are resorted to

and by whom, and what is the objective of the acquirer? (5 marks)

Practical Questions :

2005 - Dec [5] (b) A listed company is controlled by three separate groups, out of which

two groups ar having family relations as per the definition of ‘relative’ and one group is

absolutely outsider. In the light of regulation 11 of the SEBI (Substantial Acquisition of

Shares and Takeovers) Regulations, 1997, whether all the three groups shall be treated

as ‘person acting in concert’ to each other? (4 marks)

Hint : Applicable Section -2(e). of the SEBI (Substantial Acquisition of Shares

and Takeovers) Regulations, 1997.

Ans:- Yes.

2005 - Dec [6] (c) Calculate the ‘minimum offer price’ under the SEBI (Substantial Acquisition

of Shares and Takeovers) Regulations, 1997 in the following case :

⎯Negotiated price in three tranches Rs.100, Rs.125 and Rs.75.

⎯Average weekly high-low of 26 weeks prior to public announcements Rs.110-

56.

⎯Average high-low of two weeks prior to public announcement Rs.110-75; and

⎯Latest traded price Rs.200. (6 marks)

Hint : Negotiated price = Rs.125

110 + 56 166

Average of High-low of 26 weeks = ––––––– = ——= 83

2 2

110 + 75 185

Average of High-low of 2 weeks = ———— = ——= 92.50

2 2

Therefore, Minimum offer price should be = Rs.125/- (being the highest

of all the prices)
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Applicable Regulation - 20 of SEBI (Substantial Acquisition of Shares and

Takeovers) Regulations.

Ans:- Rs.125.

2006 - June [1] {C} (c) A listed company has three major groups, out of which members

of two groups have family relations as per the definition of ‘relative’ and the third group is

of outsiders. In the light of regulation 11 ofthe SEBI (Substantial Acquisition of Shares and

Takeovers) Regulations, 1997, answer the following

(i) Whether all the three groups shall be treated as ‘person acting in concert’ to

each other?

(ii) Whether all the three groups can acquire upto 5% of share-holding through creeping

acquisition route separately under the provisions of the SEBI (Substantial

Acquisition of Shares and Takeovers) Regulations, 1997? (6 marks)

Hint : Applicable Regulation - 2(e) of Take over Regulation.

2006 - June [5] (b) The total holding of all promoters in a listed company of which they are

in control is 40% of the issued and paid-up capital of the company. One of the promoters

desires to do creeping acquisition in the said target company. Can he do so? If yes, what

percentage of shares can be acquire without the necessity of making a public offer?

(6 marks)

Ans:- Promoters can go for creeping acquisitions.

2006 - June [7] (b) RPL is a listed joint venture company engaged inthe business of

manufacture of bulk drugs; fine chemicals diagnostics nad non-prescription drugs, etc.,

with 74% foreign investment in its share capital. RPL’s financial performance was not very

impressive due to low margins compared to industry norms. Accordingly, the management

decided to undertake a major re-furbishing of its plant with the inverstment of about

Rs.5 crore.

NPL, the other company, incorporated in 1997, also engaged in the business of

pharmaeuticals and had achieved substantial improvements in growth and profitability,

despite the constraint of price control. The turnover of NPL increased from Rs.18 corre in

1998 to Rs.103 crore in 2003.

Although NPL has emerged as a fast growing profitable company, its growth plans were

stymied. NPL, therefore, decided to acquire sizable stake in RPL to make synergy in the

operations of both the companies.

The foreign collaborator of RPL decided to divest the sizable equity stake in RPL at a best

price. Accordingly, a meeting was scheduled between the representatives of both the

companies to negotiate and conclude the deal.

As the Company Secretary of NPL, you are required to submit a detailed note to the

Managing Director enumerating the general obligations of NPL under the SEBI (Substantial

Acquisition of Shares and Takeovers) Regulations, 1997. (6 marks)
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2006 - Dec [4] (a) Anand has made an ofer to acquire a stake in a public limited company.

There is no competitive bid to the said offer. However, Anand unilaterally desires to

revise the offer price upwards. Advise Anand. Can Anand now reduce the offer price in

view of the fact that there is no competitive bid? (6 marks)

2006 - Dec [5] (b) Suresh has made an offer for acquisition of 20% of the paid-up capital

of Amar Ltd. on 1st March, 2006. The offer closed on 31st March 2006. On 20th April, 2006,

he decides to acquire further shares of Amar Ltd. Advise him. (5 marks)

Hint : Applicable Regulations - 11(1), 20A of SEBI (Substantial Acquisition of

Shares and Takeovers) Regulations, 1997.

2006 - Dec [6] (b) Arjun currently holds shares in a company which entitle him to 14%

voting rights in the company. He desires to acquire 9% of further voting rights in the said

company during the calendar year January - December, 2006 in such a way that he acquires

4% between January - March, 2006 and the balance between April - December,

2006. Advise. (4 marks)

Hint : Applicable Regulations - 11(1), 20A of SEBI (Substantial Acquisition of

Shares and Takeovers) Regulations, 1997.

2007 - June [1] {C} Read the following case and answer the questions given at the end :

Mittal Steel, owned by L N Mittal & family, has its headquarters in London and Rotterdam.

It has plants in 14 countries spread across Europe, Asia, North America and Africa. Its

first acquisition took place in 1989.

Arcelor wsa founded in 2002 by merger of Abred of Luxembourg, Arcelia of Spain and

Usinor of France. Its turnover is valued at $ 33 billion. Its plants, joint ventures nad subsidiaries

are spread across 60 countries.

In the year 2006, Mittal Steel made an offer to acquire Arcelor. Its original offer to Arcelor

was for $ 17.5 billion. In may it increased the offer to $ 24 billion and the final offer was $

26.9 billion. Mittal’s final offer was accepted. Mittal paid $ 40.37 a share for Arcelor nearly

double the price, it was trading before the first bid was made.

When Mittal made first bid, Arcelor rejected it wiht vengeance. It recommended to shareholders

not to sell shares to Mittal as the two companies did not share the same strategic

vision, business model and values.

A couple of European governments did not like the idea of an Indian taking over an European

company. The French foreign minister felt it would affect 28,000 jobs and that the bid

was ill-prepared and hostile. However,

Mittal Steel said jobs would be safeguard. Arcelor took the matter to regulators to thwart

the takeover. But the regulators did not find any anti-trust provisions being voilated and

asked Arcelor not to issue shares to anyone without investors’ explicit consent.

To begin with Arcelor refused to meet Mittal until a string of demands were met and simultaneously

orchestrated $ 13 billion deal with Severstal of Russia to keep Mittal away.
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As shareholders wrath grew over the Severstal agreement and pressures from other quarters

increased. Arcelor accepted mittal’s final bid. Arcelor had to $130 million as a fine to

Severstal for being the contract.

Ultimately, L N Mittall succeeded in aquiring Arcelor. The combined capacity of Arcelor

Mittal is 109.7 million tones.

Questions:

(i) Was this takeover ‘hostile’ or ‘friendly’ ? Distinguish between hostile takeover

and friendly takeover. (4 marks)

(ii) Why did the executives of Arcelor defend Mittal’s bid to takeover? (3 marks)

(iii) What normally happens once a hostile takeover is completed ? (3 marks)

(iv) Do you think that the executives of Arcelor created defences against the Mittal

keeping the best interest of stockholders in mind ? (3 marks)

(v) Anti-takeover strategies can be of two types, viz., preventive and reactive. Explain

them. (4 marks)

(vi) Evaluate defense strategies adopted by target firms to hositle takeover.

(4 marks)

2007 - June [2] Attempt of the following citing relevant legal provisions and case law, if

any:

(iv) In terms of regulation 10 of the SEBI (Substantial Acquisition of shares and takeovers)

Regulation, 1997, no acquirer shall acquire 15% or more shares in a

company unless it makes a public announcement to acquire shares of target

company. What does the word ‘unless’ mandate?

Hint :- Applicable case Law - In re. Hardy oil (p) Ltd. v. SEBI ( Appeal No. 132

of 2005).

Ans:- As & when regulations become applicable, acquire has to make public

announcement.

2007 - Dec [5] (a) HOEL, target company, is a company whose shares are listed in the

NSE and BSE. BEIL, acquirer company, entered into a share purchase agreement (SPA)

with UIC on 14th February,2005 to acquire 100% equity of UBL, a person acting in concert

(PAC), a wholly owned subsidiary of UIC. In turn, UBL held 1,52,81,633 shares of

HOEL, constituting 26.01% of HOEl’s equity. As the aforesaid constitued indirect acquisition

of shares and control of HOEl, the acquirer company and UBL made a public announcement

on 15th February, 2005 in terms of the SEBI (Substantial Acquisition of Shares

and Takeovers) Regulations, 1997 to acquire 1,17,48,990 shares of the target company,

i.e. HOEL constituting 20% of its equity.

Meanwhile, UBL replaced two of its nominees on the Board of directors of HOEL with two

directors who were appointed on UBL’s Board on 14th February, 2005 (which is the date

of SPA and also the first day of the offer period) by the BEIL. In turn, they were appointed

as directors of HOEL also, on the same day. In this context, answer the following questions

-
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(i) Define the ‘offer period’ in terms of the SEBI (Substantial Acquisition of Shares

and Takeovers) Regulations, 1997.

(ii) What is the period of offer in the instant case?

(iii) Who is required to make public annoucement and when it is required to be made?

(iv) Is the appointment of directors valid under the SEBI (Substantial Acquistiion of

Shares and Takeovers) Regulations, 19997? (3 marks each)

Hint :- (iv) Applicable Regulation - As per regulation 22 (7) of SAST regulation,

1997.

Ans:- (i) Refer regulation 2 (f) (ii) Commences from 14/2/2005 till the completion

of all offer formalities. (iii) Merchant Banker, It is to be made within 4 working

days of entering into and agreement to acquire shares.

2008 - June [3] (c) You are the Company Secretary of Good Luck Ltd. Your company has

planned to make an open offer acquisition of 20% of the paid-up capital of Vinod Minerals

Ltd. What legal documents you are required to keep ready under the SEBI (Substantial

Acquistion of Shares and Takeovers) Regulations, 1997 ? (4 marks)

Hint :- Applicable Regulations - 6(3), 7(1) and 8(2)

2008 - Dec [5] (a) What are the different kinds of takeover? Anjana Ltd. wants to acquire

the shares of Good Luck Ltd., a listed company. Enumerate the obligations of the acquirer

company under the SEBI Takeover Code (8 marks)

(b) Vinod is having 14% of shares or voting rights of Ambitious Ltd., a listed company.

Vinod wants to further acquire 40% of shares in Ambitious Ltd. What are the steps he is

required to take? (4 marks)

Hint :- (b) Applicable Regulations - 10, 13 to 29

Ans :- (a) (i) Friendly Takeover; (ii) Hostile Takeover and (iii) Bail out Takeover.

2009 - June [4] (b) X, an acquirer, fails to fulfil the offer obligation towards shareholders

of target company who have lodged their shares with the acquirer. What are the remedies

available to a merchant banker for discharge of the obligations especially towards shareholders

who have participated in the offer as well as to deal with the escrow account?

(5 marks)
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STUDY - V

FUNDING OF MERGERS AND TAKEOVERS

MEANING OF FUNDING OF MERGERS AND TAKEOVERS :

Funding of mergers and takeovers involves payment of consideration for acquiring the

undertaking, assets and controlling voting power of the shareholders as per valuation

done and exchange ratio arrived at.

Mergers and takeovers may be funded by the company :

(1) Out of its own funds, comprising paid-up equity and preference shares;

(2) Out of borrowed funds, which may be raised by issuing various financial instruments.

It may be noted that funding of the mergers and acquisitions is a crucial exercise requiring

utmost care. Care should be taken to ensure that the financial package chosen should

suit the financial structure of both the acquirer and the acquiree companies and it should

also provide a desirable gearing level and prove economical to acquire it.

VARIOUS MODES OF FUNDING MERGERS AND TAKEOVERS:

(1) Equity Share Capital;

(2) Equity Shares with differential rights as to dividend, voting or otherwise;

(3) Sweat Equity Shares;

(4) Preference Shares;

(5) Employee Stock Option Scheme;

(6) External Commercial Borrowings;

(7) Global Depository Receipts American Depository Receipts;

(8) Rehabilitation Finance;

(9) Public Deposits;

(10) Debentures;

(11) Loans from Banks and Financial Institutions;

(12) Hybrid.

Equity Share :

Equity share capital can be considered the permanent capital of a company as it is always

available unless the company goes into liquidation or till, the Board resolves for
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capital restructuring. Moreover, equity needs no servicing as a company is not required to

pay to its equity shareholders any fixed amount of return in the form of interest etc. When

the profits of a company permit, the Board at its discretion may resolve to pay them a

suitable amount as dividend, after approval by the shareholders. Therefore, equity capital

is the best suited source of funding a merger or a takeover.

Equity Shares with Differential Rights as to Dividend, Voting or otherwise :

The concept of shares with differential rights gives to the companies an additional source

of funds without interest cost and without an obligation to repay, as it is another form of

equity capital.

A company limited by shares may issue equity shares with differential rights as to dividend,

voting or otheriwse, subject to the following conditions:

(1) There must be an authority in the Articles of Association of the company;

(2) The company has distributable profits for last three years;

(3) The company has obtained the approval of the shareholders in a general meeting

under section 94(1)(a) of the Companies Act, 1956;

(4) The equity capital with differential rights shall not exceed 25% of the total issued

share capital [Equity + Preference];

(5) The Company has not defaulted in filing of annual accounts and annual returns

for three years; in repaying deposits or paying interest thereon; in redeeming

debentures; and paying dividend after declaration; and

(6) The company has not been convicted of any offence under Securities Contracts

(Regulation) Act, 1956; SEBI Act, 1992; and Foreign Exchange Management

Act,1999.

Sweat Equity Shares [Section 79A] :

Sweat Equity Shares means equity shares issued by a company to its employees, directors

at a discount or for consideration other than cash, for providing know - how or marking

available rights in the nature of intellectual property rights, or value addition, by whatever

name called.

A company may issue sweat equity shares subject to the following conditions :

(1) The shares must be of a class already issued;

(2) At least 1 year must have elapsed since the company became entitled to commence

business;

(3) The issue must be authorized by a special resolution passed by the company in

general meeting;

(4) The resolution must specify number of shares; their current market price; consideration,

if any; and the class or classes of directors or employees to whom

they are to be issued;
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(5) The shares must be issued in accordance with SEBI Regulations, in the case of

listed companies and in accordance with Central Government Rules, in the case

of unlisted companies.

Preference Share :

Funding a merger or a takeover may be through the issue of preference shares, but unlike

equity capital, preference share capital involves the payment of fixed preference devidend

or a fixed rate of dividend.

While raising funds through this mode, the management of the company has to take into

consideration the preference dividend burden, which the profits of the company should be

able to service.

A preference shares is a share which fulfils the following two conditions :

— It carries preferential rights in respect of payment of dividend; and

— It also carries preferential right in regard to repayment of capital.

In simple terms, preference share capital must have priority both regards to dividend as

well as capital.

Employee Stock Option Schemes :

The share capital that may be raised through a scheme of employees; stock option can

only be a fraction of the entire issues. Stock option is the right (but not an obligation)

granted to an employee in pursuance of a scheme, to apply for the shares of the company

at a predetermined price. Equitable distribution of shares among the employees will contribute

to the smooth working of the scheme.

SEBI (Employee Stock Option Scheme and Employee Stock Purchase Scheme) Guidelines,

1999 provides the regulatory framework relating to ESOPs. These Guidelines provide

for two methods of issuing ESOPs by a company viz., Employee Stock Option Scheme

(ESOS) and Employee Stock PUrchase Scheme (ESPS). ESOS means a scheme under

which a company grants option to employees. ESPS means a scheme under which

the company offers shares to employees as part of a public issue or otherwise.

Extenal Commercial Borrowings :

External Commercial Borrowings include commercial bank loans, buyers’ credit, suppliers’

credit, and commercial borrowings from multinational financial institutions such as

Asian Development Bank, International Finance Corporation etc.,

Under the Government Guidelines for ECBs, Indian companies are allowed to accept the

External Commercial Borrowings under the following two routes :

(1) Automatic Route: Corporates registered under the Companies Act, except

financial intermediaries (banks, financial institutions, non-banking financial corporations),

are eligible to accept ECBs. They can accept ECBs subject to the

following limits and maturity;.
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(a) ECB up to US $ 20 million or its equivalent in a financial year with minimum

maturity of 3 years;

(b) ECB above US $ 20 million and up to US $ 500 million or its equivalent in

a financial year with minimum maturity of 5 years.

(2) Approval Route : Under this route, following are the eligible borrowers:

(a) Financial instutions dealing exclusively with infrastructure or export finance;

(b) Banks and financial institutions which have participated in the textiles or

steel sector restructuring package as approved by the Government;

(c) Cases falling outside the purview of automatic route.

End-Use of ECBs :

(1) ECB can be used for investments such as import of capital goods, new projects,

modernization / expansion of existing units).

(2) ECB proceeds can be utilized for overseas direct investment in joint ventures/

wholly owned subsidiaries.

(3) ECB proceeds can also be used for investment into the shares of PSUs, which

are being offered as a part of disinvestment policy of the Government of India.

Global Depository Receipt (GDR) / American Depository Receipt (ADR) :

Global Depository Receipt means any instument in the form of a depository receipt or

certificate created by the Overseas Depository Bank outside India and issued to nonresident

investors against the issue of ordinary shares or FCCB of the issuing Indian

company.

If a company wants to tap the retail investors of US, it can be done only through issue of

American Depository Receipts (ADRs). However, procedure and disclosures in the case

of American Depository Receipts are much more stringent than Global Depository Receipts.

Funding through Financial Institutions and Banks :

Fundigng of a merger or takeover with the help of loans from financial institutions, banks

etc. has its own merits and demerits. The advantage is that the period of such funds is

definite which is fixed at the time of taking such loans. Therefore, the Board of the company

is assured about continued availablity of such funds for the pre-determined period.

On the negative side, the interest burden on such loans is quite high, which must be kept

in mind by the Board while deciding to use borrowed funds from financial institution. Such

funding should be thought of and resorted to only when the Board is sure that the merged

company or the target comapny will, give adequate return i.e., timely payment of periodical

interest on such loans and repayment of the loans at the end of the term for which such

loans have been taken.
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Rehabilitation Finance :

Merger or takeover may be provided for in a scheme of rehabilitation under the Sick

Industrial Companies (Special Provisions) Act, 1985. Under the Act, rehabilitation finance

may also be provided for in a rehabilitation scheme prepared by an operating agency on

the direction of the Board for Industrial and Financial Reconstruction (BIFR) in the case of

sick industrial company.

Public Deposits :

Deposits, like loans from financial institutions, banks, etc. or like the debentures carry

interest burden at the agreed rate. Therefore, the Board must make sure that the merger

company or the target company would give adequate returns, as projected, for timely and

regular payment of interest on deposits and timely repayment of the principal amount of

the deposits raised for the purpose.

Debentures :

A company may meet the cost of its proposed scheme of merger or takeover by issuing

debentures. This route involves a burden of interest, which the company would be required

to pay the debenture holders in quarterly,half-yearly or annual installments according

to the terms of and conditions of the issue. The Board must resort to this route of

funding if it is confident that after the proposed merger, the merged company would be

able to meet its commitment of timely payment of interest and repayment of the principal

amount of the debentures on redemption.

Hybrid :

Hybrid means anything derived from the heterogeneous sources or composed of elements

of different or incongruous elements.

Where a merger and takeover is funded by various types of financial instruments such s

equity share capital, preference shares, debentures, loans bonds, deposits, ECBs etc. it

is called Hybrid Finding of Mergers and Takeovers. Thus, the expression ‘hybrid’ means a

combination of hybrid instruments which may enable a company to raise funds for financing

a merger or takeover.

VARIOUS TYPES OF BUYOUTS :

Employees’ Buyout :

There are various options available for the revival of sick companies. One is buyout of

such a company by its employees. Buyout by employees provides a strong incentive to

the employees in the form of personal stake in the company. The employees become the

owners of the company by virtue of the shares that are issued and allotted to them. Moreover,

continuity of job is the greatest motivating force which keeps on their toes to ensure

that the buyout succeeds. Such a buyout saves mass unemployment and unrest among

the working class. However, such a buyout can be successful only if necessary financial

support is extended by the government or the Financial Institutions and banks.
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Navnit R. Kamani v. R. R. Kamani is the landmark case, where Supreme Court has also

recognized and appreciated the concept of buyout of company by its employees. This

case brought about a significant change in workers attitude towards their own role in the

revival and rehabilitation of sick industrial companies, a change from collective bargainers

to collective performers.

Leveraged Buyout :

It is defined as the acquisition of a company by a small group of inverstors financed largely

by borrowing. This acquisition may be either of all stocks or assets of a public company.

The buying group forms a shell company to act as the legal entity making the acquisition.

The buying group may enter into stock purchase deals or asset purchase deal.

The exercise aims at generating enormous increase in the market value and value gain

for shareholders both, who own the firm before the restructuring and after the restructuring.

LBOs are different from ordinary acquisitions as in such case, a large fraction of

purchase price is debt financed though junk bonds and the shares of LBOs are not traded

on open markets.

Management Buyout :

In a leveraged buyout the buyout group may or may not include current management of the

target firm. If the group does so, the buyout may be regarded as ‘management buyout’ or

MBO. In other words, when the managers buy their company from its owners deploying

debt, leveraged buyout is called management buy out.

A Management Buyout is simply a transaction through which the incumbent management

buys outs all or most of the other shareholders. The management may take on partners, it

may borrow funds or it can organize the entire restructuring on its own. An MBO begins

with arrangement/raising of finance. Thereafter, an offer to purchase all or nearly all of the

shares of a company not presently held by the management has to be made which may

necessitate a public offer and even delisting. Consequent upon this, restructuring may be

affected and once targets have been achieved, then the company can go public again.

QUESTIONS :
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STUDY - VI

VALUATION OF SHARES AND BUSINESS

INTRODUCTION/MEANING OF VALUATION OF SHARES:

In the context of corporate restructuring by way of mergers, amalgamation, takeovers,

etc., the determination of the price at which the transaction i.e., share exchange ratio or

the sale price of a company is a very important aspect.

Determining the value of business/shares is a complicated and intricate process. Valuation

of shares in an amalgamation or takeover is made on a consideration of number of

relevant factors such as stock exchange prices of the shares of the two companies, the

dividend paid on the shares, relevant growth prospects of the companies, values of the

net assets etc., Even factors which are not evident from the face of the balance sheet like

quality and integrity of the management., present and prospective competition, market

sentiments etc. are also required to be considered. Valuing a business also requires the

determination of its future earnings potential, the risk inherent in those future earnings,

etc.

From the above, it can be concluded that valuation of shares / business has to be tempered

by the exercise of judicious discretion and judgment as it a very crucial and complicated

issues. Hence, it is said that valuation of shares is more an art than science.

Need and Purpose :

There are a number of situations in which a business or a share or any other property may

be required to be valued. Valuation is essential for strategic partnerships, mergers or

acquisitions of shares of a company and for acquisition of a business. Valuation is also

necessary for introducing employee stock option plans (ESOPs) and joint ventures. From

the perspective of a valuer, a business owner, or an interested party, a valuation provides

a useful base to establish a price for the property or the business or to help determine

ways and means of enhancing the value of his firm or enterprise.

The necessity for valuation of shares arises inter alla,, in the following circumstances:

(i) Assessments under the Wealth Tax Act;

(ii) Purchase of a ‘block of shares’, which may or may not give the holder thereof a

controlling interest in the company;

(iii) Formulation of schemes of amalgamation, etc.;

(iv) Acquisition of interest of dissenting shareholders under a scheme of

reconstruction;

(v) Conversion of shares;

(vi) Advancing a loan on the security of shares.
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For transactions involving a relatively small number of shares, which are quoted on the

stock exchange, normally the price prevailing on the stock exchange is accepted. However,

valuation by experts is called for when the parties involved in the transaction/deal/scheme

consider it necessary to arrive at a mutually acceptable value. Similarly valuation may be

necessary if the agreement or Articles of Association provide for the same.

The valuation by a valuer becomes necessary:

(i) When promoters want to have a valuation either for inviting strategic investors or

for pricing a first issue or a further issue, whether a preferential allotment or rights

Issue.

(ii) When an acquirer would like to make an open offer for acquisition of shares.

(iii) When the company intends to introduce a buy back or delisting proposal.

(iv) When there is a scheme of merger or demerger involving issue of shares.

(v) When shares are unquoted or infrequently traded.

(vi) When shares relate to private limited companies.

(vii) When court or Company Law Board or Arbitrator so directs.

(viii) When the Articles of Association so provide.

(ix) When the agreements between the parties so provide.

(x) When provisions of law such the Foreign Exchange Management Act or the SEBI

Takeover Code or Buy back regulations or Delisting Guidelines so require.

This study aims to cover in detail only valuation of shares.

Meaning of Valuer :

As per Regulation 2 of the SEBI (Issue of Sweat Equity) Regulations, 2002. valuer’ means

a Chartered Accountant or a merchant banker appointed to determine the value of the

intellectual property rights or other value addition. The same definition has been utilized

for the valuation requirements under the SEBI (Disclosure and Investor Protection)

Guidelines, 2000. As per the said sweat equity regulations, valuation of intellectual property

rights or of the know-how provided or other value shall be carried out by a merchant banker.

The merchant banker may consult such experts and valuers, as he may deem fit having

regard to the nature of the industry and the nature of the property or other value addition.

The merchant banker shall obtain a certificate from an independent Chartered Accountant

that the valuation of the intellectual property or other value addition is in accordance with

the relevant accounting standards

METHODOLOGIES OF VALUATION OF SHARES:

Broadly there are two methodologies of valuation of shares :

(1) Historical (Traditional) based Methodologies

(a) Net Asset Value Method

(b) Profit Earning Capacity Value Method/Yield Method
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(c) Return on Investment Method or Valuation based on Earnings Method

(d) Price Earning Ratio Method

(e) Market Price Method / Open Market Valuation Method

(2) Economic based Methodology

(a) Discounted Cash Flow method

Net Asset Value Method :

Net Asset Value method is based on the simple assumption that adding the value of all

assets of the company and subtracting the liabilities, leaving a net asset valuation can

best determine the value of a business.

Net Asset Value of a going concern is calculated with reference to the book value of the

assets and liabilities, as at the date of proposed transfer. This is generally done on the

basis of audited financial accounts of the year immediately proceding the date of the

proposed transfer.

The drawback in adopting net asset value method is that this method is generally considered

appropriate in a case where we desire to wind up the business and realise the

surplus assets or alternatively where the main strength of the business is its assets backing

rather than its capacity or protential to earn profits.

Profit Earning Capacity Value Method

This method considers the earning potential of the business as measure of its value. The

estimation of earning potential is generally made having regard to the trend of earning in

recent years as well as in future with suitable adjustments for extra ordinary elements.

The drawback of Profit Earning Capacity Value method is the underlying assumption that

the past performance will be prepared in the future, which, in a dynamic scenario of growth

/ inflation / recession, may not hold true.

Return on Investment Method

The purpose of valuation based earning is to determine the annuity available to the buyer

for his outlay which he would expect to be commensurate with the price paid. In this method

from the last earnings declared, items such as tax, preference divided, if any, are deducted

and net earnings are calculated for the purpose of valuation.

Profit Earning Ratio Method

Under this method valuation of shares is done on the basis of Profit Earning ratio of companies.

Profit earning Ratio of a company can be calculated by dividing the current price

of a share by its EPS. Thus

P

P/E =––––––

EPS

Where P is the current price, EPS is earning per share and P/E is Price Earning ratio
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Market Price Method

Under this method valuation of shares / business is done on the basis of market price of

shares. The market price of shares takes into account all the factors affecting the share

price and hence is a good measure of valuation.

The average market price will be determined taking into account the stocks market quotations

in the precedings 3 years (after making appropriate adjustments for bonus issues

and dividend payouts) as under:

a. The high and low of precedings 2 years; and

b. The high and low of each month in the preceding 12 months.

The drawback in this method is that the market value of shares at times does not reflect

the true worth of a company as it may be racting to the global price movements, peculiar

issues affecting the local industry, the management attitude sudden interest by the institutional

investors and the like.

Discounted Cash Flow Method

The economic based discounted cash flow method is based on the premise that the value

of a business is a direct function of its cash generating ability .This method values a business

by discounting its free cash flows for a pre-determined forecast period to the present

at a discount factor. For this purpose, free cash flows means the cash available for

distributuion to the capital provides, after considering the reinvestments required to sustain

the operation and growth of the business.

This method captures all the elements of the value of a business compared to Net asset

Value and Price Earning Capacity Value approaches, the discounted cash flow method

comprehends the values after considering capital investments and other cash flows required

to sustain there earnings.

The drawback of discounted cash flow method is that it may suffer from creditability and

objectivity because projections can only be made based on estimates and assumptions.

Hence, the genuity of this method will substantially depend on the quality of information

available.

Conclusion / Combination of Methods / Fair Value of Shares

From the above, it appears that reliance on only one method of valuation can be misleading.

Therefore, fair value of shares can be determined only by a good combination of the

aforesaid combination of the aforesaid two or more methods, by assigning appropriate

weights. The weighted average of the above is then considered as the fair value of shares.

VALUATION OF SHARES IN A TAKEOVER :

A takeover, like any other contract of purchase and sale, invloves the striking of bargain

between the buyer and the shareholders of the seller in regard to the price.
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The final price will be determined with due regard to the following factors:

(i) The eagerness of the buyer to buy;

(ii) Whether there are competing bidders;

(iii) The eagerness of the sellers to sell;

(iv) The willingness of the shareholders of the seller to become the shareholders of

the buyer;

(v) The skill, judgement and timing of the buyer’s campaign;

(vi) The resistance from the management of the seller.

IMPORTANT JUDICIAL PRONOUNCEMENTS :

In this case, the Supreme Court held that the Court’s obligation is to satisfy that the valuation

was in accodance with law and the same was carried out by an independent valuer.

The Supreme Court had explained that the nature of the jurisdiction of the Court, while

considering the question of sanctioning a scheme if compromise or arrangement is of

sentinel nature and is not of appellate nature to examine the arithmetical accurancy of the

scheme approved by majority of shareholders. While considering the scheme of merger,

the Court is not required to ascertain with mathematical accuracy the terms and conditions

set out in the proposed scheme. What is required to be evaluated is the general

fairness of the scheme.

Bank of Baroda Ltd. v. Mahindra Ugine Steel Co. Ltd. :

It was held that the jurisdiction of the Court in inquiring into the fairness of the exchange

ratio cannot be ousted by vote by majority shareholders on the ground that valuation of

shares is a matter of commercial judgement.

CWT v. Mahadeo Jalan :

Supreme Court observed :

“An examination of the various aspects of valuation of shares in a limited company would

lead us to the following conclusion.

(1) Where the shares in a public company limited company are quoted on the stock

exchange and there are dealings in them, the price prevailing on the valuation

date is the value of the shares.

(2) Where the shares are of a public limited company which are not quoted on a

stock exchange or of a private limited company, then value is determined by

reference to the dividends, if any, reflecting the profit earning capacity on a reasonable

commercial basis. But, where they do not, then the amount of yield on

that basis will determine the value of shares. In other words, the profits which the

company has been making and should be making will ordinarily determine the

value.
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The dividend and earning method or yield method are not mutually exclusive;

both should help in ascertaining the profit earning capacity as indicated above.

If the results of the two methods differ, an intermediate figure may have to be

computed by adjustment of unreasonable expenses and adopting a reasonable

proportion of profits.

(3) In the case of a private limited company also where the expenses are incurred

out of all proportion to the commercial venture, they will be added back to the

profits of the company in computing the yield. In such companies the restriction

on share transfers will also be taken into consideration as earlier indicated in

arriving at a valuation.

THEORIES AND MODELS :

Dividend Growth Valuation MOdel (Gordon Growth Model) :

The dividends of most companies are expected to grow and evaluation of share values

based on dividend growth is often used in valuation of shares. The gordon model relates

the valued of stock to its expected dividends in the next time period, the required rate of

return on the stock, and the expected growth rate in dividends. According to this model

current dividend as well as the future expected dividend are relevant for determining the

value of firm

Value of the Stock = DPS1

r-g

Where DPS1 = expected dividends one year from now

r = required rate of return fro equity investors

g = growth rate in dividends forever

Assumptions :

Gordon growth model using dividend capitalization is based on the following assumptions:

(1) Retained earnings represent the only source of financing.

(2) Rate of return is constant,

(3) Cost of capital remains constant and is greater than growth rate,

(4) The Company has perpetual life.

The implications of the model is that when the rate of return is greater than the discount

rate, the price per share increases as the dividend ratio decreases and if the return is less

than discount rate it is vice versa. The price per share remains unchanged where the rate

of return and discount rate are equal.

Walter’s Valuation Model :

According to this model in the long run the share prices reflect only the present values of

expected dividends. Retentions influence stock price only through their effect on fature

dividends.
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P = {D + Ra (E-D)}

Rc

––––––––––––––

Rc

P = Market price of the equity share

D = Dividend per share

E = Earnings per share

(E - D) = Retained Earnings per share

Ra = Internal rate of return on inverstment

Rc = Cost of Capital

Assumptions :

Walters Model is based on the followign assumptions :

(i) All earnings are either distributed as dividends or invested internally immediaterly.

(ii) All financing is done through retained earnings and external sources of funds

like debt or new debt capital are not used.

(iii) With additional investment rate of return and its cost of capital are constant.

(iv) The firms are a going concern with an infinite life.

Thus, according to this model,. the investment policy of a firm cannot be separated from

its dividend policy and both are inter-related. The choice of an appropriate dividend policy

affects the valed of an enterprise. Retentions influence the share price only through their

effect on further dividend.

Modigliani and Miller - Irrelevance Theory :

Modigliani and Miller were of the opinion that its basic earnings power and its risk class

determine the value of the firm. Hence, the firm value depends on its assets inverstment

policy rather than on how earnings are split between dividends and retained earnings.

According to them, a firm’s dividend policy has no effect on the value of its assets. If the

rate of dividend declared by a company is less, its retained earnings will increase and so

also the net worth and vice versa.

Assumptions :

(i) There are no stock floatation or transaction costs.

(ii) Dividend policy has no effect on the firm’s cost of equity.

(iii) The firm’s capital investment policy is independent of its dividend policy.

(iv) Investors and managers have the same set of information (symmetric information)

regarding future opportunties.

114

According to Modigliani and Miller Model the market price of a share after dividend declared

is calculated by applying the following formula

PO = P1 + D1

1 + KC

PO = the prevailing market price of a share

KC = the cost of equity capital

D1 = dividend to be declared at the end of period one

P1 = market price of share at the end of period one

QUESTIONS :

Descriptive Questions :

2006 - June [5] (a) “Valuation of shares and fixation of exchange ratio in an amalgamation

of companies is a matter of commercial judgement and the courts should not sit in

judgement over it.” Critically examine this statement, with case laws. (5 marks)

2006 - Dec [6] (a) Discuss the three methods of valuation of equity shares of a listed

company. If there is a ‘willing buyer’ and ‘willing seller’ in a transaction, is it necessary to

follow the methods of valuation stipulated above? If not, what are the exceptional situations

where one need not follow it ? (8 marks)

2007 - June [5] (a) “Valuation of company’s shares is a highly technical and complex

matter.’ Discuss this statement in the light of various methods of share valuation.

(8 marks)

Ans:- Market value method, return on invetment, net assets value & Discounted

Cash Flow.

2008 - June [1] {C} (c) (ii) If there are wide variations in the valuation of the offer price,

state whether the SEBI has powers to value shares by appointing independent valuers.

(3 marks)

Hint : Applicable Regulation - 20 (5) of SEBI (Substantial Acquisition of Shares

and Takeovers) Regulation, 1997; Case Law - G.L.Sultania v. SEBI

(2007) 76 SCI. 473 (SC.)

2008 - June [6] (a) Why would you recommend ‘discounted cash flow’ (DCF) technique

as a method for valuation of securities ? (6 marks)

2008 - Dec [4] (b) Highlight the provisions for preferential allotment of shares to promoters,

their relatives, associates, etc. (4 marks)

(c) Explain the formula for pricing of shars in a preferential allotment (4 marks)

Hint : (b) Applicable Section - 81 (1A) (c) Applicable Sections - 391 to 394.
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Practical Questions :

2006 - June [6] (c) XYZ Ltd. is intending to acquire. ABC Ltd. by merger and the following

information is available in respect of both the companies :

XYZ Ltd. ABC Ltd.

No. of equity shares 5,00,000 3,00,000

Profit after tax (Rs.) 25,00,000 9,00,000

Market price per share (Rs.) 21 14

(i) Calculate the present EPS of both companies. (1 mark)

(ii) If the proposed merger takes place, what would be the new EPS for XYZ Ltd.?

Assume that the merger takes place by exchange of equity shares and change

ratio is based on the current market price. (3 marks)

(iii) Will you recommend the merger of both the companies? Justify your answer.

(2 marks)

Ans:- (i) EPS : XYZ Ltd. = Rs.5 per share

ABC Ltd. = Rs. 3 per share.

(ii) New EPS of XYZ Ltd. = Rs. 4.86 per share

(iii) Merger beneficial to shareholders of ABC Ltd. As their earnings

increases to Rs.9,72,000.00.

2006 - June [6] (a) X Ltd. is considering the proposal to acquire Y Ltd. and the financial

information is given below :

X Ltd. Y Ltd.

No. of equity shares 10,00,000 6,00,000

Market price per share (Rs.) 30 18

Market capitalisation (Rs.) 3,00,00,000 1,08,00,000

X Ltd. intends to pay Rs.1,40,00,000 in cash for Y Ltd. If Y Ltd’s market price reflects only

its value as a separate entity, calculate the cost of merger when merger is financed by

cash. (6 marks)

(b) Adroit Ltd is run and managed by an effective team that insists on reinvesting 60% of

its earnings in projects that provide a return on enquity (ROE) of 10% despite the fact that

the firm’s capitalisation rate (k) is 15%.

The firm’s current year’s earnings is Rs.10 per share.

(i) At what price will the share of Adroit Ltd. sell? (3 marks)

(ii) What is the present value of growth opportunities? (3 marks)

(iii) Why would such a firm be a tekeover target? (4 marks)
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Ans:- (a) Cost of merger = (1,40,00,000 - 1,08,00,000) + (1,08,00,000 -

10(1-0.60)

1,08,00,000) = 32,00,000 (b) (i) P = ————— = 44.44(ii)

0.15-0.06

Present value = (-) 22.23 (iii) the rate of return is less than the opportunity

cost of capital.

2007 - Dec [7] (a) Kangan Ltd. is considering merger with Payal LTd. Kangan Ltd’s shares

are currently traded at Rs.25 per share. It has 2,00,000 shares outstanding and its earnings

after taxes (EAT) amount to Rs.4,00,000. Payal Ltd. has 1,00,000 shares outstanding;

its current market price is Rs/.12.50 per share and its EAT is Rs.1,00,000. The merger

will be effected by means of a stock-swap (exchange). Payal Ltd. has agreed to a plan

under which Kangan Ltd. will offer the current market value of Payal Ltd’s shares.

(i) What are the pre-merger earnings per share (EPS) and P/E ratios of both the

companies? (2 marks)

(ii) What must the exchange ratio be for Kangan Ltd’s per-merger and post-merger

EPS to be the same? (2 marks)

(iii) It Payal LTd.’s P/E ratio is 8, what will be its current market price? What will be

the exchange ratio? What will Kangan Ltd.’s post-merger EPS be? (4 marks)

4,00,000 1,00,000

Ans:- (i) EPS = —————— = Rs.2.00 & ————— = Rs.1.00

2,00,000 1,00,000

25 12.5

P/E ratio = ––– = 12.5 & ––––– = 12.5

2 1

(ii) Pre-merger EPS = Rs.2.00

5,00,000

Post merger EPS = ––––––– = Rs. 2.00

2,50,000

(iii) Current Market price = 8 x 1 = Rs.8

Exchange ratio = 8/25.

5,00,000

Post merger EPS = –––––––– = Rs.2.16

2,32,000

2008 - June [6] (b) Big. LTd., a manufacturer of cycles, is contemplating acquisition of

Small LTd., a tyre manufacturing company for Rs. 6,00,000. Big LTd. has a high rate of

financial leverage, which reflects in its 13% cost of capital. In the post acquisition scenatio,

Big Ltd. expects an overall cost of capital of 10% due to low financial leverage of Small

Ltd. The post acquisition annual cash flows estimation attributable to the target company

which is expected to spread over a period of 20 years is Rs. 75,000. Decide about acceptability

of the acquisition, if —

(i) You consider post acquisition cost of capital as 10%; and

(ii) You do not consider the effect of changed capital structure on cost of capital and

hence used 13% discount rate. (6 marks)
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Note : The present value of an annuity of one rupee discounted at 10%, 12%

Ans:- (i) The acquisition is acceptable as the NPV Rs.38,550 is greater than

zero;

(ii) The acquisition is found to be not acceptable.

2008 - Dec [2] (a) Jupitor Ltd. wishes to take-over Tally Ltd. The finacial details of both the

companies are as under :

Liabilities Jupitor Ltd. Tally Ltd.

(Rs. in ‘000) (Rs. in ‘000)

Equity share (Rs. 10 per share) 1,00,000 50,000

Shares premium account — 2,000

Profit and loss account 38,000 4,000

Preference shares 20,000 —

10% Debentures 15,000 5,000

1,73,000 61,000

Assets

Fixed assets 1,22,000 35,000

Net current assets 51,000 26,000

1,73,000 61,000

Maintainable annual profit (after tax)

for equity shareholders (Rs. in ‘000) 24,000 15,000

Market price per equity share (Rs.) 24 27

Price-earnings ratio 10 9

You are reuqired to answer the following

(a) What offer do you think Jupitor Ltd. could make to Tally Ltd. terms of exchange

ratio based on —

(i) net asset value;

(ii) earnings per share; and

(iii) market price per share? (12 marks)

Ans:- Jupitor Ltd. Tally Ltd.

(i) Net asset value:- 13.80 11.20

(ii) EPS 2.4 3

(iii) Exchange ratio based on market price per share = 1.125
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STUDY - VII

CORPORATE DEMERGERS / SPLITS AND DIVISIONS

RECONSTRUCTION :

The expression “reconstruction” has been used in Section 394 of the Companies Act,

1956 alongwith the term amalgamation. It has however not been defined therein.

The term “reconstruction” usually meant the transfer of an undertaking or business of a

company to one or more other companies, specially formed for the purpose. The old

company goes into liquidation and its shareholders, instead of being repaid their capital

are’ issued and allotted equivalent shares in the new company. Consequently, the same

shareholders carry on almost the same undertaking or enterprise in the name of a new

company.

Halsbury’s Laws of England defines reconstruction thus:

“While an undertaking being carried on by a company is in substance transferred, not to

an outsider, but to another company consisting substantially of the same shareholders

with a view to its being continued by the transferee company, there is a reconstruction. It is

also reconstruction, where, after the transfer of a part of the company’s undertaking, the

stockholders in the new company comprise a majority in number, but less than half in

value of the shareholders in the original company.”

Thus “reconstruction” involves the winding up of an existing company and the transfer of

its assets and liabilities to a new company formed for the purpose of taking over the

business and undertaking of the existing company Shareholders in the existing company

become shareholders in the new company. The business, undertaking and shareholders

of the new company are substantially the same as those of the old company.

The new company may have a different capital structure from that of the old one, or have

different objects, or be incorporated in a different country, but an essential feature of a

reconstruction is that the new company’s membership is substantially the same as that of

the old company.

A company may, if its memorandum of association permits carry out reconstruction

following the procedure laid down in section 494 of the Companies

Act, 1956 by incorporating a new company specifically for that purpose.

Simply stating, a company is reconstructed when a new company is formed and the existing

company is dissolved after the business, assets and a liabilities of the dissolved company

are taken over by the new company under a scheme of arrangement, between the existing

company and the new company (known as reconstructed company), duly approved by all

or a majority of the shareholders of both the companies and sanctioned by the court.
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The reconstructed company will have substantially the same shareholders and pay the

purchase price of the assets and properties of the dissolved company to the shareholders

of the dissolved company by issue of its own equity shares at the agreed exchange ratio

as per the approved scheme of arrangement.

Types of Reconstruction :

Following are two types of reconstruction :

(1) Reconstruction under section 394 with the approval of the Court.

(2) Reconstruction under section 494 by sale of assets.

Reconstruction under Section 394 with the approval of Court : Same as discussed

in the Topic Mergers and Amalgamations.

Reconstruction under Section 494 :

Provisions

Section 494 provides that where a company is in the process of members’ voluntary winding

up, then the liquidator of the company has the power to sell the property or busincess of

the company and in return receive shares, debentures, policies or other like interests,

instead of money. The sale or transfer of the whole or any part of its business or property

is to be made only in favour of another company and not in favour of any other person or to

a transferee of a company.

The liquidator can exercise the aforesaid power only with the sanction of a special resolution

of the company. The special resolution may be passed either at the same time as the

resolution for voluntary winding up is passed or even subsequently.

It may be noted that provisions of section 494, by virtue of section 507, also apply to

creditors’ voluntary winding up. In this case, the liquidator can exercise the power of sale

of property or business and receiving the consideration in kind with the sanction of the

Court of Committee of Inspection.

Procedure

(1) Ensure that the company has the power in its Memorandum of Association to go

for reconstruction.

(2) Convene a Board meeting for the following purposes :

(a) To discuss and approve the reconstruction of the company;

(b) To make a Declaration of Solvency as provided under section 488;

(c) To decide the day, date, time and venue of the general meeting;

(d) To approve the notice of the general meeting, to be called for the following

purpose:
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(i) To pass special resolution under section 484 for voluntary winding

up of the company;

(ii) To pass ordinary resolution under 490 for appointment of liquidator;

(iii) To pass special resolution under 494 for conferring authority in the

liquidator to sell the property or business of the company and in return

receive shares, debentures, policies or other interests instead

of money.

(e) To authorize the company secretary or any one of the directors to issue

the notice of the general meeting.

(3) Issue the notice of general meeting at least 21 clear days before the date of

general meeting to all the members, auditors and directors.

(4) In the case of listed companies, send 3 copies of the notice of general meeting

to the Stock Exchange(s) where the securities are listed.

(5) Hold the general meeting and pass the aforesaid resolutions under sections

484, 490 and 494.

(6) Give notice of appointment of the liquidator to the Registrar of Companies within

10 days of the appointment.

(7) Notify the resolution passed for voluntary winding up by way of advertisement in

the Official Gazette and also in some newspaper circulating in the district where

the registered office of the company is situated, within 14 days of passing of the

resolution.

(8) File Form No.23 with the Registrar of Companies in respect of special resolutions

passed under sections 484 and 494 together with the copy of resolutions

and explanatory statements, within 30 days from the date of passing the resolutions.

(9) In the case of listed companies, send a copy of the proceedings of the general

meeting to the Stock Exchanges(s) where the securities are listed.

(10) The liquidator shall transfer the property or business of the transferor company

to the transferee company and the transferee company shall allot its shares,

debentures or other like interest to the shareholders of the transferor company

according to the scheme of reconstruction.

DEMERGER :

’Demerger’ is often used to describe division or separation of different undertakings of a

business, functioning hitherto under a common corporate umbrella. The Companies Act,

1956 does not contain the concept of ‘de-merger’ as such, but it does indirectly recognize

it in:

(a) Section 391/394 (as a scheme of compromise, arrangement or reconstruction)

and,
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(b) Section, 293(1 )(a) (sale, lease or otherwise dispose of—

(i) the whole of the undertaking of the company; or

(ii) substantially the whole of the undertaking of the company; or

(iii) if the company owns more than one undertaking, of the whole, or

substantially the whole, of any such undertaking.)

“A scheme of demerger is in effect a corporate partition of a company into two undertakings,

thereby retaining one undertaking with it and by transferring the other undertaking to the

resulting company. It is a scheme of business reorganization”, Justice N.V.

Balasubramaniam J in Lucas. TVS Ltd. in Re. CP No. 588 and 589 of 2000 (Mad-

Unreported).

Such a split or division may take place for various reasons e.g. a conglomerate company

carrying out various activities might transfer one or more of its existing activities, to a new

company for carrying out rationalisation or embarking specialisation in the manufacturing

process. Also, such a transfer might be of a less successful part of the undertaking to a

newly formed company. The new company and transferee, need not be the subsidiaries

of the parent company which has affected/undergone such split or division

The term “Demerger” has not been defined in the Companies Act, 1956. However, it has

been defined in Sub-section’ (19 AA) of Section 2 of the Income-tax Act, 1961. According

to the said Sub-section, “demerger” in relation to companies, means transfer, pursuant to

a scheme of arrangement under Sections 391 to 394 of ‘the Companies Act, 1956, by a

demerged company of its one or more undertakings to any resulting company in such a

manner that—

(i) all the property of the undertaking being transferred by the demerged company,

immediately before the demerger, becomes the property of the resulting company

by virtue of the demerger,

(ii) all the liabilities relatable to the undertaking, being transferred by the demerged

company, immediately before the demerger, become the liabilities of resulting

company by virtue of the demerger;

(iii) the property and the liabilities of the undertaking or undertakings being transferred

by the demerged company are transferred at values appearing in its books of

account immediately before the demerger;

(iv) the resulting company issues, in consideration of the demerger, its shares to the

shareholders of the demerged company on a proportionate basis;

(v) the shareholders holding not less than three fourths in value of the shares in the

demerged company (other than shares already held therein immediately before

the demerger or by a nominee for, the resulting company or, its subsidiary) become

shareholders of the resulting company or companies by virtue of the demerger,

otherwise than as a result of the acquisition of the property or assets of the

demerged company or any undertaking thereof by the resulting company;

(vi) the transfer of the undertaking is on a going concern basis;
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(vii) the demerger is in accordance with the conditions, if any, notified under Subsection

(5) of Section 72A of the Income Tax Act, 1961 by the Central Government in this

behalf.

Explanation 1—For the purposes of this clause, “undertaking” shall include any part of an

undertaking, or a unit or division of an undertaking or a business activity taken as a whole,

but does not include individual assets or liabilities or any combination thereof not constituting

a business activity.

Explanation 2—For the purposes of this clause, the liabilities referred to in sub- clause

(ii), shall include:

(a) the liabilities which arise out of the activities or operations of the undertaking;

(b) the specific loans or borrowings (including debentures) raised, incurred and

utilised solely for the activities or operations of the undertaking; and

(c) in cases, other than those referred to in, clause (a) or clause (b), so much of the

amounts of general or multipurpose borrowings, if any, of the demerged company

as stand in the same proportion which the value of the assets transferred in a

demerger bears to the total value of the assets of such demerged company

immediately before the demerger.

Explanation 3—For determining the value of the property referred to in sub-clause (iii),

any change in the value of assets consequent to their revaluation shall be ignored.

Explanation 4—For the purposes of this clause, the splitting up or the reconstruction of

any authority or a body constituted or established under a Central, State or Provincial Act,

or a local authority or a public sector company, into separate authorities or bodies or local

authorities or companies, as the case may be, shall be deemed to be a demerger if such

split up or reconstruction fulfills such conditions as may be notified in the Official Gazette,

by the Central Government.

From the above, the following points emerge about demergers:

1. Demerger is essentially a scheme of arrangement under Sections 391 to 394 of

the Companies Act, 1956 requiring approval by:

(i) majority of shareholders holding shares representing three-fourths in value

in meeting convened for the purpose; and

(ii) sanction of High Court.

2. Demerger involves ‘transfer’ of one or more ‘undertakings’,

3. The transfer of ‘undertakings’ is by the demerged company, which is otherwise

known as transferor company. The company to which the undertaking is transferred

is known as resulting company which is otherwise known as ‘transferee company’.

Demerged company

According to Sub-section (19AAA) of Section 2 of the Income-tax Act, 1961, “demerged

company” means the company whose undertaking is transferred, pursuant to a demerger,

to a resulting company.
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Resulting company

According to Sub-section (41A) of Section 2 of the Income-tax Act, 1961 “resulting

company” means one or more companies (including a wholly owned subsidiary thereof)

to which the undertaking of the demerged company is transferred in a demerger and, the

resulting company in consideration of such transfer of undertaking, issues shares to the

shareholders of the demerged company and includes any authority or body or local authority

or public sector company or a company established, constituted or formed as a result of

demerger.

The definition of ‘resulting company’ has clearly brought out three important requirements

while establishing its relationship with demerging company. They are –

1. Consideration for transfer of undertaking would be by issue of shares only by

resulting company.

2. Such consideration would be paid only to the shareholders of demerged

company.

3. Resulting company can also be a subsidiary company of a demerged company

Difference between Reconstruction and Demerger

Demeger means transfer, pursuant to a scheme of arrangement unser Sections 391 to

394 of the companies Act, 1956, by the demerged company of its one or more undertakings

to a new company formed for the purpose, known as the resulting company, in such a

manner that all the property of the undertaking, being transferred by the demerged company

becomes the property of the resulting company by virtue of the demerger; all the liabilities

relatable to the undertaking, being transferred by the demerged company become the

liabilities of the resulting company by virtue of the demerger, the property and the liabilities

of the undertaking or undertakings being transferred by the demerged company are

transferred at values appearing in its books of account immediately before the demerger.

In the case of reconstruction, a new company (hereinafter referred to as ‘transferee

company’) is formed, the exisitng company (hereinafter referred to as ‘transferor company’)

is dissolved by passing a special resolution for members’ voluntary winding up and

authorising the liquidator to transfer the undertaking, business, assets and liabilities of the

transferor company to the transferee company. The transferee company pays the

consideration by issue and allotment of its shares to the shareholders of the transferor

company in accordance with the pre-determined share exchange ratio. In this process,

the old company is liquidated and is reconstructed in the form of a new company is

liquidated and is reconstructed in the form of a new company with substantially the same

shareholders, same undertaking and business.

Modes of Demerger

Demerger may be affected partially or completely. When a part / division / department of

a company is separated and transferred to one or more companies formed with the same

shareholders allotted shares in new company in the same proportion as held by them in

the demerged company, partial demerger occurs. In this case, the existing company also

continues to maintain its separate legal identity and the new company being a separate

legal identity, carries on the separated or spun off business and undertaking of the existing

company.
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Complete demerger occurs when the whole of the business / undertaking of the existing

company is transferred to one or more new compay (ies) formed for this purpose and the

demerged company is dissolved by passing special resolution for voluntary winding up

and the shareholders of the dissolved company are issued and allotted shares in the new

company (ies) as per the sanctioned share exchange ratio. In this case, the existing

company is voluntarily wound up and its entire business, undertaking, etc. are transferred

to one or more new companies.

There are broadly three methods of achieving a demerger :

(1) Demerger by agreement : A demerger may be effected by agreement where

under the demerged company spins off its specific undertaking to a resulting

company, formed with another name in such manner that -

(i) all the property of the undertaking, being transferred by the demerged

company, immediately before the demerger, becomes the property of the

resulting company by virtue of the demerger;

(ii) all the liabilities relatable to the said undertaking, being transferred by the

demerged company, immediately before the demerger, become the

liabilities of resulting company by virtue of the demerger;

(iii) the resulting company issues, in consideration of the demerger, its shares

to the shareholders of the demerger company on proportionate basis.

(2) Demerger under scheme of arrangement : A company on the basis of the

powers in its memorandum of association can carry out a demerger by a division

or split of its undertaking, in the same manner as it can accomplish an

amalgamation, through a scheme of arrangement as per the procedure laid down

in Chapter V of the Companies Act, 1956 relating to compromise, arrangement

and reconstruction.

(3) Demerger and Voluntary Winding up : A company, which has split into several

companies after division can be wound voluntarily pursuant to Section 484 to

498 of the Companies Act, 1956. The sale or arrangement in pursuance of section

494 is binding on the members of the transferor company.

Procedure for Demerger

(1) It must be ensured that the company under amalgamtion should have the power

in the Object caluse of their Memorandum of Association to undergo

amalgamation though the absence may not be an impediment, but this will make

matters smooth.

(2) A draft schme of merger shall be prepared for getting is approved in Board

meeting of each company.

(3) A Board meeting shall be convened to pass the following resolutions:

(a) To approve the draft scheme of demerger;

(b) To authorise filing of application to the Court for directors to convene

meeting of members and / or creditors;

(c) To authorise for filing a petition for confirmation of the scheme by the Court.
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(4) In case listed companies , as intimation as to the proposed demerger shall be

given to the Stock Exchange(s) where the securities are listed, within 15 minutes

of the close of the Board meeting.

(5) An application shall be submitted to the Court for directions to convene the

meeting of members and or creditors by way of summons supported by an

affidavit. The summon shall be in Form No. 33 and the affidavit in Form No. 34 of

the Companies (Court) Rules, 1959.

(6) The summon shall be accompanies by the following documents:

(a) A certified copy of the Memorandum of Association and Articles of

Asscociation of each of the companies; and

(b) A certified copy of the latest audited annual accounts of the company.

(7) A copy of the application made to the concerned High Court shall be sent to the

Regional Director of the region in which the registered office of the company is

situated.

(8) On hearing of the summons, seek and obtain from the Court an order in Form

No. 35 the order normally includes the following directions:

(a) Time and place of holding the meeting;

(b) Appointing Chairman of the meeting;

(c) Fixing the quorum and the procedure to be followed in the meeting;

(d) Advertisement of notice of the meeting;

(e) Time limit for the Chairman to submit report to the Court regarding the

result of the meeting.

(9) The Chairman shall issue the notice of meeting in Form No. 36 of the Companies

(Court) Rules, 1959 at least 21 clear days, to all the members and / or creditors,

to be sent to them individually under certificate of posting.

(10) The notice of the meeting shall be accompanied by the following documents:

(a) A statement as required by Section 393;

(b) A copy of the proposed scheme of demerger;

(c) A form of proxy in Form No. 37 of the Companies (Court) Rules,1959;

(d) Attendance Slip.

(11) The notice shall also be advertised in Form No. 38 of the in such newspapers as

the Court has prescribed, at least 21 days before the date fixed for the meeting.

(12) In case of listed companies, send 3 copies of the notice of the meeting to the

Stock Exchange(s) where the securities are listed.
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(13) The Chairman shall file an affidavit to the Court, at least 7 days before the meeting,

showing that the directors regarding the issue of notice and the advertisement

regarding the issue of notice and the adverisement have been duly complied

with.

(14) The general meeting of the respective companies shall be held to pass the

following resolutions:

(a) A resolution for approving the scheme of demerger, subject to the

confirmation of the Court, to be passed by a majority in number

representing 3/4th of the value of members and / or creditors, voting either

in person or by proxy;

(b) A resolution directed by the Court to deal with the dissenting shareholders;

(c) In the case of transferee company, a special resolution authorising the

Board of Directors to allot shares to persons other than the existing

shareholders;

(d) In the case of resulting / transferee company, an ordinary resolution to

increase the authorised share capital, if necessary.

(15) The decision of the meeting shall be ascertained only by taking a poll on

resolutions. in this regard, the Chairman shall appoint two scrutinizers who shall

assist him in conducting the poll. Prepare minutes of the meeting.

(16) In the case of listed companies, send a copy of the proceedings of the meetings

to the Stock Exchange(s) where the securities are listed,

(17) The Chairman of the meeting is required to report the result of the meeting in

Form No. 39 of the Companies (Court) Rules, 1959 within the time fixed by the

Court or within 7 days of the conclusion of the meeting, where no time period has

been fixed by Court.

(18) In the case of listed companies, a copy of the aforesaid report in Form No. 39

shall be forwarded to the Stock Exchange(s) where the securities are listed.

(19) File Form No.23 with the ROC together with the copy of resolution approving the

scheme of demerger within 30 days of passing the resolution.

(20) In the case of a listed company, forward a copy of the scheme of demerger to the

Stock Exchanges at least 1 month before it is presented to the Court for its

confirmation and obtain the No-Objection Certificate for the same.

(21) For approval of the scheme of demerger, a petition shall be made to the Court in

Form No. 40, within 7 days of filing of the report by Chairman. The petition shall

be accompanied by an affidavit in Form No. 3 of the Companies (Court) Rules,

1959.

(22) The Court shall fix a date for hearing the petition and shall advertise the notice of

the same in newspapers at lease 10 days before the date of hearing.
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(23) The Court shall sanction the scheme of demerger subject to the satisfaction of

the following conditions :

(a) That the whole of the scheme was annexed to the notice convening the

meeting;

(b) That the scheme has been approved by requisite majority;

(c) That the scheme causes as little hardship as possible to the employees;

(d) That the scheme should be genuine and bona fide and should not be

against the interest of the creditors, the company and the public interest.

The order of the Court shall be in Form No. 41 of the Companies (Court) Rules, 1959.

(24) A certified copy of the Court order shall be filed with the ROC within 30 days of

the order along with Form No. 21 of the Companies (Central Government’s)

General Rules and Forms, 1956. Further, a copy of the Court order shall be

annexed to every copy of the Memorandum of Association, issued after the

certified copy of the order has been filed with the ROC as aforesaid.

QUESTIONS :

Short Notes :

2006 - June [8] Write notes on the following :

(i) Tax relief available in the case of demerger to the shareholders of demerged

company. (4 marks)

2007 - June [8] Write notes on the following :

(iii) Reverse mergers. (4 marks)

(v) Spin off. (4 marks)

Ans:- (iii) Meger of healthy compnay into a loss making company.

(v) When a business unit operates as an independent business.

2007 - Dec [4] (b) Write short notes on the following :

(iii) Demerger by agreement (4 marks)

Distinguish Between :

2006 - Dec [7] (c) What is the difference in income-tax benefits of ‘demerger’ and ‘reverse

merger’ ? (4 marks)

2007 - Dec [4] (a) Distinguish between the following :

(iii) ‘Split-off’ and ‘Split-up’ (4 marks)

2008 - Dec [8] (a) Distinguish between the following :

(i) ‘Appointed date’ and ‘effective date’ (4 marks)
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Descriptive Questions :

2006 - June [1] {c} (b) Enumerate the steps to be taken to effectuate a scheme of demerger

(6 marks)

2006 - Dec [8] (c) What do you understand by ‘demerger’? (5 marks)

2007 - Dec [3] Comment on the following giving reason and case law, if any:

(v) Demerger can be carried out partially or completely. (4 marks)

Ans:- Yes.

2008 - June [1] {C} (c) (iii) “Demerger can be carried out partially or completely.” Do you

agree ? Give reason. (3 marks)

Practical Questions :

2004 - June [3] (b) Magnet Ltd., a listed company, has four divisions, each division is

engaged in different manufacturing activities. The Board of directors of the company desires

to examine as to whether each division could be hived off to four different companies

to be incorporated for the purpose. Prepare a note for consideration of the Board

stating the legal procedure involved in giving effect to the proposal and also indicate the

time frame for implementing the proposal. (7 marks)

Hint : Applicable Sections –– 235 to 251, 394.

2004 - Dec [6] (b) You are the company Secretary of Mangla Industries Ltd., a closely held

company which has three manufacturing divisions as follows :

(i) Paper manufacturing division;

(ii) Paper board manufacturing division; and

(iii) Paper machinery manufacturing division,

Paper machinery manufacturing division has run into problems and hence the management

desires to sell the division to the promoters of Hi-Tech Industries Ltd. whose core

activity is engineering. The management of your company wants to know the different

methods available for disposing of the division. Draft a suitable note. (5 marks)

Hint : Applicable Sections –– 293 (i) (a), 391 to 394.

2006 - June [7] (a) The shareholding of Winsome Ltd., a company in which the public are

not substantially interested, as on 31st March, 2005 ia as under :

Indian joint-venture partner 50%

Foriegn Joint - venture partner 50%

––––––

Total 100%

––––––
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The compnay has two distinct lines of business. It has a carry forward loss of Rs. 10 crore

as on 31st March, 2005 and it continues to incur losses. The management is desirous of

utilising the accumulated losses. Advise (6 marks)

Hint : Application Section –– 79 of Income Tax Act 1961.

2007 - June [4] (a) Glowmore Ltd., a listed company of which you are the Company

Secretary, is planning a demerger. You are requested to prepare a check-list to be followed

by company in process of demerger.

(10 marks)

2008 - June [1] {C} (a) Recently Swift Auto Ltd. has called a meeting of its shareholders

in pursuance of the order of the Hon’ble High Court of judicature at Mumbai for the purpose

of considering and, if thought fit, approving with or without modification(s), the scheme

of arrangement between Swift Auto Ltd., Swift Holdings & Investments Ltd. and Swift

Finserv Ltd. and their respective shareholders and creditors. In the explantory statement

under section 393, following terms have been mentioned. briefly explain them -

(i) The resultant company

(ii) Appointed date

(iii) Demerged company

(iv) Effective date

(v) Record date. (1 mark each)

Hint : (i) Applicable Section –– 2 (41A) of the Income-Tax Act, 1961.

(ii) Applicable Section –– 2 (19AAA) of the Income-Tax Act, 1961.
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STUDY - VIII

POST-MERGER REORGANIZATION

MEANING OF POST-MERGER REORGANIZATION :

Post merger reorganization is a wide term which enocompasses the reorganization of

each and every aspect of the company’s functional areas to achieve the objectives planned

and aimed at in takeover, merger, amalgamation or demerger. The parameters of post

merger reorganization are to be established by the management team of every

amalgamating company differently, depending upon its requirements, objectives of merger

and management corporate policy.

It has been observed that the lack of adequate efforts to integrate the purchased company

into the buyer’s existing operations is the main reason for the failure of number of mergers.

The real work begins only after the deal is put through. Therefore, where importance is

placed on whether it is a good idea to purchase a company and figure out the right price,

it is equalily essential to understand the target company with an eye to post-merger efforts.

MEASURING POST MERGER EFFICIENCY / POST MERGER

SUCCESS AND VALUATION :

The factors which are required to measure the success of any merger are briefly discussed

below :

(1) The earning performance of the merged company can be measured by return

on total assets and return on net worth.

(2) Whether the merged company yields larger net profit than before or a higher

return on total funds employed or the merged company is able to sustain the

increase in earnings.

(3) The capitilization of the merged company. Similarly, dividend rate and payouts

also determine its success or failure.

(4) Whether merged company is creating a larger business organization which

survives and provides a basis for growth.

(5) Comparison of the performance of the merged company with the performance

of similar sized company in the same business in respect of (i) sales, (ii) assets,

(iii) net profit, (iv) earning per share and (v) market price of share.

In general, growth in profit, dividend payouts, company’s history increase in size providing

base for future growth and the amount of relative benefits accruing to the interested or

associated companies are the factors which help in determining the success or failure of

a merged company.
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In addition to the above factors, a more specific consideratoin is required to be given to

factors like improved debtors realization, reduction in non-performing assets, improvement

due to economies of large scale production and application of superior management in

sources and resources available relating to finance, labour and materials.

MEASURING KEY INDICATORS / OBJECTIVES OF MERGERS

AND TAKEOVERS :

The main purpose of a merger or acquisition is to deliver the expected financial results

namely earnings and cash flows. However, there are certain other measures that serve as

key indicators and they also need to be measured. The indicators may be grouped as :

(1) Financial outcomes

(2) Component measures of these outcomes mainly revenues, cost, net working

capital and capital investments

(3) Organizational structure such as customers, employees and operations

In additional to this, mergers and acquisitions should also be appraised to determine

whether they are yielding the financial and strategic objectives so intended and are not

resulting in value leakage. There are broadly four possible objectives which are to be

achieved by the merger company. They are:

(1) Operating economies

(2) Financial economies

(3) Growth and diversification

(4) Managerial effectiveness

Operating Economies :

Whenever two or more firms combine, certain economies are likely to be realized as a

result of larger volume of operations resulting in economies of scale. These economies

may arise due to better utilization of production capacities, distribution network, engineering

services, research and development facilities and so on.

The operating economies (economies of seale) could be the maximum in the case of

horizontal mergers where intensive utilization of production capacities will result in benefits

for the merged firm. On the other hand, in the case of vertical mergers, the benefits will

accrue from better coordination of facilities, both backward and forward, reduction in

inventory levels and higher market power of the combined firms.

Financial Economies :

Merger of two or more firms brings about the following financial advantages for the merged

firm :

(i) Relief under the Income Tax Act : Under Section 72A of the Income Tax Act,

1961 carry forward and setting off of accumulated losses and unabsorbed

depreciation of the amalgamating company is allowed against the future profits

of the amalgamated company.
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(ii) Higher debt capacity : The merged firm would enjoy higher debt capacity

because combination of 2 or more firms provides greater stability to the earnings

level. A higher debt capacity, if utilized, could mean greater tax advantage for the

merged firm leading to higher value of the firm.

(iii) Reduction in Floatation Costs : Whenever the merged firm raises funds from

the market through public issue of shars or debentures, it can reduce the floatation

cost as compared to the similar amount being raised independently by the

merging firms.

Growth and Diversification :

Merger / amalgamation of two or more firms has been used as a dominant business

strategy to seek rapid growth and diversification. The merger includes the competitive

position of the merged firm as it can command and increased market share. It also offers

the special advantage because it enables the merged firm to leap several stages in the

process of expansion. The merged firm can also seek reduction in the risk levels through

diversification of the business operatgions.

Managerial Effectiveness :

Incompetency of management is the most important reason for firms becoming sick. If a

sick form is merged with another well managed firm, it will lead to better coordination of

human resources of both the firms. Managerial effectiveness can also bring substantial

gains to the merging firms if two well managed firms combine together to take advantage

of valuable human resources.

IMPLEMENTATION OF OBJECTIVES OF MERGER /

AMALGAMATION / KEY FACTORS REQUIRED TO BE

RECOGNIZED IN POST MERGER OR ACQUIRED COMPANY:

A key challenge in merger and acquisition is their effective implementation, as there are

chances that mergers and acquisitions may fail because of slow integration. The key is to

formulate in advance, the integration plans that can effectively accomplish the goals of the

merger and amalgamation process. To implement the objecitives of merger or acquisitions,

there are various factors, which are required to be reorganized in the post merger or

acquired company such as :

Legal Requirements :

Fulfillment of legal requirements in post merger reorganization of any amalgamating

company becomes essential for an effective and successful venture. The legal counsel of

the amalgamating company or its consultant would have to ensure that the company meets

its legal obligations in all related and requisite areas.

Combination of Operations :

Combination of operations of two companies requires proper planning for phased

transitions, extensive preparation and intensive training.
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Top Management Changes :

There is change at the Board as well as at the senior executives’ level. It is necessary to

adjust in suitable positions the top executives of the amalgamating company to create a

congenial environment and cohesive group leadership within the organization.

Management of Financial Resources :

It is important to revamp the financial resources of the company to ensure optimum

utilization of the financial resources available and the liquidity requirements.

Financial Restructuring :

Financial Restructuring becomes essential in post merger reorganization. Replacement

of costlier fundings by cheaper borrowings on a long and short-term basis as per

requirement is one of the several ways and means of financial restructuring for a company.

Rationalization of Labor Cost :

Post merger reorganization need retionalization of labor cost as it forms the primary factor

of prime cost of any product and service.

Production and marketing management :

With regard to the size of the company and its operational scale, its product mix should be

adjusted during post-merger period. Revamping of marketing strategy becomes essential,

which is accomplished on the basis of market surveys, and recommendations of marketing

experts. Princing policy also deserves attention for gaining competitive strength.

Corporate Planning and control :

Corporate planning and control techiques which are used by the units would also require

changes from traditional to modern control techniques.

Cultural Transition :

The most important is that of two different leadership and organizational cultures of hitherto

different organizations coalescing with one another. For smoothing this process careful

planning is required.

QUESTIONS :

Descriptive Questions :

2006 - June [1] {C} (a) Megers, demergers, takeovers or combinations or acquisitions

take place as a vehicle for achieving faster corporate growth. Discuss (8 marks)

2007 - Dec [3] Comment on the following giving reasons and case law, if any:

(iv) In post-meger scenario, the subsidiaries of the transferor company would become

subsidiaries of the transferee company and since they already hold shares

in the transferee company, their shareholding in post-merger scenario is not per

mitted by virtue of section 42. (4 marks)
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Hint : Applicable Case Law –– Ashim Investments Co.Ltd.

Ans:- U/S 42(3) of the Act, subsidiary company’s can hold shares but will not

have any voting rights.

2008 - June [6] (c) Briefly describe the factors which are required to measure the success

/ failure of a merger or acquisition. (5 marks)

2008 - June [7] (b) What are the common mistakes made by the corporates which lead

to pitfalls in merger and acquisitions? (6 marks)

2008 - Dec [6] (c) How can ‘post-meger efficiency’ be measured? Enumerate the main

parameters involved. (4 marks)

Practical Questions :

2009 - June [4] (a) Good Value Ltd. (GVL) is contemplating acquisition of Fair Value Ltd.

(FVL). GVl has 3,00,000 equity shares and FVL has 2,00,000 equity shares and the market

value of shares are Rs. 30 and Rs. 20 and EPS is Rs. 4 per share and Rs. 2.25 per

share respectively. It is proposed to give one share of GVL to the shareholder for their two

shares in FVl. Based on the above information, you are required to -

(i) calculate EPS after the merger / acquisition of the company; and

(ii) show the impact on EPS for the shareholders of both the companies

(5 marks)
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STUDY - IX

FINANCIAL RESTRUCTURING THROUGH

(BUY BACK OF SHARES)

LEGAL PROVISIONS [SECTIONS 77A, 77AA & 77B OF

THE COMPANIES ACT, 1956] :

Meaning :

A procedure which enables a company to go back to the holder of its shares / specified

securities and offer to purchase from them the shares / specified securities that they hold.

Prupose :

A company would opt for buy - back for the following reasons :-

(i) To improve shareholder value - Buy back generally results in higher earning per

share (E.P.S.)

(ii) As a defence mechanism - Buy back provides a safeguard against hostile

takeovers by increasing promoters’ holding.

(iii) To provide an additional exit route to shareholders when shares are undervalued

or thinly traded.

(iv) To return surplus cash to shareholders.

Comparison with old provisions :

Section 77(1) of the Companies Act, 1956 prohibits buy - back of shares, except in

pursuance of Sections 100 to 104 (Reduction of capital with the approval of the Court)

and Section 402 (Reduction of capital in pursuance of order of the CLB). Further, Section

77(2) also prohibits financing for purchases of own shares.

Thus, new provisions of buy - back introduced by Companies (Amendment) Act, 1999 by

inserting new Section s77A, 77AA & 77B in the Companies Act, 1956 override the existing

provisions of Section 77(1). However, provisions of finance for purchase of own shares

continues to be prohibited by Section 77(2).

Important Provisions [Section 77A] :

Following are the important provisions of Section 77A :-

(1) A company may purchase its own shares or other specified securities out of :

(i) its free reserves;

(ii) the securities premium account; or
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(iii) the proceeds of an earlier issue of shares or other specified securities.

However, no buy - back can be done out of proceeds of all earlier issue of

same kind of shares / securities.

(2) For buy - back purpose, the following conditions must be fulfilled :-

(i) Buy - back is authorized by the articles of association of the Company.

(ii) A company may, by a Board Resolution, buy - back up to 10% of the

aggregate of paid - up equity capital and free reserves. This Board

resolution must be passed at a Board Meeting only and not by circulation.

The said power of Board of Directors is, however, subject to the condition

they cannot go for further buy - back within a period of 365 days from the

date of preceding buy - back.

If the company wants to buy-back more than 10% of the aggregate of paid

up equity capital and free reserves but up to 25% of the aggregate of the

paid - up capital (equity & preference) and free reserves, then a Special

Resolution in the general meeting is required.

The aforesaid limits are to be applied to the amount required for buyback

of such shares / securities.

(iii) In the case of buy - back of equity shares only, the buy - back in any financial

year shall not exceed 25% of its total paid - up equity capital in that financial

year.

The aforesaid limit is to be applied to the number of shares to be bought

back.

(iv) After buy - back, the debt equity ratio shall be less than or equal to 2 i.e.,

the debt should not be more than twice the equity after buy - back. Here

‘debt’ means secured as well as unsecured debts; and ‘equity’ means

equity share capital and free reserves.

(v) All the shares or other specified securities for buy - back are fully paid-up.

(v) If company is listed, then SEBI (Buy-Back of Securiteis) Regulations, 1998

made by SEBI are complied with; and if the company is not listed, then

Private Limited Company and Unlisted Public Limited Company (Buy-

Back of Securities) Rules, 1999 made by Central Government are

complied with.

(3) The Companies will have to make full and complete disclosure of all material

facts in the notice of the meeting at which special resolution is proposed to be

passed. These disclosures will include the necessity for buy - back: the time limit

for completion of the buy - back; class of securities intended to be purchases;

and amount to be invested for buy - back.

(4) Every buy - back shall be completed within 12 months from the date of passing

the Special Resolution or Board Resolution, as the case may be. It the company

is not able to do so, then the reasons for such failure shall be disclosed in the

Directors’ Report. Further, in order to pursue the same buy - back, a fresh Board

Resolution or Special Resolution, as the case may be, will be required.
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(5) The buy - back may be --------------

(i) from the existing holders on a proportionate basis;

(ii) from the open market;

(iii) form the odd lots; or

(iv) from the employees of the company to whom shares / securities have

been issued under a shceme of stock potion or as sweat equity.

A company can implement buy - back by any of the aforesaid methods but, for a

single offer of buy - back, different methods of buy - back cannot be adopted.

(6) After passing the special resolution or board resolution and before making buy -

back, the company is required to file ‘a declaration of solvency’ in Form No. 4A

with the ROC and also with SEBI, if listed. This declaration of solvency shall be

signed by at least two directors of the company, one of whom shall be the

managing director, if any.

(7) The company shall extinguish and physically destroy the shares / securities bought

- back within 7 days of the last date of completion of buy - back.

(8) The company shall not make any issue of same shares / securities (including

rights shares) within a period of 6 months from the date of completion of buy -

back.

Exceptions are :-

(i) Bonus issue.

(ii) Conversion of warrants;

(iii) Stock option scheme;

(iv) Sweat equity; and

(v) Conversion of preference shares / debentures into equity shares.

(9) The Company shall maintain a register of shares / Securities bought - back in

Form No.4B, giving the followign details :-

(i) the consideration paid;

(ii) the date of cancellation;

(iii) the date of extinguishment and physical destruction; and

(iv) such other particulars as may be prescribed.

(10) After the completion of buy - back, the company shall file with the ROC and also

with SEBI, if listed, a return in Form No.4C containing such particulars as may

be prescribed, within 30 days of such completion.

(11) In case of default, the company or any officer of the company who is in default

shall be punishable with imprisonment for a term which may extend to 2 years or

with fine which may extend to Rs.50,000/- or with both.
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(12) Specified Securities = Employees stocks option or other securities as

may be notified by the Central Govt.

Shares = Equity shares and Preference Shares.

Free reserves = Reserves which are free for distribution as

dividend and securities premium account.

Transfer to Capital Redemption Reseve [Section 77AA] :

Where a company purchases its own shares out of free reserves then a sum equal to

nominal value of the share so purchases shall be transferred to the capital redemption

reserve account and details of such transfer shall be disclosed in the balance sheet.

Prohibitions on Buy-Back [Section 77B] :

Following are the important provisions of Section 77B :-

(1) No company shall, directly or indirectly, purchase its own shres or other specified

securities through any subsidiary or investment company.

(2) Further, a company is prohibited to buy back its own shares or other speciifed

securities, if it is defaulter in the following cases:-

(i) repayment of deposits or interest accrued thereon; or

(ii) redemption of debuntures . preference shares; or

(iii) payment of dividend; or

(iv) repayment of any term loan or interest payable threon to any financial

institution or bank.

(3) Also, a company shall not buy - back its shares or other specified securities if

the company has not complied with the provisions of Sections 159, 207 and 211

i.e., when it has failed to file the annural return with the Registrar of Companies;

or failed to pay dividend within 30 days from the date of declaration; or failed to

prepare the balance sheet and profit and loss account as per requirements of

Schedule VI.

Important Case Laws :

I. In the case of Union of India v. Sterlite Industries (India) Ltd., the Court observed

that the non-obstante clause in Section 77A, namely “Notwithstanding anything

contained in this Act..........” means that notwithstanding the provisions of Section

77 and Sections 100 to 104, the company can buy-back its shares subject to

compliance with the conditions mentioned in Section 77A without approaching

the Court under Sections 100 to 104 or Sections 391. Therefore, Section 77A is

an enabling provision and the Court’s power under Sections 100 to 104 and

Section 391are not in any way curtailed or affected.

The Provisions of Section 77A are applicable only to buy-back of securities under

Section 77A and the conditions applicable to Section 100 to 104 and Section

391 cannot be imported into or made applicable to buy-back of securities under

Section 77A. Similarly, the conditions for buy-back of securities under Section

77A cannot be applied to a scheme under Sections 100 to 104 and Section

391, as the two operate in different fields.
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II. In the case of Gurmit Singh v. Polymers Papers Ltd., it was held that Seciton 77A

has no application in a case where the CLB exercises its powers under Section

402. Thus, the powers of the CLB to pass an order directing a company to

purchase its own shares in terms of Section 402 are not curtailed by the provision

of Section 77A. Moreover, Section 402 empowers the CLB to direct purchase

of shares of a member not only by the company but even by other members.

PROCEDURE FOR BUY-BACK OF SECURITIES BY A LISTED

COMPANY [SECTIONS 77A, 77AA & 77B OF THE COMPANIES

ACT, 1956 READ WITH SEBI (BUY-BACK OF SECURITIES)

REGULATION, 1998]:

Amendment of Articles of Associatoin :

Where articles do not contain a provision authorizing buy-back, they should be first amended

by passing a special resolution in the general meeting.

Filing of Board Resolution :

Where the buy-back is pursuant to Board’s Approval, a copy of the Board Resolution,

authorizing. Buy-back, shall be filed by the company with SEBI and the Stock Exchange(s),

where the securities of the company are listed, within 2 days of the date of passing of the

resolution.

Approval of Shareholders by Postal Bollot :

Where the buy-back is pursuant to Shareholder’s Approval, the company shall seek the

approval of shareholders for buy-back by way of special resolution only by postal ballot.

The comapny shall file a certified true copy of the special resolution, authorizing the buyback,

with the Registrar of Companies, SEBI and the Stock Exchange(s), where the

securities of the company are listed, within 7 days of the date of passing of the resolution.

Explanatory Statement :

An explanatory statement containing full and complete disclosure of all the material facts

and the disclosures, as prescribed in Schedule I to the Regulations, shall be annexed to

the notice, where the buy-back is pursuant to shareholders’ approval.

Nomination of Compliance Officer :

The company shall nominate a compliance officer for ensuring compliance of the provisions

of the Act, the Regulations, Listing Agreement and any other applicable laws. Relating to

buy-back of securities and to redress the grievances of the investors.

The compliance officer shall be appointed as per the provisions of Section 5(1) of the

Companies Act, 1956. The name, telephone no., fax no. and e-mail ID of the compliance

officer shall be given in public announcement and letter of offer.
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Investor Service Centre :

The company shall appoint a merchant banker. Such appointment shall be made before

the public announcement of buy-back of securities.

Buy-Back Through Tender Offer :

A listed company may buy-back its securities from existing securityholders on a

proportionate basis through the tender offer.

In this method, promoters are permitted to offer their securities for buy-back provided

adequate disclosures are made in the explanatory statement and letter of offer.

Following are the important steps in this method :

Public Notice : Where a company is authorized to buy-back its securities by way of

Board Resolution, it shall, within 2 days of passing the Board Resolution but before making

the public announcement for buy-back, give a public notice in at least one English, Hindi

and Regional Language Newspaper. Such public notice shall contain the particulars

specified in Schedule I to the Regulations.

Public Announcement : The company, after it has been authorized to buy-back but at

least 7 days before the commencement of buy-back, shall make a public announcement

in this regard in at least one English, Hindi and Regional Language Newspaper. Such

public announcement shall contain the particulars specified in Schedule II to the

Regulations.

Specified Date : The Board shall determine a particular date as the specified date and

mention the same in the public announcement for the purpose of dispatch of letter of offer

to the securityholders. Such specified date should not be earlier than 30 days and not

later than 42 days from the date of the public announcement.

Filing of Letter of Offer and Declaration of Solvency to SEBI & ROC : A draft letter of

offer, along with the fees prescribed in Schedule IV to the Regulations, shall be filed with

the SEBI through a merchant banker, within 7 working days of the public announcement

and at least 21 days before dispatch of the letter of offer to the securityholders. The draft

letter of offer shall include the particulars specified in Schedule III to the Regulations. A

declaration of Solvency in the prescribed Form No.4A shall also be filed with the SEBI

along with the draft letter of offer.

The aforesaid documents shall also be filed with the Registar of Companies simultaneously.

If SEBI specifies any modification in the draft letter of offer within 21 days from the date of

submission, the merchant banker and the company shall carry out such modification before

the letter of offer is dispatched to the securityholders.

Despatch of Letter of Offer to Securityholders : The company shall dispatch the letter

of offer to the securityholders only after 21 days from submission of the draft letter of offer

to SEBI and it should reach the securityholders before the issue opens. For this purpose,

the company shall ensure that all the letters of offer are dispatched at least 48 hours before

the offer opens.
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Opening and Closing of Offer : The date of opening of the offer should not be earlier

than 7 days and not later than 30 days from the specified date.

The offer should remain open for a period of not less than 15 days and not more than 30

days from the date of despatch of letter of to the security holders.

Escrow Account : Escrow Account is an account opened by an obligator in a bank in

which money payable under the obligation is credited, but the operation of the account is

lift with a third party.

The company shall open an Escrow Account with a Scheduled Commercial Bank on or

before the date of opening of offer. The company shall deposit therein a specified amount

as and by way of security for due performance of its obligations arising out of buy-back

offer.

The specified sum to be deposited in the Escrow Account is as follows:

_ Where the consideration payable for buy-back does not exceed Rs.100 crores

- 25% of the consideration payable;

_ Where the consideration payable for buy-back exceeds Rs.100 crores - 25%

of Rs.100 crores consideration and 10% of the balance of the consideration

payable.

Submission of Tender Offer : The security holders shall submit their tender / offer form.

They should submit separate tender / offer forms for each of his folios or each of the

depository accounts.

Special Depository Account: For shares tendered in dematerialisation mode, the

company shall open a Special Depository Account through the Registrar to the Offer.

Special Bank Account: The company shall open a special bank account with the Banker

to the Issue.

The special account shall be opened immediately after the date of closure of the offer.

Such amount as would together with the amount lying in a escrow account make up the

entire sum due and payable as consideration for buy-back of securities shall be deposited

in such account at the time of opening of the account. For the purpose of deposit in such

account, the amount lying in the escrow account may be transferred to such special bank

account.

Verification of Offer : The company shall complete the verification of the offers received

within 15 days of the closure of the offer.

Acceptance of Securities on Proportionate Basis : Where the number of securities

offered by the holders is more than the total number of securities to be bought back by the

company, the acceptance shall be on a proportionate basis, related to the number of

securites offered per security holder.
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Payment of Consideration : The payment for buy-back of securites shall be made within

7 days from the date of completion of verification of offers, as mentioned in the letter of

offer.

Extinguishment of Security Certificates : The company shall extinguish and physically

destroy the security certificates so bought back in the presence of the Registrar to the

Issue / Merchant Banker and the Statutory Auditors of the Company, within 7 days from the

date of acceptance of securities.

Certificate of Extinguishment : The company shall furnish a certificate to SEBI and the

Stock Exchange(s), certifying the compliance of the Regulation relating to extinguishments

of certificates, within 7 days of extinguishments and destruction of the certificates.

Such certificate shall be duly verified by the Registrar to the Issue / Merchant Banker; the

Statutory Auditors of the company; and two Whole-time Directors of the Company including

the Managing Director.

Public Advertisement - Post Buy-Back : The company shall issue a public

advertisement in a national daily, giving the details of buy-back, within 2 days of completion

of buy-back.

Register of Buy-Back : The Company shall prepare a register of securities boughtback

in Form No. 4B.

Return of Buy-Back : The company shall file a return in Form No. 4C with the ROC and

SEBI, within 30 days of completion of buy-back.

Buy-Back through Stock Exchange :

A company can buy-back its securities from the open market through stock exchanges.

In this method, promoters are not permitted to offer their securities for buy-back.

Following are the important steps in this method :

(1) The special resolution or the Board Resolution passed for buy-back shall specify

the maximum price at which the buy-back shall be made.

(2) Buy-back shall be made only through those stock exchanges which have

electronic trading facility.

(3) The company shall appoint a merchant banker.

(4) The company shall make a public announcement, as provided in the case of

buy-back through tender offer. The public announcement shall also contain the

disclosures regarding details of the Stock-Brokers and the Stock Exchanges

through which the buy-back of securities will be made. The public announcement

should be made at least 7 days prior to the commencement of buy-back. A copy

of the public announcement shall be filed with the SEBI within 2 days of such

announcement along with the fees specified in Schedule V to the Regulations.
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(5) The company and its merchant banker shall give information to the stock

exchanges on dialy basis regarding the securities purchased for buy-back and

such information shall be published in a national daily.

(6) The company shall buy back its securities only through the order matching

mechanism, except ‘all or none’ order matching system.

(7) The securities bought back by the company may not be at a uniform price.

(8) The company shall pay the consideration to the stock-brokers on every settlement

date of payment.

(9) The company shall complete the verification of acceptances within 15 days from

the date of payment.

(10) The company shall extinguish the securities certificates within 7 days from the

date of completion of buy-back. The Procedure for the extinguishments of

certificates and filing of compliance certificate shall be followed in the same

manner as in buy-back through tender offer.

Buy-Back through Book-Building :

A company can buy-back its securities from the open market through book-building.

In this method, promoters are permitted to offer their securities for buy-back provided

adequate disclosures are made in the explanatory statement and letter of offer.

Following are the important steps in this method :

(1) The special resolution or the Board Resolution passed for buy-back shall speficy

the maximum price at which the buy-back shall be made. In case of Board

Resolution, a public notice shall be given and it shall contain the disclosures as

specified in Schedule-I to the Regulations.

(2) The book-building process shall be conducted through an electronically linked

transparent facility and all bidding centers, the number of which should not be

less than 30, should have at least one electronically linked computer.

(3) The company shall appoint a merchant banker.

(4) The company shall make a public announcement, as provided in the case of

buy-back through tender offer. The public announcement shall also contain the

disclosures relating to the detailed methodology of the book-building process.

The public announcement should be made at least 7 days prior to the

commencement of buy-back. A copy of the public announcement shall be filed

with the SEBI within 2 days of such announcement along with the fees specified

in Schedule V to the Regulations.

(5) The company shall open an escrow account as in the manner prescribed for

buy-back through tender offer. However, the amount to be deposited in the escrow

account shall be determined with reference to the maximum price specified in

the public announcement. The deposit in the escrow account shall be made before

the date of the public announcement.
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(6) The offer for buy-back shall remain to securityholders for not less than 15 days

and not more than 30 days.

(7) Securityholders may indicate number of securities that they are willing to tender

at a certain price and number of securities that they are willing to tender at the

‘cut-off price’.

(8) In arriving at the final buy-back price, the book position is built up from the vaild

bids received at the minimum of the offer price range. The final buy-back price

shall be determined by the company, in consultation with manager to the offer,

which shall not be lower than the minimum of the range. The final buy-back price

will be the price applicable to the securityholders whose bids have been

accepted.

(9) If the securities tendered by the securityholders at the price at which the final

buy-back price has been arrived at exceeds the total number of securities offered

to be bought back by the company, the bids shall be accepted by the compnay in

consultation with the manager to the offer as per the pre-determined formula.

(10) The procedure for verification of acceptances, opening of a special account,

payment of consideration and extinguishments of security certificates shall be

followed in the same manner as is prescribed in the case of buy-back through

tender offer.

Buy-Back from Odd-Lot Holders :

A company can buy-back its securities from odd-lot holders.

The provisions applicable to buy-back of securities through tender offer shall also be

applicable to buy-back of securities from the holders of odd-lot securities.

PROCEDURE FOR BUY-BACK OF SECURITIES BY AN

UNLISTED COMPANY [SECTIONS 77A, 77AA & 77B OF

THE COMPANIES ACT, 1956 READ WITH PRIVATE LIMITED

COMPANY AND UNLISTED PUBLIC LIMITED COMPANY (BUYBACK

OF SECURITIES) RULES, 1999] :

Methods of Buy-Back :

A comapny may buy-back its securities by either of the following methods:

_ from the existing shareholders on a proportionate basis through private offer;

_ by purchasing the securities from the employees of the company to whom

securities have been issued under a scheme of stock option or as sweat equity.
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Explanatory Statement :

An explanatory statement containing full and complete disclosure of all the material facts

and the disclosures, as prescribed in Schedule-I to the Rules, shall be annexed to the

notice, where the buy-back is pursuant to shareholders’ approval.

Letter of Offer and Declaration of Solvency :

After passing the special resolution or board resolution and before making buy-back, the

company is required to file a ‘letter of offer’ containing the particulars prescribed in

Schedule-II to the Rules along with ‘declaration of solvency’ in Form No.4A with the Registrar

of Companies.

Despatch of Letter of Offer to Securityholders :

The company shall despatch the letter of offer to the securityholders only after filing it with

the Registrar of Companies but not later than 21 days from the date of filing with it.

Opening and Closing of Offer :

The offer should remain open for a period of not less than 15 days and not more than 30

days from the date of despatch of letter of to the security holders.

Special Bank Account :

The company shall open a special bank account with a Scheduled Bank for payment to

securityholders immediately after the date of closure of the offer. The entire sum due and

payable as consideration for buy-back shall be deposited in such account at the time of

opening of the account.

Verification of Offer :

The company shall complete the verification of the offers received within 15 days of the

closure of the offer.

Acceptance of Securities on Proportionate Basis :

Where the number of securities offered by the holders is more than the total number of

securities to be bought back by the company, the acceptance shall be on a proportionate

basis, related to the number of securities offered per securityhoder.

Payment of Consideration :

The payment of buy-back of securities shall be made within 7 days from the date of

completion of verification of offers, as mentioned in the letter of offer.
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Extinguishment of Security Certificates :

The company shall extinguish and physically destroy the security certificates so bought

back in the presence of a Practising Company Secretary, within 7 days from the date of

acceptance of securities.

Certificate of Extinguishment :

The company shall furnish a certificate to the Registrar of Companies, certifying the

compliance of the Rules including the compliance relating to extinguishment of certificates,

within 7 days of extinguishments and destruction of the certificates. Such certificate shall

be duly verified by a Practising Company Secretary and two Whole-time Directors of the

Company including the Managing Director.

Register of Buy-Back & of Buy- Back :

The Company shall prepare a register of securities bought-back in Form No.4B and shall

file a return in Form No.4C with the ROC, within 30 days of completion of buy-back.

QUESTIONS :

Descriptive Questions :

2006 - June [2] (b) What are the obligations of a company after the annoucement of buyback

of securities. (4 marks)

2006 - Dec [5] (a) What are the disclosures to be made in the letter of offer for buy-back?

(4 marks)

2006 - Dec [8] (a) Draft a special resolution for approving buy-back of company’s own

securities. (6 marks)

2006 - Dec [4] (b) Richie Rich Ltd. desires to purchase its own shares through its whollyowned

subsidiary Wealthy Ltd. Discuss. (5 marks)

2007 - Dec [1] {C} (a) Describe ‘financial restructuring’. What steps may be taken in

case of under-capitalisation and over-capitalisation ? (6 marks)

2009 - June [1] {C} (c) Explain the provisions relating to buy-back of shares through

book-builiding route. (5 marks)

2009 - June [2] (a) Reduction of capital is one of the modes of re-organisation of capital

structure of the company and to a certain extent it can be done without the sanction of the

court. Explian with relevant provisions of law. (7 marks)

2009 - June [3] (a) In a buy-back of securities, a company has to pay stamp duty under

the Indian Stamp Act, 1899 for physical shares. Do you agree? Explain (5 marks)
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Practical Questions :

2005 - June [1] {C} (b) Infocraft Ltd., a listed company, has the following balance sheet as

at 31st March,2004 :

Source of Funds Rs. In lakhs

Share Capital 5,000

Reserves and surplus

Share Premium 1,000

General reserve 5,000

Profit and loss account 500

Capital reserve 4,000

Revaluation reserve 1,000

Subsidy reserve 1,000

Debenture redemption reserve 2,000

Foreign project reserve 300

Investment allowance reserve 1,000

Investment allowance (utilised) reserve 700

Capital redemption reserve 800 17,300

––––– ––––––

Total shareholders fund (A) 22,300

––––––

14.5% Debentures 8,000

15% Term loans 4,000

––––––

Total loan fund (B) 12,000

––––––

Total funds (A+B) 34,300

––––––

Application of Funds Rs. in Lakhs

Net fixed block 22,000

Investments 3,000

Net currrent assets 9,000

Miscellaneous expenditure 300

––––––

Total applications 34,300

––––––

The Board of directors of the company proposes to buy-back the company’s shares from

its shareholders at a price of Rs. 50 per share. You are required to prepare a note for

consideration of the Board of directors indicating ––

(i) the applicable legal provisions; and

(ii) the computation of the quantum of share capital which can be bought back.

(10 marks)

Hint :

Computation of Quantum of Buy back
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Amount (Rs. in lacs)

Free Reserves

Share Premium 1,000

General Reserve 5,000

Profit & loss account 500

Capital Reserve 4,000

Investment Allowance (utilised) reserve 700

Total 11,200

Share Capital 5.000

Total 16,200

25 % of Free reserve and paid-up capital 4,050

25% of Equity share capital 1,250

Therefore the buy-back during the year 2004-05 should not exceed Rs. 4,050 lacs.

However the buy-back of equity shares (assuming the share capital given, of equity

only) should not exceed Rs. 1,250 lacs.

2005 - Dec [1] {C} (b) Amar Ltd. proposed a scheme of arrangement with its shareholders

for the purpose of buying-back the small lot of shares held in physical form. The scheme

was approved by majority of shareholders. However, the Registrar of Companies, representing

the Central Goverment, raised an objection that the purpose of the scheme is to

buy-back the shares and as such the company ought to have followed the provisions of

Section 77 A. Discuss is the light of judicial pronouncements. (8 marks)

Hint : Applicable Sections –– 391 and 77 A, 402, Case Laws –– TCL Industries

Ltd., (2004), Union of India v. Sterlite industries (India) Ltd. (2003);

Himachal telematics Ltd. v. Himachal Futuristic Communications Ltd.

(1996); Gurnit Singh v. Polymer Papers ltd. (2003).

Ans:- The objection of registrar is not tenable as Sec 391 and Sec 77 R are

independent of each other.

2006 - June [2] (a) Gem Ltd., a listed company of which you are the company secretary,

is planning to buy-back its shares through book building process. You are required to

prepare an activity chart for carrying out the whole process with time to be involved in the

process. (8 marks)

2007 - Dec [2] Gemini copper Ltd. is a public limited company in which Government of

India holds 99.4% equity and remaining equity is held by public including financial institutions,

banks and public at large.The company is into the business of copper mining and

manufacturing various copper products with huge potential due to incresed global demand

copper at good price. Company was runnig into losses for the last couple of years

and its net worth got eroded substanitially up till the close of financial year ended on 31st

March, 2007. Following is the balace sheet of the company as on 31st March, 2007 :
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Liabilities Rs. In Crores Assets Rs. In Crores

Equity share capital 800 Fixed assets 350

Preference shares (Subscribed Current Assets :

by Central Govt.) 180 Loans and advances 100

Loan (Given By Central Govt.) 50 Profit and loss account 630

Current liabilities and provisions 50

––––– –––––

1,080 1,080

––––– –––––

In the current year, the company is doing exceedingly well and hopes to continue profitable

performance in years to come due to all round increased demand and price of copper.

This company is the only company in the country to have copper mines.

To accelerate improved financial performance and to increase shareholders’ value the

company is planning to expand its mining operations substantially and for that to invite

technical-cum-financial partners from overseas market to meet funds requirement and

technical support.

The shares of the company are listed in Indian stock market and ruling price per shares is

about Rs. 100 of Rs. 10 face value share. Due to huge mining potential and huge copper

reserves in the mines, the company is not willing to offer the share to financial partner at

current market price but wants to charge a very high premium. Due to huge losses in the

balance sheet, it is not possible for the company to approach the foreign investors for a

premium issue, which may be overcome by financial restructuring as per the advice of the

merchant banker. The Board of directors of the company is willing to appoint you as financial

adviser to give road map to the Board of directors. In this regard, answer the following

questions –

(i) How will the financial restructuring be possible ?

(ii) Would the Government be able to maintain its market capitalisation ?

(iii) Do you think that market price of shares shall fall after restructuring ?

(iv) If the company has to mobilise Rs. 3,000 crore more after restructuting. What

possible ways you would suggest for the same and at what premium ?

(4 marks each)

Ans :- (i) Losses has to removed Rs. 480 crores may be used to write of losses.

(ii) Preference Share Capital & Government Loan can be converted into

equity as a premium. (iii) No. Because of profitability and huge hidden

wealth of the company. (iv) Company may go for ECB, convertable bonds

and ADRs / GDRs.
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2007 - Dec [6] (a) In october, 2006, OCL., a listed company, made a rights issue of 18

lakh zero coupon convertible debentures (ZCCD) to the shareholders of the company. As

per the terms of offer, each ZCCD was automatically and compulsorily converted into one

equity share of Rs. 10 on 1st January, 2007. Further each ZCCD had one detachable

warrant attached thereto which entitles the holder thereof to apply for and seek allotment

of one equity share of the company. The company now proposed that an offer be made to

the warrantholders for buy-back of the entire 18,00,000 warrants. In light of above case,

answer the following questions confirmed to section 77A and the SEBI ( Buy-back of

Securities) Regulations, 1998.

(i) Whether the provisions of section 77A will be applicable to buy-back of warrants

(4 marks)

(ii) Whether the provisi ons of the SEBI (Buy-back of Securities) Regulations.

1998 will be applicable to the proposed buy-back of warrants ?

(3 marks)

(iii) Are partly paid-up securities eligible for buy-back ? (3 marks)

Ans :- (i) U/S 77 A, ‘ securities ‘ is not defined. No notification has been made

by Govt., buy backs of warrants are not covered. (ii) Not applicable. (iii)

As per 77 A (2) (e) of the Act, securities must, be fully paid - up.
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STUDY - X

REVIVAL AND RESTRUCTURING OF

SICK COMPANIES

INTRODUCTION :

In the late 70’s and early 80’s number of industrial companies were facing the financial

problems, steps were taken to revive them but they could not be revived because of

multiplicity and complexity of laws. Even in number of cases where management of

industrial undertaking were taken over by the government under Section 18A, 18AA and

18FA of IDRA, they could not be revived and, hence, were forced to be wound up.

Thus, it was thought that there should be a special law relating to sick companies, which

can timely detect the sickness and take the appropriate corrective measures. In this

backgournd, Sick INdustrial Companies (Special Provisions) Act, 1985 was enacted and

this Act has the overriding effect over all the existing laws, so that whenever an industrial

company becomes a sick industrial company, it need not comply with number of laws and

whenever there is a conflict between the provisions of any law and SICA, the sick company

can ignore the provisions of other laws and comply with the provisons of SICA only.

SICA provides for the establishment of Board for Industrial and Financial Reconstruction

(BIFR) and its Appellate Authority i.e., Appellate Authority for Industrial and Financial

Reconstruction, which are the regulatory authorities for sick companies.

PURPOSE / OBJECTIVE OF THE ACT :

Following are the principle objectives of SICA :

(1) To evaluate the techno-economic viability of the sick companies and either

rehabilitate them, if possible, or close them, if not possible.

(2) To stop continued dram of public and private resources in the interest of the

economy of our country.

(3) To protect employment as far as practicable.

REPEALMENT OF SICA AND REASONS FOR THE SAME :

The overall experience of SICA has not been good. There are number of reasons for the

same. Firstly, the authorities i.e., BIFR and AAIFR have not been very effective in pursuing

the objectives of SICA. Secondly, the approach of industrialists in respect of sick companies

is not very constructive. No company can be revived without the support and bona fide

intention of the company management. Thirdly, there is one sectoin i.e., Section 22 in

SICA which gives the overriding effect to BIFR over other authorities. The purpose of this

section is to provide certain protection to sick companies. However, it has been misused

to a large extent.
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In light of the above, SICA has been repealed by the Parliament by Sick Industrial

Companies (Special Provisions) Repeal Act, 2003. Parliament has also passed

Companeis (Second Amendment) Act, 2002 which has inserted Part VI A, consisting of

sections 424A to 424L, in the Companies ACt, 1956, which contains the provisions relating

to sick companies. The effect of the aforesaid Repeal Act and Amendment Act is that the

SICA shall be repealed and Part VI A of the Companies Act shall take its place. Further,

the existing aurhtorities i.e., the BIFR and AAIFR under SICA shall be dissolved and the

new authorities called National Company Law Tribunal (NCIL) and National Company

Law Appellate Tribunal (NCLAT) to be constituted under the Companies Act, shall take

their place.

It may be noted that the aforesaid Amendment Act and Repeal Act, although passed by

the Parliament, has not come into force till date, because Central Government is not able

to constitute the NCLT. One of the stumbling blocks in this process is the decision given by

the Madras High Court in the case of R.Gandhi v. Union of India. In this case, certain

provisions in respect of NCLT have been declared as unconstitutional and invalid. Following

are some of the provisions which have been held as invalid :

(1) Mere 3 years tenure of the members of the tribunal;

(2) Knowledge of science, technology, industry, marketing, administration is sufficient

to qualify a person to become member of NCLT, without any knowledge of

company law.

Thus, Hon’ble Madras High Court has stayed the constitution of NCLT. The Central

Government has appealed to the Supreme Court against the above decision of the Madras

High Court. The Supreme Court has asked the Central Government to state what changes

government proposes to make, to enable the Supreme Court to pass the appropirate

orders.

PROVISIONS OF SICK INDUSTRIAL COMPANIES (SPECIAL

PROVISIONS) ACT, 1985 :

According to Section 3(1)(o) of Sick Industiral Companies (Special Provisions) Act, 1985

(in short “SICA”), Sick Industrial Company means “an industrial company (being a company

registered for not less than 5 years) which has at the end of any financial year accumulated

losses equal to or exceeding its entire net worth”

The following conditions must be fulfilled by a company to be considered as a sick company

under the SICA :-

(1) It should be an industrial company : Industrial Company means a company,

which owns one or more industrial undertaking. Industrial Undertaking means an

undertaking related to Scheduled Industry under IDRA, not being an ancillary or

small - scale industiral undertaking.

(2) It should be registered for 5 years or more.
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(3) The company has accumulated losses equal to or exceeding its net worth

at the end of any financial year : ‘Net worth’ means the sum total of paid - up

capital and free reserves. ‘Free reserves’ means all reserves credited out of the

profits and share premium account. Reserves credited out of revaluation of

assets, write - back depreciation provisions and amalgamation are to be

excluded.

Causes of Sickness :

The reasons for industrial sickness differ from industry to industry and within given industry

from unit to unit. Basically, these can be divided into two categories :

(1) Internal Causes

(2) External Causes

Internal Causes : It refers to factors, which are related to the function of a given unit and

within the control of the unit itself. These factors may be grouped as under :-

(a) underestimation of the project cost;

(b) absence of the availability of the critical information having a vital bearing on the

project;

(c) delayed implementation / escalation of cost;

(d) inadequate management;

(e) sub-optimal plant . utilization;

( f) poor quality of staff management;

(g) one-man rule;

(h) lack of management depth;

( i) poor industrial relations;

( j) bureaucratic management.

External Causes : It refers to those environmental and structural factors which are outside

the control of given industry or given unit as such. Broadly, it includes the following :-

(a) adverse govenment policy / competitors;

(b) recession / economic conditions;

(c) competition from market / competitors;

(d) shortage of inputs;

(e) management succession problems;

( f) regional phenomena including local environmental factor;

(g) when sickness is an industry - wise phenomena;

(h) technological changes;

( i) power cuts;

( j) delayed financial assistance.
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Reference by Board of Directors of a Sick Company to BIFR [Sec. 15(1)] :

The Board of directors of a sick industrial company must, within 60 days from the date of

finalisation of the duly audited accounts of the company for the financial year at the end of

the receipt of consent, the Board may give its approval to the scheme and scheme will be

binding on all concerned from the date of approval.

Appeal against BIFR Order [Sec. 25] :

Any party aggrieved by an order of the BIFR may appeal against the order to the Appellate

Authority within 45 days from the date of reciept of copy of the order from the Board. On

sufficient cause shown, the Appellate Authority may extend this period to a further period

not exceeding 15 days.

Upon the receipt of application, the Appellate Authority, after providing sufficient opportunity

to the appellants to be heard, shall conduct enquiry in the manner it feels necessary and

accordingly confirm, modify, set aside the order or remand the matter to the Board for

fresh consideration.

Penalty for Non-Compliance [Sec. 33 & 34] :

All persons who violate the provisions of the Act or any scheme or order of Board or order

of Appellate Authority or make false statements to or give false proof before Board /

Appellate Authority, are liable to punishment with imprisonment upto a maximum term of 3

years and shall also be liable to fine.

In the case of non-compliance by a company, every person who, at the time of noncompliance,

was in-charge of, and was responsible to the company for the conduct of

business of the company, as well as the company, is deemed to be guilty of the offence

and liable to proceeded against and punished.

Protection to Sick Industrial Companies [Sec. 22] :

No proceedings for the winding up of the sick industrial company or for execution, distress

or the like against any of the properties of the sick industrial company, or for the appointment

of a receiver, suit for the recovery of money, enforcement of any security against the

company or of any guarantee in respect of any loans or advance granted can be instituted,

except with the consent of the Board or Appellate Authority, as the case may be. [Sec.22(1)].

In the case of taken over or change of management of a sick industrial company, in

pursuance of a sanctioned scheme u/s 18, the resolution passed at any meeting of the

shareholders or appointment of any person as director by such company has no effect,

unless approved by BIFR [Sec.22(2)].

Where an enquiry u/s 16 is pending or any scheme referred to in Section 17 is under

process or during the period that Board may suspend or allow enforcement with

modifications any or all of the contracts, assurance of property settlements, awards,

standing orders to which a sick industrial company is a party for a period not exceeding 2

years. However, it can be extended by one year at a time and that the total period not to

exceed seven years in aggregate [Sec.22(3)].
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Further, BIFR may direct the sick company not to sell / dispose of its assets without the

consent of the BIFR.

Provisions of Sec. 22 override the provisions contained in the Companies Act, 1956 or

any other law or memorandum and articles of association or any instrument having effect

under the said Act or other law.

In Gear Enterprises v Mafatlal Engineering Industries Ltd., wherein the creditors of Maftala

Ltd., filed a winding up petition without the approval of BIFR, the Bombay High Court held

that where the reference was already made to the BIFR and declaration made as a sick

industrial company by the Board, then the prior consent of the Board for the institution of

specified legal recourse is mandatory.

Thus, it is mandatory to obtain prior consent of BIFR for the institution of specified legal

recourse as per the provisions of Sec.22.

Potentially Sick Industrial Companies :

A potentially sick company means a company whose “peak net woth” has been eroded by

50% or more as at the end of any financial year during the immediately preceding four

financial years.

If a company has become a potentially sick company, then the Board of Directos must

within 60 days from the date of finalisation of the duly audited accounts for the relevant

financial year :

— report to the BIFR in Form ‘C’ about the fact of such erosion.

— hold shareholders’ meeting for considering such erosion.

The Board of directors of such company must send a report as to such erosion and the

causes for such erosion to every shareholder at least 21 days before the date of the

meeting.

CESS :

Section 441A provides that there shall be levied and collected on every company, for the

purposes of rehabilitation on revival or protection of the assets of the sick industrial

companies, a levy by way of cess. It shall not be less than 0.005% and not more than 0.1%

of the value of the annual turnover of the company or its annual gross receipt, whichever is

more, as may be specified by the Central Government from time to time. Every company

shall pay to the Central Government the aforesaid cess within 2 months from the close of

every financial year.

Section 441B provides that the proceeds of the cess levied and collected under section

441A shall first be credited to the Consolidated Fund of India and then it will be transferred

to the Rehabilitation and Revival Fund, set up under section 441C, on the basis of

appropriation made by the Parliament.
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REHABILITATION AND REVIVAL FUND:

Section 441C provides that a Rehabilitation and Revival Fund shall be formed for the

purposed of rehabilitation of revival or protection of assets of a sick industiral company.

The following shall be credited to the aforesaid Fund :

(a) All amounts paid under Section 441B i.e., as appropriated by Parliament.

(b) Any amount given as grants by the Central Government for the purposes of this

Fund.

(c) Any amount given to the Fund from any other source.

(d) Any income from investment of the amount in the Fund.

(e) Amount refunded by the company under Section 441G.

Section 441D provides that the aforesaid Fund shall be under the control of NCLT. It shall

be utilized for any of the following purposes as the NCLT considers necessary:

(a) Making interim payment of workmen’s dues pending the revival or rehabilitation

of the sick industrial company;

(b) Payment of workmen’s dues, when the sick industrial company goes in winding

up;

(c) Protection of assets of the sick industrial company;

(d) Revival or rehabilitation of the sick industrial company.

DIFFERENTIAL POINTS BETWEEN SICA AND PART VIA :

(1) According to Sectoin 22(1) of SICA, when an inquiry was pending or scheme

was under preparation or implementation or where an appeal with AAIFR was

pending, legal proceedings were to be suspended thereby providing protection

to sick industrial company against suit for recovery of money execution against

property of company or winding up proceedings. However, this protection is not

available under the Companies Act.

(2) The provisions of SICA were overriding i.e., prevailed over all other laws, except

FEMA and Urban Land Ceiling Act. However, Part VI A of the Companies Act

has no overriding effect and the formalities and procedures as required under

Companies Act and other laws have to be completed.

(3) A cess is required to be paid by all companies which will be used towards

‘Rehabilitation and Revival Fund’ to be utilized for the benefit of sick industiral

companies and be at disposal of Tribunnal. No such concept under SICA.

QUESTIONS :

Short Notes:

2007 - June [8] Write notes on the following :

(i) Rehabilitation and revival fund. (4 marks)

Ans:- Refer companies (Second Amendment) Act, 2002 U/s 441 C.
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Descriptive Questions :

2006 - June [2] (c) What are the conditions precedent for declaring a company as ‘sick

company’? (4 marks)

2006 - Dec [7] (b) Who can appoint a special director under section 424 B? What are his

powers? (6 marks)

2007 - June [5] (b) What is meant by ‘operating agency’? Briefly explain its functions.

(4 marks)

Hint:- Applicable Section — U/s 2 (31 AA) of Companies Act, 1956.

2008 - Dec [1] {C} (a) Attempt the following citing relevant legal provisions and/or case

law, if any :

(ii) Can the Board for Industrial and Financial Reconstruction (BIFR) direct the State

Government to pay the dues of a company, the shares of which were owned by

the government directly or indirectly? (5 marks)

Hint:- Applicable Case Law — State of uttar Pradesh V. Uptron Employee

Union CMDI (2006) 72 CLA 385 (SC).

2009 - June [7] (a) What do you understand by ‘sick industrial company’? Explain the

immunities provided to a sick industrial company under the Sick Industrial Companies

(Special Provisions) Act, 1985. (7 marks)

Practical Questions :

2003 - Dec [4] (a) DEF LTd. was incorporated with a capital of Rs. 70 crore, promoted by

the well known group HIJ LTd. Unfortunately, DEF Ltd. was incurring heavy losses right

form incorporation and its accumulated losses as on 31st March, 2003 stood at Rs.95

crore. The major finished products of DEF Ltd. were the raw materials of HIJ Ltd. A

summarised position of the financial condition of both these companies is given below:

(Rupees in Crores)

Liabilities DEF Ltd. HIJ Ltd.

Share capital 70 34

Reserves — 173

Other liabilities 50 —

120 207

Assets

Total assets 25 207

Losses 91 —

120 207
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Assuming that the provisions of the Sick Industrial Companies (Special provisions) Act,

1985 are not applicable, advise the management of HIJ Ltd., the most tax efficient and

company law friendly method of reconstruction of the company which would be in the long

term interests of both the companies HIJ Ltd. and DEF Ltd., the financial institutions, shareholders

and employees involved.

2004 - June [1] {C} (c) Balance sheet of ABC Ltd. as on 31st March, 2004 reads as

follows:

Liabilities (Rs. in ‘000) Assets (Rs. in ‘000)

Share capital 2,26,000 Fixed assets (net block) 6,15,000

Reserve 30,000 Current assets 1,69,800

Secured loans 5,17,800 Investments 1,500

Current liabilities 2,80,000 Profit and loss A/c 2,66,800

Misc. expenses (to the

________ extent not written off) 610

10,53,800 10,53,800

Net worth of ABC Ltd. has completely eroded as on 31st March, 2004. What are the steps

required to be taken for making a reference to the Board for Industrial and Financial Restructuring

(BIFR) under the provisions of the Sick industrial Companies (Special Provisions)

Act, 1985 indicating the time limit whereever applicable? (6 marks)

Hint:- (c) Applicable Section — 3(1)(0).

2004 - June [5] (b) An inquiry under section 16 of the sick Industrial Companies (Special

Provisions) Act, 1985 in respect of Best & West Ltd. was pending before the Board for

Industrial and Financial Reconstruction (BIFR). Some creditors of Best & West Ltd. to

whom the said company owed more than Rs.500 preferred and application before the

appropriate High Court for winding-up of the company on the ground that it is unable to

pay its debts. Can the winding-up proceedings continue in the said High Court? Discuss.

(4 marks)

(c) BIFR sent a reference to the High Court of Madhya Pradesh at Indore under section 20

(2) of the Sick Industrial Companies (Special Provisions) Act, 1985 in respect of a company

whose registered office was situated at Kolkata. Can the Indore bench of the Madhya

Pradesh High Court take up the reference for consideration? (4 marks)

Hint:- (a) Applicable Case Law — Mohd. Nizamuddin v. Shri Shakti LPG Ltd.

(2003) 4 Comp LJ 408 (AP).; (c) Applicable Sections — 10, 16, 20,

22(1); Case Law — Dewas Synthetics (P) Ltd. (2003) 4 Comp pLJ 423

(M.P.).

2004 - Dec [1] {C} (b) Allen Ltd., a listed company, is considering merger of Ben Ltd.

which is also a listed company, with itself through allotment of shares in the proportion of

the market value per share. Explain the impact of the above decision on the wealth of the

shareholders of both the companies after merger bases on P/E ratio and EPS analysis.

The following are the financial data of the two companies :
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Particulars Allen Ltd. Ben Ltd.

Profit after tax (Rs.) 12,00,000 8,00,000

Number of shares 50,000 10,000

Market value (Rs. per share) 50 25

(10 marks)

Ans:- Shareholders of Ben Ltd. gain while shareholders of Allen Ltd. lose

their wealth due to merger.

2006 - Dec [7] (a) Adarsh, a promoter of Diligent Ltd., desires to make a competitive bid

for Diligent Ltd. which has turned sick and is currently under the control of an operating

agency appointed by BIFR. Advise him. (6 marks)

Hint:- Applicable Regulation — 35 of SEBVI (Substantial Acquisition of

Shares and Takeover Regulation 1997.

2007 - June [2] Attempt of the following citing relevant legal provisions and case law, if

any :

(iii) Can the Board for Industrial and Financial Reconstruction (BIFR) direct the State

government to pay the dues of a company, the shares of which were owned by

the government directly or indirectly? (4 marks)

Hint:- Applicable Regulation — Case State of U.P. v. Uptron Employees

Union CMDI.

Ans:- No.

2008 - June [1] {C} (c) A company became sick and got registered with the Board for

Industrial and Financial Reconstruction (BIFR). Operating agency is appointed and rehabilitation

scheme is framed by the BIFR. Meanwhile, the company proposed a shceme of

arrangement only with its lenders having first charge on its properties. Can the company

hold the meeting of the first charge-holders? Give reason. (3 marks)

Hint:- Applicable Section — 32 of SICA; Case Law — Pasupathi Spinning

and Weaving Mills Ltd. V. Industrial Finance Corporation of india and

Others.
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STUDY - XI

SECURITIZATION AND DEBIT RECOVERY

SECURITIZATION AND RECONSTRUCTION OF FINANCIAL ASSETS

AND ENFORCEMENT OF SECURITY INTEREST ACT, 2002

INTRODUCTION :

The Securitization and Reconstruction of Financial Assets and Enforcement of Security

Interest Act, 2002 [SARFAESI], popularly known as Securitization Act, has come into force

with effect from 21st June 2002. The Act aims to regulate securitization and reconstruction

of financial assets and enforcement of security interest and for the matters connected

therewith or incidental thereto.

Earlier Banks/Financial Institutions had to enforece their security through court. This was

a very slow and time-consuming process. This new legislation gives certain powers to

secured creditors such as Banks and Financial Institutions (FIs), and applies to Non-

Performing Assets (NPAs), duly classified as per the Reserve Bank of India (RBI) norms.

It gives to to secured creditor, the option to either (a) transfer security interest to a

Securitisation or Reconstruction Company, or (b) to enforce the provisions on its own.

Under section 13 (4), the secured creditors may, after 60 days notice, either take

possession of the assets and dispose them of, or take over the management of the assets,

or claim an amount from the acquirer of the security who owes a sum on that account to

the borrower. Thus sweeping powers have been granted for the recovery of the dues.

The Act deals with three aspects.

(1) Enforcement of Security Interest by secured creditor (Banks/Financial Institutions).

(2) Transfer of non-performing assets to asset recons-truction company, which will

then dispose of those assets and realise the proceeds.

(3) To provide a legal framework for securitisation of assets.

IMPORTANT DEFINITIONS :

_ “Appellate Tribnunal” means a Debts Recovery Appellate Tribunal

_ “asset reconstruction” means acquisition by any securitisation company or

reconstruction company of any right or interest of any bank or financial

institution in any financial assistance for the purpose of realisation of such

financial assistance.

_ “borrower” means any peson who has been granted financial assistance by

any bank of financial institution or who has given any guarantee or created

any mortagage or pledge as security for the financial assistance granted by

any bank or financial institution and includes a person who becomes borrower

of a securitisation company or reconstruction company consequent upon
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acquisition by it of any rights or interest of any bank or financial institution in

relation to such financial assistance.

_ “non-performing asset” means an asset or account of a borrower, which

has been classfied by bank of financial institution as sub-standard, doubtful

or loss asset, in accordance with the directions or under guidelines relating

to asset classificatoin issued by the Reserve Bank.

_ “reconstruction company” means a company formed and registered under

the Companies Act, 1956 for the purpose of asset reconstruction.

_ “securitisation’ means acquisition of financial assets by any securitisation

company or reconstruction company from any orginator (owner of financial

assets).

_ “securitisaton comapny” means any company formed and registered under

the Companies Act, 1956 for the purpose of securitisation.

_ “secured creditor” means any bank or financial institution or any consortium

or group of banks or financial institutions and includes -

(1) Debenture trustee appointed by any bank or fiancial institutions; or

(2) Securitisation company or reconstruction company; or

(3) Any other trustee holding securities on behalf of a bank or financial

institution, in whose favour security interest is created for due repayment

by any borrower of any financial assistance;

ASSET RECONSTRUCTION COMPANIES [ARC]:

Meaning and Objective of ARC :

Reconstruction company means a company incorporated under provisions of Companies

Act, 1956 for purpose of assets reconstruction.

The problem of non-performing loans created due to systematic banking crisis world over

has become acute. The buying of impaired assets from banks or financial institutions by

ARCs will make their balance sheets cleaner and they will be able to use their time, energy

and funds for development of their business. ARCs may be able to mix up their assets,

both good and bad, in such a manner to make them saleable.

The main objective of asset reconstructon company (“ARC”) is to act as agent for any

bank or financial institution for the purpose of recovering their dues from the borrowers on

payment of fees or charges, to act as manager of the borrowers’ asset taken over by

banks, or financial institution, to act as the receiver or properties of any bank or financial

institution and to carry on such ancillary or incidental business with the prior approval of

Reserve Bank wherever necessary.

Registration of ARC :

Section 3 of the Securitisation Act provides for registration of securitisatoin or

reconstruction companies with RBI.
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Following are the important provisions in regard to registration :

_ Has net owned funds of at least Rs.2 Crores or such other amount not

exceeding 15% of total financial assets acquired or to be acquired by the

securitisation company or reconstruction company, as the Reserve Bank

may, by notification specify.

_ In case of an existing company it makes an application for registration within

6 month from the date of commencement of the Act. An existing company

may continue the business till the time application is accepted or rejected.

_ The form and manner of the application are to be prescribed by the RBI.

_ The RBI shall for the purpose of considering the application for registration

shall conduct the inspection of the books and records of the company to

satisfy itself about the compliance with the terms and down in the Act.

_ The registration to the securitisation company shall be granted on such terms

and conditions as RBI may deem fit. The RBI may reject the application

after giving the applicant a reasonable opportunity of being heard.

_ RBIs prior approval shall be required in case of any substantial change in

management of the company or change in its registered office or change in

its name. Decision of the RBI in this regard shall be final. Substantial change

in management means change in the management by way of transfer of

shares or amalgamation or transfer of the business of the company.

Prior approval for substantial change :

Every securitisation company or reconstruction company, is required to obtain prior

approval of the Reserve Bank for any substantial change in its management or change of

location of its registered office or change in its name. The decision of the Reserve Bank,

whether the change in management of a securitisation company or reconstruction company

is a substantial change in its management or not, shall be final.

The expression “substantial change in management” means the change in the management

by way of transfer of shares or amalgamation or transfer of the business of the company.

Cancellation of Certificate of Registration [Section 4] :

Reserve Bank has the power under Section 4 of the Securitization Act to cancel the

Certificate of Registration issued by it to any ARC under certain circumstances. Before

cancelling registration, Reserve Bank shall give an opportunity of being heard.

Appeal

A securitisation company or reconstruction company arrieved by the order of rejection or

cancellation of certificate of registration may prefer an appeal, within a period of thirty

days from the date on which such order of rejection or cancellation is communicated to it,

to the Central Government.

164

IMPORTANT PROVISIONS AND CONCEPTS :

NPA MEANCE :

An asset is classified as Non-performing Asset (NPA), if any debt remains overdue for a

period of 90 days. Any amount due to the bank under any credit facility, if not paid by the

due date fixed by the bank becomes overdue. In other words, Default status would be

given to a borrower if dues were not paid for 90 days.

Earlier banks could do little about recovering this money, as defaulter took refuge in an

overburdened legal system and the lack of foreclosure laws. But the Securitization Law

promises to change all that, much to the discomfiture of defaulters. Now, it is no longer

necessary for banks to fight in court. They can simply seize the assets of the company and

sell them to the highest bidder. According to news reports, banks have already issued

defaulters with notice to the tune of several thousand crores, which has brought many of

them to the table.

This is great news for banks, and will help them convert bad loans into cash. Lower NPAs

improve capital adequacy and make future lending less risky. It’s also good for the economy

as whole, as idle or non-productive assets can one be churned and their value unlocked.

Concept of Securitisation :

“Securitization” means acquisition of financial assets by any securitization company or

reconstruction company from any originator, whether by raising of funds by such

securitization company or reconstruction company from qualified institutional buyers by

issue of security reciepts representing undivided interest in such financial assets or

otherwise [Section 2(1)(z)].

“Securitization Company” means any formed and registered under the Companies Act,

1956 for the purpose of securitization [Section 21(1) (za)].

For example, consider a bank, ABC Bank. The loans given out by this bank are its assets.

Thus, the bank has a pool of these assets on its balance sheet and so the funds of the

bank are locked up in these loans. The bank gives loans to its customers. The customers

who have taken a loan from the ABC bank are known as obligors.

To free these blocked funds the assets are transferred by the originator (the person who

holds the assets, ABC Bank in this case) to a special purpose vehicle (SPV).

The SPV (any securitization company or reconstruction company) is a separate entity

formed exclusivesly for the facilitation of the securitiszation process and providing funds

to the originator. Once assets are securitized, these assets are removed from the bank’s

books and the money generated through securitization can be used for other profitable

uses, like for giving new loans.
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Acquisition of rights or interest in financial assets and effects of acquisition [Sec.5]:

If the bank or financial institution is a lender in relation to any financial assets acquired by

the securitization company or reconstruction company, then on such acquisition, such

securitization company or reconstruction company shall be deemed to be the lender. All

the rights of such bank or financial institution shall vest in such company in relation to such

financial assets.

Measures for Asset reconstruction [Section 9} :

ARC can take the following measures for the purposes of asset reconstruction :

_ Proper management of the business of the borrower, by change in, or take

over of, the management of the business of the borrower.

_ The sale or lease of a part or whole of the business of the borrower.

_ Enforcement of security interest.

_ Settlement of dues payable by the borrower.

_ Taking possession of secured assets.

Enforcement of Security interest by a Creditor [Section 13] :

Section 13 of the Securitization Act provides for the enforcement of security interest by a

secured creditor straight way without intervention of the court, on default in repayment of

installments, and non compliance with the notice of 60 days after the declaration of the

loan as a non-performing asset.

The secured creditor has two options. it can either transfer the assets to a securitisation

ot reconstruction company or exercise the powers under the Act.

Section 13 (4) of the Act empowers the recourse to one more of the following measures,

after giving proper notice, for the recovery of the secured debts, namely :-

_ Take possession of the secured assets of the borrower including the right

to transfer by way of lease, assignment or sale for realising the secured

asset;

_ Take over the management of the secured assets of the borrower including

the right to transfer by way of lease, assignment or sale and realise the

secured asset;

_ Appoint any person (hereinafter referred to as the manager), to manage

the secured assets the possession of which has been taken over by the

secured creditor;

_ Require at any time by notice in writing, any person who has acquired any

of the secured assets from the borrower and from whom any money is due

or may become due to the borrower, to pay the secured creditor, so much of

the money as sufficient to pay the secured debt.
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Assistance by Chief Metropolitan Magistrate of the District Magistrate [Section

14]

Section 14 of the Securitisation Act provides for assistance for taking possession of

secured asset from the Chief Metropolitan Magistrate or the District Magistrate.

Manner and effect of takeover of Managemet [Section 15]

Section 15 of the Securitisation Act provides for the manner and effect of takeover of

management. When the management of business of a borrower is taken, over by a secured

creditor it can appoint as many persons as it thinks fit to be the directors, where the borrower

is a company, or the administrators of the business of the borrower. in any other case.

In such a case, exisitng directors of the company or administrators of the business, as the

case may be, are deemed to have vacated their office. No compensation is payable to

such a director or admistrator whose services are terminated.

Where the management of the business of a borrower, being a company, is taken over by

the secured creditor, then, notwithstanding anything contained in the said Act or in the

memorandum or articles of association of such borrower :

_ It shall not be lawful for the shareholders of such company or any other

person to nominate or appoint any person to be director of the company;

_ No resolution paseed at any meeting of the shareholders of such company

shall be given effect to unless approved by the secured creditor;

_ No proceeding for the winding up such company or for the appointment of a

receiver in respect thereof shall lie in any court, except with the consent of

the secured creditor;

_ When the management of the business of a borrower had been taken over

by the secured creditor, the secured creditor shall, on realisation of his debt

in full, restore the management of the business of the borrower to him.

Right to appeal [Section 17]

Section 17 of the Securitisation Act provides that any borrower or any other person

aggrieved by the action of the secured creditors can file an appeal to the concerned Debt

Recovery Tribunal (DRT).

Such appeal can also be filed by any person aggrieved by the action of the secured creditor

without being required to deposit any amount with the DRT. Such provisions will take care

of any third party interest in the secured assets which need to be considered before sale

of securities.

Any person aggrieved by the order of DRT, may prefer an appeal to the Appellate Tribunal

within thirty days from the date of receipt of the order of Debt Recovery Tribunal.
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Central Registry [Section 20]

Central Government is empowered to setup, by notification, a registry to known as Central

Registry for the purpose of registration of transactions of securitization and reconstruction

of financial assets and creation of security interest under Securitisation Act.

The head office and the branches of the central registry shall be at such places as the

Central Goverment may specify. The territorial limits with in which the registry can excersie

its functions shall be specified by the Central Government. The Central Government will

appoint a person called the Central Registrar who will exercise the powers granted to the

Central Registry. Also the Central Government shall appoint other officials who shall

discharge their functions under the directions of the Central Registrar.

TRANSACTIONS TO WHICH THE ACT IS NOT APPLICABLE:

To provisions of this Act shall not apply to:-

_ A lien on any goods, money or security given by or under the Indian Contract

Act, 1872 or the Sale of Goods Act, 1930 or any other law for the time being

in force;

_ A pledge of movables within the meaning of section 172 of the Indian

Contract Act, 1872 Creation of any security in any aircraft as defined in

clause (1) of section 2 of the Aricraft Act, 1934.

_ Creation of security interest in any vessel as defined in clause (55) of section

3 of the Merchant Shipping Act, 1958.

_ Any conditional sale, hire-purchase or lease or any other contract in which

no security interest has been created.

_ Any rights of unpaid seller under section 47 of the Sale of Goods Act, 1930.

_ Any properties not liable to attachment or sale under the first proviso to subsection

(1) of section 60 of the Code of Civil Procedure, 1908.

_ Any security interest for securing repayment of any financial asset not

exceeding one lakh rupees.

_ Any security interest created in agricultural land;

_ Any case in which the amount due is less than twenty percent of the principal

amount and interest thereon.

CONSTITUTION VALIDITY OF THE SECURITISATION ACT:

The Securitization Act, 2002 was challenged in various courts on grounds that it was loaded

heavily in favour of lenders, giving little chance to the borrowers to explain their views once

recovery process is initiated under the legislation. Leading the charge against the said

Act was Mardia Chemicals in its plea against notice served by ICICI Bank.

In Mardia Chemicals Ltd. v. UOI, it was urged by the petitioner that :
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(i) there was no occasion to enact such a draconian legislation to find a shortcut to

realise non-performing assets (‘NPAs’) without their ascertainment when there

already existed the Recovery of Debts Due to Banks and Financial Institutions

Act, 1993 for doing so;

(ii) no provision had been made to take into account lenders liability;

(iii) that the mechanism for recovery under Section 13 does not provide for an

adjudicatory forum of inter se disputes between lender and borrower; and

(iv) that the appeal provisions were illusory because the appeal would be maintainable

after possession of the property or management of the property was taken over

or the property sold and the appeal is not entertain able unless 75 per cent of the

amount claimed is deposited with the Debts Recovery Tribunal (‘DRT’).

The Hon’able Supreme Court held that though some of the provisions of the Act 2002 be

a bit harsh for some of the borrowers but on those grounds the impugned provisoins of the

Act cannot be said to unconstitutional in the view of the fact that the objective of the Act is

to achieve speedier recovery of the dues declared as NPAs and better availability of

capital liquidity and resources to help in growth of economy of the country and welfare of

the people in general which would sub-serve the public interest.

The Supreme Court observed that the Act provides for a forum and remedies to the borrower

to ventilate his grievances against the bank or financial institution, inter alia, with respect

to the amount of the demand of the secured debt. After the noice is sent, the borrower may

explain the reasons why the measures mayor may not be taken under Sub- section (4) of

Section 13. The creditor must apply its mind to the objections raised in reply to such

notice.

Moreover, another safeguard is also available to a secured borrower within the framework

of the Act i.e., to approach the DRT under Section 17 though such a right accrues only

after measures are taken under Sub-section (1) of Section 13.

The Hon’ble Supreme Court, however, found that the requirement of deposit of 75 per

cent of the amount claimed before entertaining an appeal (petition) under Section 17 is

an oppressive onerous and arbitrary condition and against all the canons of

reasonableness. Held this provision to be invaild and ordered that it was liable to be

sturck down.

QUESTIONS :
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RECOVERY OF DEBTS DUE TO BANKS AND

FINANCIAL INSTITUTIONS ACT, 1993

INTRODUCTION :

Following are the salient features of Recovery of Debts Due to Banks and Financial

Institutions Act, 1993 :

_ The obejct of the Act is expenditious adjudication and recovery of debts

due to Banks and Financial Institutions and to deal with matters connected

therewith or incidental thereto.

_ In regard to the above, the Act provides for creation of special Tribunals, by

Central Government, called as the Debt Recovery Tribunals (DRT).

_ The setting up of Debt Recovery Tribunal is dependent upon the volume of

cases. Higher the number of cases within a territorial area, more the Debt

Recovery Tribunals would be set up. Some cities have more than one Debt

Recovery Tribunal located therein. On the other hand, there are number of

states that do not have Debt Recovery Tribunals.

_ These Debt Recovery Tribunals were un-shackled from the rigors of the

cumbersome procedures prescribed under the Civil Procedure Code.

Instead; the Debt Recovery Tribunals were empowered to frame their own

procedures of practice.

_ The Act also provides for setting up of appellate body to DRT, known as

Debt Recovery Appellate Tribunal (DRAT).

With a view to help Banks and Financial Institutions recover their bad debts quickly and

efficiently, the Government of India has constituted thirty three Debt Recovery Tribunals

and five Debt Recovery Appellate Tribunals all over the country.

It may be noted that after the enactment of the Securitisation and Reconstruction of Financial

Assets and Enforcement of Security Interests Act (SRFAESI Act) borrowers could become

first applicants before the Debt Recovery Tribunals. Earlier only lenders (Banks and

Financial Institutions) could be applicants.

DEBT RECOVERY TRIBUNAL [DRT]:

Composition of DRT:

DRT shall consist of one person only, to be called the Presiding Officer.

Any person who has been, or is qualified to be, a District Judge may be appointed as the

Presiding Officer, who shall, hold office for a term of five years or until he attains the age of

sixty-two years, whichever is earlier.

Each Debt Recovery Tribunal has two Recovery Officers. The work amongst the Recovery

Officers is allocated by the Presiding Officer.
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Jurisdiction of DRT :

The jurisdiction of DRT can be discussed under the following two criteria :

(1) Pecuniary limits : The DRT can entertain complaints only where the amount of

debt due to any bank or financial institution or to a consortium of banks or financial

institution is Rs.10 lakhs or more.

(2) Territorial limits : The DRT can entertain complaints if any of the defendants

ordinarily resides or carries on business or personally works for gain or has a

branch office; or the cause of action arises within the local limits of its jurisdiction.

Procedure of DRT:

Section 19 of the Act provides that where a Bank or a Financial Institution has to recover

any debt from any person, it may make an application in the prescribed form along with

the prescribed fees, to the concerned DRT.

Further, when a Bank or a financial institution, which has to recover its debt from any

person, has filed an application to the Tribunal and against the same person and another

bank or financial institution also has a claim to recover its debt, then, the later bank or

financial institution may join the applicant bank or financial institution at any stage of the

proceedings, before the final order is passed by making an application to that Tribunal.

On receipt of application, the Tribunal shall issue summons requiring the defendant to

show cause within thirty days of the service of summons as to why the relief prayed for

should not be granted.

The defendants shall, at or before the first hearing or within such time as the Tribunal may

permit, present a written statement of his defence.

Tribunal may after giving the applicant and the defendant an opprtunity of being heard,

pass such orders on the application as it deems fit to meet the ends of justice.

The Tribunal may make an interim order (whether by way of injunciton or stay or attachment)

against the defendant to debar him from transferring, alienating or other wise dealing

with, or disposing of, any property and assets belonging to him without the prior permission

of the Tribunal.

The Debts Recovery Tribunals are fully empowered to pass comprehensive orders like in

Civil Courts. The Tribunals can hear cross suits, counter claims and allow set offs. However,

they cannot hear claims of damages or deficiency of service or breach of contract or

criminal negligence on the part of the lenders.

The Debts Recovery Tribunals can appoint Receivers, Commissioners, pass exparte

orders, apart form powers to review its own decision and hear appeals against orders

passed by the Recovery Officers of the Tribunals.

The application made to the Tribunal shall be dealt with by it as expeditiously as possible

and endeavour shall be made by it to dispose of the application finally within one hundred

and eighty days from the date or receipt of the application.
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The Tribunal shall send a copy of every order passed by it to the applicant and the defendant.

The Presiding Officer shall issue a certificate under his signature on the basis of the order

of the Tribunal, to the Recovery Officer for recovery of the amount of debt specified in the

certificate.

DEBT RECOVERY APPELLATE TRIBUNAL [DRAT]:

Composition of DRAT:

DRAT shall consist of one person to be called as the Presiding Officer of the Appellate

Tribunal.

Any person, who is, or has been, or is qualified to be, a judge of a High Court; or has been

a member of the India Legal Service and has held a post in Grade - I of that Service for at

least three years; or has held office as the Presiding Officer of a Tribunal for at least three

years, shall be qualified for appointment as the Presiding Officer of an Appellate Tribunal.

The Presiding Officer of an Appellate Tribunal shall hold office for a term of five years or

until he attains the age of sixty five years, whichever is earlier.

Appeal to DRAT :

Section 20 of the Act provides that any person, aggrieved by an order made by Debt

Recovery Tribunal, may prefer an appeal to Debt Recovery Appellate Tribunal.

However, no appeal shall lie to DRAT from an order made by DRT with the consent of

parties.

The appeal to DRAT shall be filed within a period of 45 days from the date of receiving the

copy of the order of DRT. However, DRAT may entertain an appeal after the expiry of 45

days, if it is satisfied that there was sufficient cause for not filing it within that period.

On receipt of an appeal, DRAT may confirm, modify or set aside the order appealed

against, after giving an opportunity of being heard.

The appeal made to the DRAT shall be dealt with by it as expeditiously as possible and

endeavour shall be made by its to dispose of the appeal finally within six months from the

date of receipt of the appeal.

Deposit of amount of debt due for filing appeal :

Where an appeal is preferred by any person from whom the amount of debt is due to a

Bank or a Financial Institution or a consortium of Banks or Financial Institutions, such

appeal shall not be entertained by the Appellate Tribunal unless such person has deposited

with the Appellate Tribunal seventy-five percent of the amount of debt so due from him as

determined by the Tribnunal. Provided that the Appellate Tribunal may for reasons to be

recorded in wirting, waive or reduce the amount to be deposited.
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POWERS OF THE TRIBUNAL AND THE APPELLATE TRIBUNAL:

The DRT and DRAT have been empowered to lay down its own procedure and regualtion

and shall not be bound by the procedure laid down by the Code of Civil Procedure, 1908.

However, they shall observe the principles of natural justice and shall be subject to the

rules made by the Central Government for the procedure to be followed in inquiries.

The DRT and DRAT shall have the same powers as are vested in the civil court under the

Code of Civil Procedure, 1908, while trying a suit, in respect of the following matters,

namely :

(i) Summoning and enforcing the attendance of any person and examining them on

oath;

(ii) Requiring the discovery and production of documents;

(iii) Receiving the evidence on affidavits;

(iv) Issuing the commissions for the examination of witnesses or documents;

(v) Reviewing its decisions;

(vi) Requisitioning any public record / document from any office;

(vii) Dismissing an application in default or deciding it;

(viii) Any other such matter as may be prescribed.

The DRT and DRAT shall be deemed to be a Civil Court for the following purposes :

(1) Sec. 195 of Criminal Procedure Code, 1973 which deals with contempt of lawful

authority of public servants; and

(2) Chapter XXVI of Criminal Procedure Code, 1973 which deals with offences

affecting the administration of justice.

Every proceeding before the DRT and DRAT shall be deemed to be a judicial proceeding

for the following purposes :

(1) Section 193 of Indian Penal Code, 1860 which prescribes punishment for false

evidence; and

(2) Section 228 of Indian Penal Code, 1860 which prescribes punishment for insult

or interruption to public servants sitting in judicial porceedings.

The Tribunal and the Appellate Tribunal shall not be bound by the procedure laid down by

the Code of Civil Procedure, 1908, but shall be guided by the principles of natural justice.

The proceedings before the Debt Recovery Appellate Tribunal is governed by Debt

Recovery Appellate Tribunal (Procedures) Rules, 1993. In addition, Section 22 of the Act

permits the Tribunal and the Appellate Tribunal to regulate their own procedure including

the places at which they shall have their sittings.
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RECOVERY OF DEBT DETERMINED BY TRIBUNAL :

Models of recovery of debts:

As per the provisions of Section 25, the Recovery Officer shall, on receipt of the copy of

the certificate under Section 19, proceed to recover the amount of debt specified in the

certificate by one or more of the following modes, namely :

(a) attachment and sale of the movable or immovable property of the defendant;

(b) arrest of the defendant and his detention in prison;

(c) appointing a receiver for the management of the movable or immovable properties

of the defendant.

Validity of certificate and amendment thereof :

The defendant cannot dispute before the Recovery Officer the correctness of the amount

specified in the certificate, and no objection to the certificate on any other ground, shall

also be entertained by the Recovery Officer. However, the Presiding Officer shall have

power to withdraw the certificate or correct any clerical or arithmetical mistake in the

certificate by sending an intimation to the Recovery Officer. The Presiding Officer shall

intimate to the Recovery Officer any order withdrawing or cancelling a certificate or any

correction made by him.

Appeal against the Order of Recovery Officer :

Any person aggrieved by an order of the Recovery officer made under this Act may; within

thirty days from the date on which a copy of the order is issued to him, prefer an appeal to

the Tribunal. On receipt of an appeal, the Tribunal may, after giving an opportunity to the

appllant to be heard, and after making such inquiry as it deems fit, confirm, modify or set

aside the order made by the Recovery Officer in exercise of his powers unde Section 25

to 28 (both inclusive).

RIGHT TO LEGAL REPRESENTATION AND PRESENTING

OFFICERS:

A Bank or a Financial Institution making an application to a Tribunal or an appeal to an

appellate Tribunal may authorise one or more legal practitioners or any of its officers to

act as Presenting Officers and every person so authorised by it may present its case

before the Tribunal or the Appellate Tribunal.

The defendant may either appear in person or authorise one or more legal practitioners

or any of his or its officers to present his or its case before the Tribunal or the Appellate

Tribunal.

LIMITATION :

The provisions of the Limitation Act, 1963, shall, as far as may be, apply to an application

made to DRT.
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SETTLEMENT OF NPAS THROUGH LOK ADALATS:

Lok Adalats are being organized at difference places under the auspices of local judiciary

and voluntary organizations with the obejct of speedy disposal of disputes of different

kinds. Bank’s claims against its borrowers are also being taken-up by such Lok Adalats.

The Indian Banks Association (IBA) has considered the matter relating to participation by

banks before Lok Adalats by which cases of banks are settled speedily and also saving

legal charges.

Lok Adalats do not have statutory status, as judgements rendered by them do not take the

form of a court decree so as to make it binding on the parties, if either of the parties does

not give consent for settlement of dispute through Lok Adalat, the Lok Adalat cannot settle

the matter. Even after parties to a dispute have given their consent for submitting their

case before Lok Adalat, the procedure followed is not like civil suits, which are tried by teh

ordinary civil court. Neither the Lok Adalat records any evidence, nor any arguments are

heard for deciding intricate legal question. The presiding members of Lok Adalat, who

are usually social workers, discuss the matter with both the parties without the help of their

advocates and made efforts to bring the parties to an amicable settlement in the spirit of

give and take.

Since settlements arrived at Lok Adalat are not legally enforceable by themselves, they

can be made legally enforceable only by obtaining appropriate court decree.

QUESTIONS :
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STUDY - XII

WINDING UP

CORPORATE COLLAPSE

BASIC CONCEPTS:

Meaning of Corporate Collapse :

Corporate Collapse means business failure of the company. The various reasons of

corporate collapse are inadequate capital, fraudulent business practices, management

inexperience and incompetence, failure to respond to change, recession, obsolescence,

etc. The Companies Act, 1956 provides various remedies to deal with such business

failurs such as arrangement, reconstruction, amalgamation, winding up.

Meaning of Winding Up :

Winding up of a company is the process whereby its life is ended and its property

administered for the benefit of its creditors and members. During winding up, management

of a company’s affairs is taken out of its directors, hands and an administrator, called a

liquidator, is appointed and the takes control of the company, collects its debts, discharges

its liabilities and finally distributes surplus, if any, among the members in ccordance with

their rights.

The object of winding up of a compay is to realise the assets and pay the debts of the

company expeditiously and fairly in accordance with law. At the end of winding up, the

company will have no assets or liabilites. But that does not mean that the company ceases

to exist on winding up. It continues to exist even after winding up and ceases to exist only

after a dissolution order is passed by the Court. Thus, in between the winding up and

dissolution, the legal status of the company continues.

Winding Up and Insolvency :

Following are some of the differences between the effects of insolvency of an individual or

a firm from the winding up of a company :-

(1) In the case of insolvency, the whole of the insolvent’s property is taken out of his

hands and rests in the Court or the Official Assignee. In winding up, on the other

hand, the property remains vested in the company.

(2) In insolvency, an insolvent individual can obtain his discharge and continue living

and working freed from the burden of his debts. A company in liquidation cannot

obtain its discharge and continue free from the burden of its debts.

176

(3) In the case of an individual, the administration of his property by the Official

Assignee or the Official Receiver occurs only if he is declared an insolvent by the

Court. But the assumption of the directors’ powers by the liquidator, occurs even

if the company is fully solvent. Liquidation or winding up, even of a solvent

company can be proceeded with the aid of the court, as in voluntary winding up.

Winding Up and Dissolution :

The main points of distinction between winding up and dissolution are as follows :

(1) The entire procedure for bringing about a lawful end to the life of a company is

divided into two stages --- ‘winding up’ and ‘dissolution’. Winding up is the first

stage, in the process, whereby assets are realised, liabilites are paid off and the

surplus, if any, distributed among its members. Dissolution is the final stage

whereby the existence of the company is withdrawn by law.

(2) The liquidator appointed by the Company or the Court carries out the winding up

proceedings but the order for dissolution can be passed by the Court only.

(3) Creditors can prove their debts in the winding up but not on the dissolution of the

company.

Modes of Winding Up :

Section 425 of the Companies Act, 1956 lays down the following three modes of winding

up :-

(1) By the Court i.e., compulsory winding up;

(2) Voluntary winding up; and

(3) Winding up subject to the supervision of the Court.

COMPULSORY WINDING UP ‘OR’ WINDING UP BY THE

COURT:

Jurisdiction of Court for Winding Up Petition :

Section 10 of the Companes Act, 1956 provides that the jurisdiction for entertaining winding

up petition vests in the High Court having jurisdiction in relation to the place where the

registered office of the company is situated. For the purposes of jurisdiction to wind up

companies, the expression ‘Registered Office’ means the place, which has longest been

the registered office of the company during 6 months immediately preceding the

presentation of the petition for winding up.

In Kalpana Trading v. N.C.L.Industires Ltd., the Orissa High Court refused to entertain the

petition for winding up as the company had its registered office at Hyderabad.
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Grounds on which a company may be wound up by the Court :

A company, under Section 433, may be wound up by the Court, if :

(a) the company has passed a special resolution of its being wound up by the Court;

(b) default is made in delivering the statutory report to the Registrar or in holding the

statutory meeting;

(c) it does not compance business within a year form its incorporation or suspends

entire business for a whole year;

(d) the number of members in the case of a public company is reduced below 7 and

in the case of a private company is reduced below 2;

(e) it is unable to pay its debts; or

( f) the Court is of the opinion that it is just and equitable that it should be wound up.

Special Resolution [Section 433(a)] :

Generally winding up of a company by the Court does not take place by passing a special

resolution in the general meeting. This is because a compnay can go for voluntary winding

up by passing a special resolution in the general meeting, which is a less time consuming

and cheaper method than compulsory winding up.

It may be noted that the directors of a company are not entitled to present a winding up

petition in the name of the company, without the authority of geneal meeting by way of

special resolution. However if the directors have presented such a petition without the

shareholders authority, it is open to the shareholders to ratify their action.

Default in filing Statutory Report or holding Statutory Meeting [Section 433(b)] :

A petition for winding up of a company on this ground can be made by the Registrar of

Companies with the previous approval of the Central Government on or after the expiration

of 14 days after the last day on which the statutory meeting ought to have been held.

It may be noted a private compnay cannot be wound up on this ground as it is not required

to hold the statutory meeting.

Non-Commencement or Suspension of Business [Section 433(c)] :

The suspension must be of entire business and not a part of its. Where a company, having

many businesses, discontinues one of them, it cannot be said to have suspended business.

[Paramjit Lal Badhwar v. Prem Spg. and Weaving Mills Ltd.]

Where, at the instance of the shareholders, a company’s business was suspended due to

recession, and a petition for winding up made by the shareholder after a year of suspension,

was opposed by three-fourths in values of shareholders, the order for winding up was

refused. [Aluminium Corporation of India Ltd. v. Lakshmi Rattan Cotton Mills].
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Where a company ceases to operate in the field of its activities but becomes a holding

company in relation to other companies which are engaged in pursuit of objects for which

it was incorporated, it can be said that the company has suspended its business.

[Re. Middlesborough Assembly Rooms Co.]

Reduction of Members [Section 433(d)] :

The Court usually does not order winding up on this ground, but leaves it to the company to

go into voluntary winding up. This ground for winding up is meant to enable a member to

escape personal liability for the company’s debts which he will incur u/s 45 of the Companies

Act, 1956.

Inability to pay debts [Section 433(e) read with Section 434] :

Section 434 of the Companies Act lays down the specific circumstances when the company

shall be deemed to be un able to pay its debts. These are :

(i) If a creditor, to whom the company owes more than Rs.500/-, has served on the

company a demand in writing for payment of the debt and the company has,

within 3 weeks thereafter, neglected to pay or secure or compound for it to the

reasonable satisfaction of the creditor.

The following points are to be kept in mind in relation to service of demand notice :

_ Notice must be served at the registered office of the company only;

_ Notice must be addressed to the company itself and not to any person in

his individual capacity;

_ Notice may be sent by registered post or actually delivered; [In the case of

Nuchem Ltd. v. C. S. Modi & Co. (P) Ltd., it was decided that where the

notice sent by the petitioning creditor was returned with the endorsement,

“unclaimed, return to sender”, it cannot be said that the registered

communication stood served on the company. It is not the court to examine

whether the notice did not reach the company fairly or unfairly.]

_ Notice must be deted and signed.

In computing the limit of three weeks, the day on which the notice is dispatched on the day

on which it is served should both be excluded.

The expression ‘neglect to pay’ means omission to pay without sufficient cause. When a

debt is bona fide disputed by the company, there is no neglect to pay. [Re. Yashodan Chit

Fund Pvt. Ltd.]

Where the object of the petition to wind up a company really is to bring pressure upon the

company in order to make it pay the debt cheaply and expeditiously when the company

desires to dispute the debt in the Civil Court, the petition was held to be abuse of the

process of the Court and liable to be dismissed. [P. Satya Raju v. Guntur Cotton, Jute

Paper Mills].
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Where a creditor has filed a suit for recovery of a debt due as well as filed a petition u/s

434, the latter petition u/s 434 is liable to be rejected because a winding up petitions is

not an alternative to the ordinary procedure for the recover of the debt dues. It was further

pointed out that the power to exercise winding up is governed by the consideration of

propriety. [State Trading Corporation v. Punjab Tanneries Ltd.]

(ii) If an execution or other process has not been satisfied by the company.

The decree or order contemplated by this clause is confined not to money decree only but

is of a general nature [Sheetal Mills Ltd. v. N. Perumalswamy.]

A creditor seeking to have the company wound up on this ground should first establish that

his claim is unimpeachable. It is open to the petitioner to establish its claim in the Civil

Court and if the decree that may be obtained by him remains unsatisfied in whole or in

part, the petitioner can seek winding up of the company.

[Elmeh India v. Hi Sound Corder (P) Ltd.]

(iii) If it is proved to the satisfaction of the Court that the company cannot pay its

debts including the contingent and prospective liabilities.

In this case, it is the commercial insolvency of the company, which is important rather than

the difference between the assets and liabilities.

It may be noted that here the demand notice as required under the clause (i) is not

necessary. [Ramdas & Co. v. Kitti Steels Ltd.]

Following are some of the cases which clarify as to what amounts to debt and

what does not amount to debt :

(1) Where the company admitted that the amount received was consideration for

issuing a debenture and not as a loan, it was held to be sufficient admission of

indebtedness. Company’s failure to pay back the amount and the interest on it

was sufficient ground for winding up order. [John Paterson & Co. (India) Ltd. v.

Pramod Kr. Jalan]

(2) The unpaid salary of an employee is liable to be recovered from the employer;

therefore, unpaid salary is also a debt. [Capt. B. S. Demagry v. VIF Airways Ltd.]

(3) Where a company acts as a guarantor for repayment of a loan and the principal

debtor has committed default, the amount guaranteed is a debt in respect of

which a petition for winding up will lie. [Ram Bahadur Thakur & Co. v Sabu Jain

Ltd]

(4) Where a land development company received moneys in advance, but failed to

give plots to its purchasers, the purchasers of plots were held to be creditors for

securing winding up order. (Ajai Johri v. Shingal Land & Finance (P.) Ltd.]

(5) If the company is unable to pay a large sum lawfully to the Central Government as

income-tax. [Coimbatore Transport Co. Ltd. v. Governor General in Council]

(6) Dishonour of accepted bill of exchange by acompany. [Re. Global Steel & Co.]
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(7) When a dividend is declared by the company, it becomes a debt due by the

company and entitles the shareholder to apply for winding up, in case the company

is unable to pay the amount of the dividend. [C. Hari Prasad v. Amalgamated

Commercial Traders (P.) Ltd.]

(8) The claim of an employee to compensation for premature termination of

employment is not a debt, unless his right to compensation is first established

and quantified. [B. R. Somasekharapa v. Vignan Industries Ltd.]

Limitation Period : Winding up petition becomes barred when bedt becomes barred by

limitation, that is after 3 years. In the case of Rameswar Prasad Kejriwal & Sons Ltd. v.

Garodia Hardware Stores, debt was crystalized in a decree obtained in 1997 and therefore

the winding up petition filed in 2001 after a limitation period of 3 years was not entertained.

Just and Equitable [Section 433(f)] :

If the Court is of the opinion that it is just and equitable that the company should be wound

up, it may be ordered to be wound up. In this case, the Court has wide powers and has a

complete discretion to decide when it is just and equitable that the company should be

wound up. The words “just and equitable” are neither confined to matters ejusdem generies

not to proved cases of mala fides. They are general words, which must not be reduced to

the sum of particular instances, nor confined to circumstances affecting the petitioner in

his capacity as shareholder.

Following are some of the cases in which the Court has ordered winding up of the

company under “just and equitable” clause :-

(i) Where the whole object of the company was fraudulent. [Re. German Date Coffee

Co.]

(ii) Where the substratum of the company is gone i.e., when the subject-matter of

the company is gone; or the object for which it was incorporated has sbustantially

failed; or it is impossible to carry on the business of the company, except at loss.

[Seth Mohan Lal v. Grain Chambers Ltd.]

(iii) Where there is a complete deadlock in the management of the company [Re.

Yenidjye Tobacco]

(iv) Where there has been mismanagement and misapplication of funds by the

directors of private company. [Lock v. John Blackwood Ltd.]

(v) Where a company kept on deferring payment of the principal and interest dues

in spite of demands and vacated its registered premises; and the managing

director was not available to carry on day-to-day administration of the company.

[Industrial Development Corporatoin of Orissa Ltd. v. Hira Steels & Allovs Ltd.]

(vi) Where a minority shareholder can show a justifiable loss of confidence in the

Board of Directors, the Court may make a winding up order. But the facts will

have to be fairly extreme justifying the course. [Re. Westbourne Galleries Ltd.]
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(vii) The power under ‘just and equitable’ clause should be used only when there is a

very strong ground to exercise it. As far as possible, companies should be left to

self-government and self-determination by the wishes of majority of members.

[Kirpa Ram v. Bharat Bank Ltd.]

Following are some of the cases in which Court has not ordered winding up of the

company under “just and equitable” clause :-

_ Where the company was under a loss but there was a chance of its making

profit and the majotiry or shareholders were against winding up.

_ Where there is honest difference between the petitioner, a director and the

other directors and he has been outvoted.

_ Where the business of the company was temporarily suspended owing to

trade depression and was intended to be continued when conditions

improved.

_ When there was a deadlock in the management of a public company.

_ If the ‘just and equitable’ ground does not exist at the time of hearing the

petition though it might have existed at the time of presenting the petition.

Who may petition for the winding up [Section 439] :

An application for the winding up of a company has to be made by way of petition to the

Court. A petition may be presented under Section 439 by any of the following persons :-

(A) The Company.

_ Here the directors shall make a petition in the name of the company with the

sanction of general meeting by way of special resolution.

(B) Any Creditor or creditors, including any contingent or prospective creditor or

creditors.

_ Here the creditors can make a petition on any of the grounds specified u/s

433. The expression “creditors” includes the assignee of debt, a

decreeholder, a secured creditor, a debentureholder or the trustee for the

debentureholders. But a creditor whose debt is unliquidated cannot apply

for winding up order. A petition by a secured creditor for winding up may not

be allowed by the Court, where the security is ample and the petition is not

supported by the other creditors.

_ The Court can pass order for winding up of a company even if the petition is

filed at the instance of a single creditor. [Syndicate Bank v. Printersall (P.)

Ltd.]

_ Even a holder of a bearer debenture can present a petition for winding up

as he is entitled to get payment directly from the company and not from the

trustees [Calcutta Safe Deposit Co. Lt. v. Ranjit Mathurads Sampat]
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_ Receiver if an insolvent creditor is a creditor. [Harinagar Sugar Mills v. M.

W. Pradhan]

_ The Court may refuse to make a winding up order if a majority in value of the

creditors oppose the petition. [Ram Kumar v. Busar Oil and Rice Mills]

(C) Any contributory or contributories.

_ A contributory is entitled to present a winding up petition in the following

cases:

(i) the number of members of the comapny is reduced below the statutory

minimum of 7, in the case of a public company and below 2, in the

case of a private companyl or

(ii) the shares in respect of which he is a contributory or some of them :

(a) were orginally allotted to him; or

(b) have been held by him and registered in his name for at least 6

months during the 18 months before the commencement of

winding up; or

(c) have devolved upon him through the death of a former holder.

_ A transfer of shares had been executed stamped and dated in June, 1967.

The company did not register it until October, 1968. The shareholder

presented a petition for the winding up of the company in December, 1968.

It was held that the petition did not lie, as the petitioner did not lie, as the

petitioner did not hold her shares for 6 months. [Re. Gattapardo Ltd.]

_ The legal representative of a deceased shareholder is a contributory for the

purpose of this section. He can also file a petition for winding up though his

name is not there in the register or members.

(D) All or any of the parties specified above in clauses (A), (B), (C), whether together

or separately.

(E) The Registrar of Companies.

_ Registrar of Companies is entitled to present a petition for winding up of a

company on any one or more of the grounds specified in clauses (b) to (g)

Section 433. It is obligatory on the part of the Registrar to obtain prior sanction

of the Central Government (Power delegated to Regional Director) before

presentation of the petition. Before granting the permission, the Regional

Director may specifically ask the management of company concerned to

clarify whether there were any complaints from creditors about non-payment

of debts due to them and whether were in apposition to meet their current

liabilites, and if so, how.

(F) Any person authorized by the Central Govenment in the case falling u/s 243, i.e.,

following upon a report of inspectors.
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Who cannot file winding up petition :

Following are some of the important cases in this regard :

Though the workers have no right to present a winding up petition, the workers may still be

entitled to appear and be heard in support of or in opposition to the winding up petition.

That would depend upon whether their interest is likely to be affected by any order, which

may be made on the winding up petition.

[national Textile Workers’ Union v. P. R> Ramakrishnan]

An employee who has not been paid his legal or statutory dues cannot be considered as

a creditor in the provisions of the Company Law. This is in view of the fact that there are

special remedies provided by various labour laws for recovery of their legal dues from the

company. [Re. Indo French Time Industries Ltd.]

A trade union claiming as creditors of the company cannot present petition for the winding

up of a company, though they have a right to be heard before any decision is taken by the

Court in pursuance of an application made by a creditor or contributory of the company.

[Mumbai Labour Union v. Indo French Time Industries Ltd.]

Petitioner in order to recover debts should not file a winding up petition as a pressure

tactics. It would be coercive and oppressive action on the part of the petitioner. If the

petitioner have filed a normal civil suit for recovery, they cannot be permitted to resort to

the extra-ordinary remedy of winding up. [OSS Investors (P) Ltd. v. Allied Fibres Ltd.]

Right to present windnig up petition where company is being wound up voluntarily

or subject to Court’s supervision [Section 440] :

Where a company is being wound up voluntarily or subject to the supervision of the Court,

a petition for its winding up by the Court may be presented by ---------

(a) any person authorized to do so under Section 439, and subject to the provisions

of that section; or

(b) the Official Liquidator.

The Court shall not make a winding up order on a petition presented to it under this section,

unless it is satisfied that the voluntary winding up or winding up subject to the supervision

of the Court cannot be continued with due regard to the interests of the creditors or

contributories or both.

Commencement of winding up by Court [Section 441] :

Section 441 provides that generally the winding up of a company by the Court shall be

deemed to commence at the time of presentation of petition for the winding up. However,

where before the presentation of a petition for the winding up of a company by the Court,

a resolution has been passed by the company for voluntary winding up, the winding up of

the company shall be deemed to have commenced at the time of passing the resolution.
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The date of commencement of winding up is very important as it affects many matters.

Thus, unless the court otherwise orders, any disposition of the company’s property including

actionable claims; and the transfer of shares, made after the commencement of the winding

up, is void. It depends on the date of commencement of winding up, whether a person is

liable as a present member or whether a person, who has ceased to be a member, is

liable as a past member, to contribute to the company’s assets and in respect of certain

othe matters.

If proper books of account have not been kept throughout the 2 years immediately preceding

the commencement of the winding up (or between incorporation and the commencement

of winding up, of shorter, every officer in default is liable to imprisonment up to one year,

unless he can prove that he acted honestly and that in the circumstances the omission

was excusable.

Appeals from orders [Section 483] :

Appeals from any order made, or decision given, in the matter of the winding up of a

company by the Court shall lie to the same Court to which appeals lie from any order or

decision of the Court in cases falling within its ordinary jurisdiction.

Such order or decision, however, must be a judicial and not an administrative or a

procedural one. An administrative order would be an order, which is directed to the regulation

or supervision of matters as distinguished from an order which decides the rights of parties

or confers or refuses to confer rights to property, which are the subject of adjudication

before the Court.

Dissolution of the Company in Compulsory Winding up [Section 481] :

The Court shall make a dissolution order in the following circumstances :

(1) When the affairs of the company have been completely wound up.

(2) When the Court is of the opinion that the Liquidator cannot proceed with the

winding up of a company for want of funds and assets.

(3) When for any other reason, whatsoever, it is just and reasonable to dissolve the

company.

A company in liquidation continues to exist as a legal person till an order of dissolution is

passed by the Court. An order of dissolution puts an end to the existence of the company

and no action can be brought in its name thereafter. A copy of the dissolution order shall

be forwarded by the liquidator to the Registrar of Companies within 30 days from the date

of the order who shall make in his books a minute of the dissolution of the company.

Power of the Court to declare Disssolution of the Company Void [Section 559] :

Section 559 empowers the Court to make an order at any time within 2 years of the date

of dissolution, declaring the dissolution to be void in appropriate cases.
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The person who obtains the order avoiding the dissolution shall file a certified copy of the

order of the Court with the Registrar of Companies, within 30 days of the order or within

such further time as the Court may allow.

Consequences of Winding up Order :

Following are the consequences of winding up order :

(i) Where the Court makes an order for winding up of a company, the Court shall

immediately cause intimation of the same to the Official Liquidator and the

Registrar.

(ii) On the making of a winding up order it shall be the duty of the petitioner in the

winding up proceedings and of the company to file with the Registrar a certified

copy of the Court within 30 days from the date of making of the order.

(iii) The winding up order is deemed to be notice of discharge to the officers and

employees of the company except when the business of the company is

continued.

(iv) When a winding up order has been made, on suit of other legal proceeding shall

be commenced against the company except with the level of the Court.

(v) Suitas pending at the date of winding up order shall not be further proceeded

without the leave of the Court.

(vi) An order for winding up shall operate in favour of all the creditors and of all the

contributories of the company as if it had been made on the joint petition of a

creditor and of a contributory.

(vii) Any disposition of the property (including actionable claims) of the company, any

transfer of shares in the company or alteration in the status of its members, made

after the commencement of the winding up shall be void, unless the court

otherwise orders.

(viii) On a winding up order being made in respect of a company, the Official Liquidator,

by virtue of his office, becomes the liquidator of company.

(ix) On commencement of winding up, the limitation ceases to run in favor of the

company. The period from the date of commencement of winding up to the date

of making of the winding up order and a period of one year from the date of

winding up order is excluded for computing the period of limitation for any suit or

application.

(x) Any fraudulent preference of company’s creditors within six months before the

commencement of winding up is invaild.

Procedure for Compulsory Winding Up :

The procedure for compulsory winding up of a company is as follows :

(1) A petition for winding up can be made by any of the persons and in the manner

specified under section 439. The said petition shall be in Form No.45, 46 or 47,

as the case may be, of the Companies (Court) Rules, 1959.

186

(2) The petition shall be advertised in Form No.48 of the Companies (Court) Rules,

1959 at least 14 days before the date fixed for hearing in two newspapers out of

which one shall be English and another vernacular language newspaper.

(3) In the case of a listed company, send 3 copies of the petition advertised to the

Stock Exchange.

(4) After hearing the winding up petition, the Court may pass an order for windign up

of the company. On passing of such an order by the Court, the winding up is

deemed to have commenced from the date of presentation of the petition.

(5) The Court shall intimate immediately to the Official Liquidator and the Registrar

of Companies, the order for winding up of the company. The purpose of this

requirement is that the Official Liquidator should take up the administration of

the company.

(6) The order of the High Court for winding up the company shall be advertised in

Form No. 53 of Companies (Court) Rules, 1959 within 14 days of the date of

order in 2 newspapers, out of which one shall be English and another vernacular

language newspaper.

(7) The company shall file a certified copy of the Court order with the Registrar of

Companies in Form No. 21 of the Comapnies (Central Government’s) General

Rules and Forms, 1956, within 30 days from the date of the order.

(8) A Statement of Affairs of the company shall be submitted by one or more directors

and / or such other person as is specified in section 454, to the Official Liquidator

in Form No. 57 of Comapnies (Court) Rules, 1959. The aforesaid statement

must be submitted in duplicate, one copy of which shall be verified in an affidavit

in Form No.58 of Companies (Court) Rules, 1959.

(9) The Official Liquidator is required to give to the Court, a preliminary report stating

therein the particulars specified in Section 455, within 6 months of the winding

up order or such extended time as may be allowed by the Court.

(10) When the affairs of the company have been completely wound up, the Court shall

make an order that the company be dissolved from the date of the order and the

company shall stand dissovled accordingly.

(11) The copy of the dissolution order shall be forwarded by the Liquidator to the

Registrar of Companies within 30 days from the date of the order.

Duties of the Company Secretary in respect of Compulsory Winding Up :

The duties of the Secretary in respect of compulsory winding up of the company may be

enumerated as follows :

(i) If the company itself makes the petition for compulsory winding up, the Secretary

should help the directors in drawing up the petition.

(ii) He should see that a copy of winding up order, when passed by the Court is filed

with the Registrar of Companies within 30 days of making of the order.
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(iii) He should help in preparation of the statement of affairs of the company in the

prescribed form for submission to the Official Liquidator. He should see that it is

properly verified by an affidavit.

(iv) He should give all necessary information to the Court, when called upon by it

during the course of the winding up.

(v) He should see that all documents, correspondence etc., issued by the company

during the period of winding up contain a statement that the company is being

wound up.

VOLUNTARY WINDING UP :

Introduction :

The companies are usually wound up voluntarily as it is an easier process of winding up.

It is altogether different from a compulsory winding up. In voluntary winding up, the company

and its creditors are left to settle their affairs without going to a Court, although they may

apply to the Court for directions or orders, if and when necessary.

Circumstances in which company may be wound up [Section 484] :

A company may be wound voluntarily :

(a) When the period, if any, fixed for the duration of the company by the articles had

expired, or the event, if any, has occured on the occurrence of which the articles

provide that the company is to be dissolved and the company in general, meeting

passes an ordinary resolution requiring the company to be would up voluntarily;

or

(b) if the company passes a special resolution that the company be wound up

voluntary.

Commencement of vouluntary winding up [Section 486] :

A voluntary winding up shall be deemed to commence at the time when the resolution for

voluntary winding up is passed.

Kinds of Voluntary Winding Up :

Section 488 divides voluntary winding up into two kinds :

(i) Member’s voluntary winding up; and

(ii) Creditors’ voluntary winding up.

Members’ Voluntary Winding Up : A voluntary winding up in the case of which a

declaration has been made and delivered in accordance with Section 488 is referred to

as “a member’s voluntary winding up”. [Section 488(5)]
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When the company is solvent and is able to pay its liabilities in full, it need not consult the

creditors or call their meeting. Its directors or, where there are more than two, the majoirty

of its directors may, at a meeting of the Board (resolution must be passed at the Board

Meeting only & not by circulation), make a declaraion of solvency, verified by an affidavit

stating that in their opinion the company will be able to pay its debts in full, within such

period, not exceeding 3 years from the commencement of winding up, as may be specified

in the declaration. Such a declaration must be made within 5 weeks immediately preceding

the date of the passing of the resolution for winding up the company and be delivered to

the Registrar for registration before that date. The declaration must embody a statement

of the company’s assets and liabilites as at the practicable date before the making of the

declaration . The prescribed form for making declaration of solvency is Form No.149 of

Companies (Court) Rules, 1959.

Any director making false declaration shall be criminally liable, punishable with

imprisonment extending up to 6 months or with fine extending up to Rs.50,000 or with

both. [Section 488]

Creditors’ Voluntary Winding Up : Where a declaration of solvency of the company is

not made and delivered to the Registrar in a voluntary winding up it is a case of creditors’

voluntary winding up. [Section 488(5)]

Following are the important provisions that apply to a creditors’ voluntary winding up :-

Meeting of Creditors [Sec. 500] :The company must call a meeting of its creditors for the

day or day next following the day on which there is to be held the general meeting of the

company at which the resolution for voluntary winding up is to be proposed. The notice of

the meeting of the creditors be sent by post to the creditors simultaneously with the notice

of the general meeting of the company. The notice of the meeting must also be advertised

in the Official Gazette and once at least in two newspapers circulating in the district, where

the registered office or principal place of business of the company is situated.

Notice of resolutions passed by creditors’ meeting to be given to Registrar [Sec. 501] :

Notice of any resolution passed at a creditors’ meeting must be given by the company to

the Registrar within 10 days of the passing thereof. In case of default, the company and

every officer of the company, who is in default, is liable to a fine, which may extend to

Rs.500 for every day till the default continues. For the purpose of this section, a liquidator

of the company shall be deemed to be an officer of the company.

Appointment of liquidator [Sec. 502] : The creditors and the company, at their respective

meeting, may nominate a person to be liquidator for the purpose of winding up the affairs

and distributing the assets of the company. If the creditors and the company nominate

different persons, the person nominated by the creditors shall be liquidator, subject to an

application to the Court. If no person is nominated by the creditors, the person nominated

by the company shall be liquidator and vice - versa.

Appintment of Committee of Inspection [Sec. 503] : The creditors, at the same or

subsequent meeting, may appoint a Committee of inspection, consisting of not more than

5 persons. If such a committee is appointed, the company may appoint such number of
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the creditors may resolve that all or any of the persons so appointeds by the company

ought not to be members of the committee of inspection. If the creditors so resolve, the

persons appointed by the company shall not, unless the Court otherwise directs, be

qualified to act as members of the committee of inspection.

Distinction between Members’ and Creditors’ Vonuntary Winding Up :

The main differfences between the two are as follows :-

(1) A members’ voluntary winding up results where, before convening the general

meeting of the company at which the resolution of winding up is to be passed,

the majority of the directors file with the Registrar a statutory declaration of

solvency. A creditors’ voluntary winding up is one where no such declaration is

filed.

(2) In a members’ voluntary winding up, the creditors do not participate directly in

the control of the liquidation, as the company is deemed to be solvent; but in a

creditors’ voluntary winding up, the company is deemed to be insolvent and,

therefore, the control of liquidation remains in the hands of the creditors.

(3) There is no meeting of creditors in a members’ voluntary winding up; whereas in

a creditors’ voluntary winding up, meeting of creditors have to be called at the

beginning.

(4) In a members’ voluntary winding up, the liquidator can exercise some of his powers,

with the sanction of a special resolution of the company; but in a creditors’

voluntary winding up, he can do so with the sanction of the Court or the Committee

of Inspection or of a meeting of creditors.

Powers of the Court to intervene in voluntary winding up :

The Court is vested with the following powers in voluntary winding up :-

(i) To appoint the Official Liquidator or any other person as liquidator on justifiable

cause being shown.

(ii) To remove the liquidator and appoint the Official Liquidator or any other person

as liquidator on justifiable cause being shown.

(iii) To determine the remunerations of liquidator when the Official Liquidator is

appointed as a liquidator.

(iv) To amend, vary, confirm or set aside the arrangement entered into between a

company and its creditors on an appeal being made by any creditor or contributory

within 3 weeks of the completion of the arrangement.

(v) To set aside any attachment, distress or execution started against the assets of

the company after the commencement of the winding up on such terms, as it

thinks fit, on an application being made by the liquidator, creditor or contributory,

if the Court is satisfied that it is just and beneficial to do so.

190

Powers of the Liquidator in Voluntary Winding Up :

A voluntary liquidator may exercise the following powers, in the case of members’ voluntary

winding up with the sanction of a special resolution of the company, and in the case of

creditors winding up with the sanction of the Court or the Committee of Inspection, or if

there is no Committee of Inspection then with the sanction of the creditors :

(1) To institute or defend any suit, prosecution or other legal proceedings, civil or

criminal, in the name and on behalf of the company.

(2) To carry on the business of the company so far as may be necessary for the

beneficial winding up of the company;

(3) To sell immovable or movable property and actionable claims of the company;

and

(4) To raise on the security of the assets of the company any money requisite.

The following powers can be exercised by voluntary liquidator without any sanction :

(1) To do all acts and to execute all deeds, receipts and other documents, in the

name and on behalf of the company;

(2) To inspect the records and returns of the company on the files of the Registrar of

Companies without payment of any fees;

(3) To draw, accept, make and endorse any bill of exchange, hundi, or promissory

note in the name and on behalf of the company;

(4) To appoint an agent to do any business which the liquidator is unable to do himself.

(5) To make calls in respect of partly paid shares.

Duties and Functions of Voluntary Liquidator :

Following are the important duties and functions of Voluntary Liquidator :

(1) To satisfy himself that the resolution for, voluntary winding up was validly passed

and that a copy of the resolution was duly field with the Registrar.

(2) To file with the Registrar a notice of his appointment.

(3) To take possession of the companies assets and see that they are intact.

(4) To prepare a list of debts and claims.

(5) To finalize and settle the list of contributories.

(6) To avoid voluntary transfers.

(7) To apply the proceeds of realization in the prescribed manner.

(8) To convene annual general meetings of the company and of creditors during

liquidation and present the annual accounts thereat.

(9) At the end of winding up, to call a general meeting and lay before it the account

of the winding up.
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Procedure for Members’ Voluntary Winding Up :

The procedure for members’ voluntary winding up of a company is as follows :

(1) A Board meeing shall be convened to pass the following resolution :

(a) To make a Declaration of Solvency;

(b) To call a general meeting of the company;

(c) To decide the day, date, time and venue of the general meeting;

(d) To approve the notice of the general meeting

(e) To authorise the company secretary or director to issue the notice

(2) In case of listed companies, send 3 copies of the notice of general meeting to

Stock Exchange(s) where the securities are listed.

(3) Issue the notice of general meeting to all members, auditors and directors at

least 21 clear days before the date of general meeting.

(4) General meeting shall be held to pass the following resolutions:

(a) Ordinary / special resolution for the purpose of winding up;

(b) Ordinary resolution for appointment of liquidator

(5) In case of listed companies, file a copy of the proceedings of the general meeting

in the Stock Exchange(s) where the securities are listed.

(6) The company shall file a notice relating to the appointment to liquidator with the

registrar of Companies within 10 days of his appointment.

(7) The resolution and explanatory statement thereto, if any, should be filed with the

Registrar of Companies in Form No. 23 within 30 days of passing the resolution.

(8) Within 30 days of his appointment, the Liquidator shall do the following:

(a) He shall publish the notice of his appointment in Form No. 151 of

Companies (Court) Rules, 1959;

(b) He shall give notice of his appointment to the Registrar of Companies in

Form No. 152 of the Companies (Court) Rules, 1959;

(c) He shall notify of his appointment to the Income Tax officer who is entitled

to assess the income of the company.

(9) Within 14 days of the passing of resolution for voluntary winding up, a notice of

the resolution shall be advertised in the Official Gazette and also in some

newspaper circulating in the district where the registered office of the company

is situated.

(10) In the case of listed company send 3 copies of the notice of the resolution

advertised as above to the Stock Exchange.
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(11) Submit to the liquidator a statement on the company’s affairs in Form No. 57 of

the Companies (Court) Rules, 1959 duly verified by an affidavit in Form No. 58

of the companies (Court) Rules, 1959 within 21 days of the commencement of

winding up.

(12) The liquidator shall realise the assets, prepare the list of creditors, settle the list

of contributors and after paying off liabilities, he shall distribute the surplus, if

any, among the contributories.

(13) After the affairs of the company have been fully wound up, the liquidator’s account

of the winding up shall be prepared in Form No. 156 of the Companies (Court)

Rules, 1959 and the same shall be audited.

(14) Liquidator shall call the final meeting of the company by giving notice Form No.

155 of the Companies (Court) Rules, 1959 at least one month before the meeting.

the notice shall be given by way of advertisement in the Offical Gazette and also

in some newspaper circulating in the district where the registered office of the

company is situated.

(15) At the final meeting of the company the liquidator shall lay an account of the

winding up showing how the winding up has been conducted and how the property

of the company has been disposed off.

(16) The liquidator shall submit the following documents with the Registrar of

Companies and official Liquidator, within the week of final meeting:

(a) Copy of the accounts of winding up;

(b) A return of the holding of meeting in Form No. 157 of the Companies

(Court) Rules, 1959.

(17) The Registrar of Companies shall register the documents.

(18) The Official Liquidator shall make a scrutiny of books and papers and shall submit

his report to the High Court, as to whether or not company’s affairs have been

conducted in a manner prejudicial to take the interest of its members or public

interest.

(19) The Court shall make an order for the dissolution of the company.

Procedure for Creditors’ Voluntary Winding Up :

The procedure for creditors’ voluntary winding up of a company is as follows :

(1) A board meeting shall be convened to transact the following items :

(a) For approving the draft notice of the general meeting to pass resolution

for creditors’ voluntary winding up and appointing liquidator;

(b) For approving the draft notice of creditors’ meeting to lay before it a full

statement of the company’s affairs together with the creditors’ list and

their claims and to appoint a liquidator and to fix his remuneration.

(2) Notice of general meeting shall be sent to all the members, auditors and directors

at least 21 clear days before the date of general meeting and notice of the

creditors meeting shall also be sent to the creditors simultaneously.
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(3) In case of listed companies, send 3 copies of the notice of general meeting and

creditors meeting to the Stock Exchange(s) where the securities are listed.

(4) The notice of the creditors meeting shall be advertised once at least in the Official

Gazette and once at least in 2 newspapers circulating in the district in which the

registered office of the company is situated.

(5) In case of listed company, send 3 copies of the notice of the creditors meeting

so advertised to the Stock Exchange.

(6) Hold the general meeting as well as the creditors meeting. If the creditors and

the share holders nominate different persons as liquidator then the person

nominated by the creditors shall be the liquidator.

(7) In the case of a listed company, send a copy of the proceedings of general

meeting and creditors meeting to Stock Exchange.

(8) The resolution for the purpose of winding up and the explanatory statement thereto,

if any, should be filed with the Registrar of Companies in Form No. 23 within 30

days of passing the resolution.

(9) Within 10 days of passing the resolution, give notice of the resolution passed at

the creditors meeting.

(10) The notice of the resolution (ordinary / special) passed for the purpose of voluntary

winding up shall be advertised in the Official Gazette and also in some newspaper

circulating in the district where the registerd office of the company is situated,

within 14 days of passing the aforesaid resolution.

(11) In the case of a listed company send 3 copies of the notice of the resolution

advertised as above to the Stock Exchange.

(12) A statement on the company’s affairs shall be submitted in Form No. 57 in

duplicate out of which one should be duly verified by an affidavit in Form No. 58

within 21 days of the commencement of winding up.

(13) The liquidator shall complete the winding up by realising all assets and paying

off all liabilities and repaying share capital.

(14) After the affairs of the company have been fully wound up, the liquidator’s account

of the winding up shall be prepared in Form No. 156 of the Companies (Court)

Rules, 1959 and the same shall be audited.

(15) Liquidator shall call the final general meeting of the members as well as the

creditors meeting by giving notice in Form No. 155 of Companies (Court) Rules,

1959 at least one month before the meeting. The notice shall be given by way of

advertisement in the Official Gazette and also in some newspaper circulating in

the district in which the registered office of the company situated.

(16) The liquidator shall submit the following documents with the Registrar of

Companies and Official liquidator, within a week of the final meeting of members

and creditors, whichever is later:
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(a) Copy of the accounts winding up;

(b) A return of the holding of meeting in Form No. 157 of the Companies

(Court) Rules, 1959.

(17) The Registrar of Companies shall register the documents

(18) The Official Liquidator shall make a scrutiny of books and papers and shall submit

his report to the High Court, as to whether or not company’s affairs have been

conducted in a manner prejudicial to the interests of its members or public interest.

(19) The Court shall make an order for the dissolution of the company.

Duties of the Company Secretary in Voluntary Winding up :

Some of the important duties and the secretary are given below :

(i) He should arrange for the calling of a Board meeting to fix the date, time , place

and agenda of the general meeting of members where the resolution for winding

up the company is to be passed and the creditors’ meeting to be held immediately

thereafter.

(ii) He should see that the Board meeting approves the draft resolution to be placed

at the general meeing as well as nominate a director to preside over the creditors’

meeting.

(iii) He should help in preparing the statement of affairs of the company and the list

of creditors to be places at the creditors’ meeting.

(iv) Notices of the general meeting of members’ and the creditors’ meeting should

be issued by post simultaneously. He should also send these notices to be

published in the Official Gazette as well as in two newspapers circulating in the

district in which the registered office of the company is situated [Section 500].

(v) To see that the general meeting of members’ is duly held and a special resolution,

for winding up the company and appointing a liquidator, is duly passed thereat [

Section 502].

(vi) According to Section 500, 502 and 504 of the Companies Act, he should see

that the creditors’ meeting is duly held, the statement of affairs and creditors’ list

is duly placed before the meeting and a resolution, approving the winding up

appointing the liquidator and fixing his remuneration, is duly passed thereat.

(vii) He should see that a statement of affairs of the company in Form No.57 is duly

verified by affidavit and submitted in duplicate to the liquidator within 21 days of

the commencement of winding up [Section 454].

(viii) He should intimate to the Income-tax officer about the winding up of the company

within 15 days.

(ix) He should file a notice of the resolution passed at the crediotrs’ meeting with the

Registrar within 10 days of passing of the resolution [Section 501].

(x) He should get a copy of the special resolution for winding up in Form No. 23 with

the Registrar within 30 days of passing of it [Section 192].
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(xi) He should get a copy of the resolution published in the Official Gazette and

newspapers within 14 days of its passing [Section 485].

(xii) All correspondence and documents issued by the company during the period of

winding up contain a statement that the company is being winding up.

(xiii) He should assist the liquidator in every possible way and see that all books,

papers and documents, as well as movable and immovable properties of the

company are delivered to liquidator as and when directed, and to appear before

the Court, if directed, and give evidence regarding the affairs of the company

[Secs. 519 and 538].

WINDING UP SUBJECT TO THE SUPERVISION OF COURT :

When a company has by special or ordinary resolution resolved to wind up voluntarily, the

Court may make an order that the voluntary winding up shall continue, but subject to such

supervision of the Court, and with such liberty for creditors, contributories or others to

apply to the Court, and generally on such terms and conditions, as the Court thinks just

[Section 522].

The application for such intervention of the Court is made by the creditor, contributory or

the voluntary liquidator, when there are irregularities or frauds in the voluntary winding up.

The Court may have regard to the wishes of creditors and contributories while making

such order. A petition for the continuance of a voluntary winding up subject to the supervision

of the Court shall, for the purpose of giving jurisdiction to the Court over suits and legal

proceedings be deemed to be a petition for winding up by the Court.

The object of the supervision order is to safeguard the interest of the company, contributories

and creditors. When an order is made for a winding up subject to supervision of Court, the

Court may, by that or any subsequent order, appoint an additional liquidator or liquidators.

Generally, the old liquidator is permitted to continue by the Court, if there is no complaint

against him.

It may be noted that winding up subject to supervision of the court comes into play only

after the company has passed a resolution for voluntary winding up.

Effects / Advantages of Supervision Order :

Following are the important effects / advantages of supervision order :-

(i) The Court controls the appointment or removal of auditors.

(ii) In supervisory winding up, the liquidator may, subject to any restrictions imposed

by the Court, exercise all his powers, without the sanction or intervention of the

Court, in the same manners as if the company were being wound up altogether

voluntarily.

(iii) The effect of a petition for winding up subject to supervision is, that the Court

obtains jurisdiction over suits and legal proceedings as in the case of a petition

for compulsory winding up.
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(iv) The supervision order also confers full authority on the Court to make calls made

by the liquidators. and to exercise all other powers which it might have exercised,

if an order had been made for winding up the company altogether by the Court.

(v) The supervision order when passed, acts as a stay of actions and other

proceedings against the company.

(vi) The Court can exercise all other powers which it might have exercised if the

order had been for the winding up of the company compulsorily.

Difference between Voluntary Winding up and Winding up subject to the

Supervision of the Court :

The main differences between the two are as follows :-

(1) In the case of voluntary winding up, Liquidator is appointed by the members’

creditors and the Court has no role in this regard. However in the case of winding

up subject to the supervision of Court, Liquidator may be appointed by the Court.

(2) After commencement of winding up any transfer of shares/disposition of property

can take place only with the permission of the Court in the case of winding up

subject to the supervision of Court. Whereas such transfer of shares/disposition

of property in the case voluntary winding up can take place only with the permission

of the liquidator.

(3) After commencement of winding up subject to the supervision of Court, any

attachment, distress or execution against the company without the leave of the

Court, is void. However, it is not so in the case of voluntary winding up.

(4) In winding up subject to supervision by the Court, Liquidator needs the sanction

of the Court for exercising certain powers. However, in the case of voluntary

winding up liquidator can exercise certain powers only with the consent of the

shareholders by way of special resolution or with the consent of creditors/

Committee of Inspection.

CONTRIBUTORIES [SECTIONS 426 TO 432] :

Meaning of Contributory :

According to Section 428, a “Contributory” means a person liable to contribute to the

assets of a company in the event of its being wound - up, and includes a holder of fully

paid - up shares. It may be noted that holder of fully paid - up shares will not be liable to

contribute to the company’s assets, but shall be eligible to participate in the distribution of

surplus assets, if any.

In case of a deceased member, his legal representatives will be liable, in due course of

administration, to contribute to the assets of the company, in his discharge of his liability

and will be contributories accordingly. [Section 430]

In the case of an insolvent membre, his assignees in insolvency represent him for all the

purposes of winding up as contributories and will be liable to the debts of the insolvent

contributory out of the assets that have come into their hands. [Section 431]
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If a contributory happens to be a body corporate, which has been ordered to be wound up,

the liquidator of the body corporate will be treated as contributory and may be called on to

admit to proof against the assets of the body corporate or otherwise to allow to be paid

out of its assets, any money due from the body corporate in respect of its liability to

contribute to the assets of the company. [Section 432]

But the term “Contributory” does not include ordinary debtor of the company. All payments

by persons other than members do not necessarily constitute assets of the company.

They may be mere receipts. Such persons are, therefore, not contributories within the

meaning of Section 428 of the Companies Act, 1956.

[Linsen Finance & Trading Co. Pvt. v. Annar Dawood]

Nature of Contributory’s Liability :

Section 429 expressly defines the liability of contributory and states that the liability of a

contributory shall create a debt accruing due from him at the time when his liability

commenced, but payable at the time specified in the calls made on him for enforcing the

liability (by the liquidator). This means that the liability of a member arises as soon as he

becomes a member and during winding up, it is only contingent until a call is made by the

liquidator.

It has been held in numerous cases that after winding up, the liability of a contributory is ex

lege (legal) and not ex contract (contractual) and is the direct result of his being a member

of the company with his name and appearing on the register of members. [Lakshmi Narasa

Reddy v. O. L. Sharee Films Ltd.]

After winding up, the liabilities is a new liability; the contributory is to contribute, it is a new

contribution; it is liability to be enforced by the liquidator. [Re. Whitehouse & Co.]

Whatever may heve been the rights and liabilities of the shareholders, before the winding

up intervenced; the position is altered by the happening of that event. Hence the liability of

a contributory in respect of unpaid calls is absolute, even though the calls, made by the

company for their realisation, had become barred by time under Article 112 of the Schedule

to the Limitation Act, 1963.

List of Contributories :

On winding up, a list called the list of contributories is prepared by the liquidator and

settled by the Court, in a compulsory winding up. In a voluntary winding up, the list is both

prepared as well as settled by the liquidator.

The list consists of two parts, namely :

(a) The list of present members, i.e., those whose names appear on the register of

members at the commencement of winding up, called the “A” List; and

(b) The list of past members, i.e., those who ceased to be members of the company

within one year before the commencement of winding up, called the “B” List.
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Past members, therefore, include persons whose shares have been forfeited

surrendered or transferred within one year before the commencement of winding

up, but not a person who has died.

Extent of Contributory’s Liability :

By virtue of Section 426, every present and past member is liable to contribute to the

assets of the company to an amount sufficient for payment of its debts, liabilities, the

costs and charges of winding up.

In the case of a company limited by shares, any past or present member shall be liable to

contribute only to the extent of amount remaining unpaid on his shares.

In the case of a guarantee company, any past or present member shall be liable to contribute

up to the amount undertaken by him to be contributed in the event of winding up. If such a

compnay also has share capital, the liability of such a member shall, in addition to the

amount undertaken to be contributed, extend also to the sum remaining unpaid on shares

held by him.

The relation of present and past members is one of primary and secondary liability, and

they do not in any way, stand to each other in the realtion of principal debtor and surety.

The liquidator cannot call upon the past members to contribute before the present ones.

The measure of liability of “A” list contributory is the full amount unpaid on his shares.

The liability of “B” List contributory is equated by the Act and arises only :

(i) If it appears to the Court that the present members are unable to satisfy the

contribution required to be made by them, within a reasonable time;

(ii) The debt or liability was incurred while he was a member; and

(iii) He had not ceased to be a member for one year or upward before the

commencement of the winding up.

Obligation of Directors and Managers whose Liability is Unlimited :

Section 427 provies that in the winding up of a limited company, any director or manager,

whether present or past, whose liability is unlimited under the provisions of section 322 or

323, is liable to contribute to the assets of the company to an unlimited extent, over and

above his ordinary liability to contribute as an ordinary member.

However, a director or manager is not so liable in the following cases :

(i) If it appears to the Court that the further contribution is not required in order to

satisfy the debts and liabilities of the company, and the costs, charges and

expenses of winding up;

(ii) If the debt or liability, in respect of which further contribution is required, was

contracted after he ceased to hold office;

(iii) If he ceased to hold office for one year or upward before the commencement of

the winding up.
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VARIOUS TYPES OF CREDITORS AND PAYMENT OF DEBTS:

Application of Insolvency Rules in Winding Up of Insolvent Companies [Sec. 529]:

Unsecured Creditors : All unsecured creditors, whoever they may be must adduce proof

of their debts and all such debts are to be paid pari-passu. It may be noted that Income

Tax department is ranked as an unsecured creditor and is required to prove its claim like

any other unsecured creditor.

Secured Creditors : As per Sec.529, a secured creditor has the following options :

(1) He can rely on the security and ignore the liquidation altogether;

(2) He can value his security and prove for the balance of his debt;

(3) He can give up his security and prove for the whole amount as an unsecured

creditor.

Thus, a secured creditor can stand outside the winding up proceedings to prove his debts.

He may rely on his security and proceed to realize his debts in the ordinary course of law

by filing a regular suit. In other words, the secured creditors could, in spite of the order of

winding up, realize dues by disposing off the property outside the winding up.

However, by virtue of Sec. 529A, the secutiry of secured creditors shall be subject to a

pari-passu charge in favour of the workmen to the extent of their dues.

A secured creditor who realizes his security is liable, to reimburse the liquidator, for all

expenses incurrd by the latter for the preservation of the security before the realization.

The secured creditor is liable to pay the whole of the expenses but if workmen are also

participating in the security, then such expenses, shall be apportioned between the secured

creditors and workers in the proportion of the amount to be distributed to them.

Overriding Preferential Payments [Sec. 529A] :

Sec. 529A provides that, notwithstanding anything contained in any provisions of the

Companies Act or any other law in force, the workmen’s dues and debts due to secured

creditors shall be paid in priority to all other debts and they shall rank pari-passu with each

other. Thus, workmen’s dues and debts due to secured creditors shall be paid in full.

However, if the assets are insufficient to meet them, then they shall abate in equal

proportions.

As per Sec. 529A, rights of secured creditors and workmen prevail over the rights of all

other creditors. Hence, rights of secured creditors and workmen could override the claim

of Income Tax authorities. [Syndicate Bank v. Official Liquidator]

Preferential Payments [Sec. 530] :

Sec. 530 lays down the order of priority in which debts are to be paid, subject to the

provisions of Sec. 529A. Thus, workmen’s dues and secured creditors dues which rank

pari-passu shall be paid in priority to all other debts mentioned in Sec.530.
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The order of preference specified in Sec. 530 is as under :

(1) All revenues, taxes, cesses and rates due from the company to the Central or

State Government or to a local authority.

(2) All wages or salary of any employee due for a period not exceeding four months

within the twelve months next before the relevant date subject to a limit of

Rs.20,000. Here, relevant date means the date of appointment of liquidator in

the case of compulsory winding up and date of passing of resolution in the case

of voluntary winding up.

(3) All accrued holiday remuneration becoming payable to any employee on

termination of his employment.

(4) Contributions payable to ESI during 12 months before the relevant date.

(5) All amount in respect of any compensation for liability for compensation under

the Workmen’s Compensation Act, 1923 in respect of the death or disablement

of any employee of the company.

(6) All sums due to any employee from the provident fund, a pension fund, gratuity

fund or any other fund maintained for the welfare of the employees.

(7) Expenses of any investigation held in pursuance of Section 235 or Section 237

as are payable by the company.

Order of Priority of Debts :

From the provisions of sections 529, 529A, 530, it can be concluded that following shall

be the order of priority of debts :

(1) Secured creditors pari-passu with workmen’s dues;

(2) Costs and charges of winding up;

(3) Preferential debts provided under Sec. 530;

(4) Floating charges;

(5) Unsecured creditors.

If there is any surplus after discharing the above debts, capital is repaid first to preference

shareholders and then to the equity shareholders.

MISCELLANEOUS PROVISIONS :

Fraudulent Preference [Sec. 531] :

Fradulent Preference means transfer of property, delivery of goods or payment etc. made

in favour of some creditor with a dishonest motive within 6 months before the

commencement of winding up of company.

The essence of fraudulent preference is to give preference to one creditor or more over

the others, leading to inequality between them. In other words, there should be selection of

creditor in preference of others, in order to constitute fraudulent preference.
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In Official Liquidator, Kerala HIgh Court v. Victory Hire Purchasing Co. (P) Ltd., it has been

held that it is not enough to show that preference was given to a particular creditor, it must

also be shown as it was one “with a view” to give them favored treatment. The deminant

motive behind the transaction has to be ascertained and if it is titled with an element of

dishonesty, question of fraud arises.

If the transaction was done not with a view to prefer one of the creditors but to save one’s

own skin, then transfer could not be treated as fraudulent preference. Thus, in order to

constitute fraudulent preference, transaction must be made voluntarily and that the

transaction made under pressure or compulsion is not fraudulent preference.

Similarly, where transaction is made with a creditor solely with a view to avoid civil or

criminal proceedings, then it will not be termed as fraudulent preference. [Official Liquidator,

High Court of Andhra Pradesh v. MD, State Financial Corporation].

Effect of Floating Charge on the Assets of an Insolvent Company [Sec. 534] :

Section 534 provides that any floating charge on the assets of the insolvent company

created within 12 months immediately preceding the commencement of winding up shall

be invalid, unless it is proved that the company immediately after the creation of charge

was solvent.

A company can be considered solvent when it is in a position to pay its debts as they

become due. The fact that the assets exceed the liabilities is not sufficient for deciding the

solvent status of the company. [Re. Patrick & Lyon Ltd.]

Disclaimer of Onerous Property by the Liquidator [Sec. 535] :

Onerous property means a property which in effect has ceased to be an asset and has

become a liability.

Sec. 535 gives power to the liquidator to get rid of onerous property by disclaiming it and

thus save the insolvent company’s assets from further losses. For disclaiming the onerous

property by the liquidator, permission of the Court is required and he must exercise this

right within 12 months from the date of commencement or winding up or within extended

period as may be allowed by the Court.

Following types of properties are regarded as onerous for the purposes of this section :

(1) Land of any tenure, burdened with onerous covenants;

(2) Shares or stock in companies;

(3) Any other property which is unsaleable or not readily saleable;

(4) Unprofitable contracts;

Statement of Affairs by Directors :

Section 454 provides that a statement as to the affairs of the company in Form No.57 of

Companies (Court) Rules, 1959 has to be submitted to the Official Liquidator, within 21

days of the date of winding up order or within such extended time not exceeding 3 months,
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as may be permitted by the Official Liquidator or the Court. The Statement has to be

submitted by a director, manager, secretary or other chief officer or the company or such

other persons as the Official Liquidator may, subject to the directions of the Court, require.

The statement shall be verified by an affidavit in Form No. 58 of Companies (Court) Rules,

1959 by any of the aforementioned officers of the company.

The Statement of Affairs shall contain the following particulars:

(a) Assets of the company, particularly cash, bank and negotiable securities;

(b) Liabilities and debts of the company;

(c) Name, address and occupation of the creditors of the company;

(d) Details of the debts due to the company; and

(e) Such other information as may be required.

It may be noted that, by virtue of Section 511A, the provisions of section 454, so far as

possible, shall apply to the voluntary winding up, as they apply to the compulsory winding

up. Thus, all the powers vested in the Court and Official Liquidator under section 454 in a

compulsory winding up, become vested in the Liquidator in the voluntary winding up.

Fraudulent Conduct of Business [Sec. 542] :

Section 542 provides that when in the course of winding up of a company, it appears that

the business of the company has been carried on with intent to defraud creditors or any

other persons or for any fraudulent purpose, the Court may declare that any persons who

are knowingly parties to the carying on of the business in the manner aforesaid shall be

personally responsible, without any limitation of liability, for all or any of the debts or other

liabilities of the company. The Court may pass such an order on the application of the

Official Liquidator or Liquidator or any creditor or any contributory of the company.

The person guilty of fraudulent conduct of business shall be punishable with imprisonment

up to 2 years or with fine up to Rs.50,000/- or with both.

Recovery of damages from Delinquent Persons Officers [Sec. 543] :

Section 543 authorizes the Court to assess damages in respect of misapplication, wrongful

retention or other forms of accountability for the money and properties of the company by

a promoter, director, manager, liquidator or an officer thereof. The section also authorizes

the Court to assesss damages against such delinquent persons as are found to be guilty

of any misfeasance or breach of trust in relation to the company. The Court has the power

to direct persons chargeable under section 543 to pay a sum of money to the company by

way to compensation. The provisions of section 543 are not intended to punish a person

who has been found guilty of misfeasance but for compensating the company in respect

of the loss caused by such misfeasance.
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Winding up of Unregistered Companies [Sec. 583] :

Any partnership, association or company, consisting of more than 7 persons at the time of

winding up petition is presented before the Court, will be deemed to be an unregistered

company and may be wound up by the order of the Court.

An unregistered company may be wound up by the Court in the following circumstances;

(1) Where the company has ceased to carry on its business;

(2) Where the company is unable to pay its debts;

(3) Where just and equitable, in the opinion of the Court.

It may be noted that since an unregistered company is not a company as defined in the

Companies Act, 1956, it cannot be wound up under Part VII of the Companies Act, 1956,

which deals with winding up of companies. Thus, an unregistered company is wound up

as per the provisions of Part X of the Companies Act, 1956.

QUESTIONS :

204

CROSS - BORDER INSOLVENCY

CORPORATE INSOLVENCY :

Just as a natural person can become insolvent, a company can also become insolvent. A

company is said to be insolvent when its laibilities exceed its assets which results in its

inability to payoff the debts. When a company becomes insolvent it is either wound up or

received.

Cross border insolvency issues arise when a non-resident is either a debtor or contributory

or creditor of the insolvent Indian Company. The other instances include cases where the

insolvent debtor has assets in morethan one State or where some of the creditors of the

debtor are not from the State, where the insolvency proceeding is taking place.

Thus, Cross-border insolvency is the expression frequently employed to designate those

cases of insolvency where assets, or liabilities, of an insolvent debtor are located in two or

more separate jurisdictions, or where the personal circumstances of the debtor are such

as to render him or it simultaneously subject to the insolvency laws of more than one

country.

DEVELOPMENT OF UNCITRAL MODEL LAW :

The increasing incidence of cross-border insolvencies reflects the continuing global

expansion of trade and investment. However, national insovency laws have by and large

not kept pace with the trend, and they are often ill-equipped to deal with cases of a crossborder

nature. This frequently results in inadequate and inharmonious legal approaches,

which hamper the rescue of financially troubled businesses, are not conductive to a fair

and efficient administration of cross-border insolvencies.

With this in mind the United Nations Commission on International Trade Law approved

the next of the UNCITRAL Model law on Cross-Border Insolvency (the Model Law) in May

1997. The Model Law is designed to assist States to equip their insolvency laws with a

modern, harmonized and fair framework to address more effectively instances of crossborder

insolvency. The Model Law respects the differences among national procedural

laws and does not attempt a substantive unification of insolvency law. It offers solutions

that help in several significant ways, including: foreign assistance for an insolvency

proceeding taking place in the enacting State; foreign representativge’s access to court

of the enacting State; recognition of foreign proceedings; cross-border cooperation; and

coordination of concurrent proceedings.

UNCITRAL had also came out with the Legislative Guide on Insolvency Law in 2004. The

purpose of the Legislative Guide is to assist the establishment of an efficient and effective

legal framework to address the financial difficulty of debtors. It is intended to be used as a

reference by national authorities and legislative bodies when preparing new laws and

regulations or reviewing the adequacy of existing laws and regulations.
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A model law is a legislative text that is recommended to conuntries for incorporation into

their national law. Unlike an international convention, a model law does not require the

country enacting it to notify the United Nations or other Nations that they have also enacted

it.

PURPOSE OF MODEL LAW :

The purpose of the Model Law is to provide effective mechanisms for dealing with cases

of cross-border insolvency so as to promote the objectives of :

(a) Cooperation between the courts and other competent authorities of a State (the

country that enacts the Law) and foreign States involved in cases of cross-broder

insolvenry;

(b) Greater legal certainty for trade and investment;

(c) Fair and efficient administration of cross-border insolvencies that protects the

interests of all creditors and other interested persons, including the debtor;

(d) Protection and maximization of the value of the debtror’s assets; and

(e) Facilitation of the rescue of financially troubled businesses, thereby protecting

investment and preserving employment.

GENERAL PROVISIONS :

Scope of application [Article 1] :

According to Article 1 of the Model Law, it applies where :

(a) Assistance is sought in the enacting State by a foreign court or a foreign

representative in connection with a foreign proceeding; or

(b) Assistance is sought in a foreign State in connection with a proceeding under

the laws of the enacting State relating to insolvency; or

(c) A foreign proceeding and a proceeding under the laws of the enacting State

relating to insolvency in respect of the same debtor are taking place concurrently;

or

(d) Creditors or other interested persons in a foreign State have an interest in

requesting the commencement of, or participating in, a proceeding, under the

laws of the enacting State relating to insolvency.

Definitions [Article 2] :

For the purpose of this Law :

(a) “Foreign proceeding” means a collective judicial or administrative proceeding

in a foreign State, including an interim proceeding, pursuant to a law relating to

insolvency in which proceeding the assets and affairs of the debtor are subject

to control or supervision by a foreign court, for the purpose of reorganization or

liquidation;
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(b) “Foreign main proceeding” means a foreign porceeding taking place in the State

where the debtor has the centre of its main interests;

(c) “Foreign non-main proceeding” means a foreign proceeding, other than a foreign

main proceeding, taking place in a State where the debtor has an establishment

within the meaning of this Article;

(d) “Foreign representative” means a person or body, including one appointed on

an interim basis, authorised in a foreign proceeding to administer the

reorganization of the liquidation of the debtor’s assets or affairs or to act as a

representative of the foreign proceeding;

(e) “Foreign Court” means a judicial or other authority competent to control or

supervise a foreign proceeding;

( f) “Establishment” means any place of operations where the debtor carries out a

non-transitory economic activity with human means and goods or services.

Principle of supremacy of international obligations [Article 3] :

Article 3 provides that to the extent that the Model Law conflicts with an obligation of the

state enacting the model law arising out of any treaty or other form of agreement to which

it is a party with one or more other States, the requirements of the treaty or agreement

prevail.

ACCESS OF FOREIGN REPRESENTATIVES AND CREDITORS

TO COURTS IN STATE ENACTING MODEL LAW :

Right of direct access [Article 9] :

A foreign representative is entitled to apply directly to a court in the State enacting law.

Article 9 is limited to expressing the principle of direct access by the foreign representative

to courts of the enacting State, thus freeing the representative from having to meet formal

requirements such as licences / permission or consent.

Application by a foreign representative to commence a proceeding [Article 11] :

According to Article 11, a foreign representative is entitled to apply to commence a

proceeding under the laws of the enacting State relating to insolvency, if the conditions for

commencing such a proceeding are otherwise met.

A foreign representative has this right without prior recognition of the foreign proceeding

because the commencement of an insolvency proceeding might be crucial in cases of

urgent need for preserving the assets of the debtor.

Upon recognition of a foreign proceeding, the foreign representative is entitled to participate

in a proceeding regarding the debtor under the laws of the enacting State relating to

insolvency.
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Protection of creditors and other interested persons :

Foreign crediotrs have the same rights regarding the commencement of and participation

in a proceeding under the laws of the enacting state relating to insolvency as creditors in

the state.

Model Law in a general way provides that the court may refuse to take an action governed

by the Model Law if the action would be manifestly contrary to the publc policy of the

enacting State.

Notification to foreign creditors of a proceedings [Article 14] :

Atricle 14 of the Model Law provides that whenever under laws of the enacting State

relating to insolvency, a notification is to be given to creditors, such notification shall also

be given to the known creditors that do not have addresses in the State. The court may

order that appropriate steps be taken with a view to notifying any creditor whose address

is not yet known. The main purpose of notifying foreign creditors is to inform them of the

commencement of the insolvency proceeding and of the time-limit to file their claims.

RECOGNITION OF A FOREIGN PROCEEDING AND RELIEF :

Application for recognition of a foreign proceeding [Article 15] :

Article 15 defines the core procedural requirements for an application by a foreign

representative for recognition. A foreign representative may apply to the court for recognition

of the foreign proceeding in which the foreign representative has been appointed. An

application for recognition shall be accompanied by :

(a) A certified copy of the decision commencing the foreign proceeding and

appointing the foreign representative; or

(b) A certificate from the foreign court affirming the existence of the foreign proceeding

and of the appointment of the foreign representative; or

It further requires that an application for recognition must be accompanied by a statement

identifying all foreign proceedings in respect of the debtor that are known to the foreign

representative.

Effects of recognition of a foreign main proceeding [Article 20] :

Once foreign proceedings is recognized which is a foreign main proceeding, the following

are the effects :

(a) Commencement or continuation of individual actions or individual proceedings

concerning the debtor’s assets, rights, obligations or liabilities is stayed.

(b) Execution against the debtor’s assets is stayed; and

(c) The right to transfer, encumber or othewise dispose of any assets of the debtor

is suspended.
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The effects provided by Article 20 are not discretionary in nature. These flow automatically

from recognition of the foreign main proceeding. The automatic effects under Article 20

apply only to main proceedings.

Relief that may be granted upon recognition of a foreign proceeding [Article 21] :

Upon recognition of a foreign proceeding, whether main or non-main, where necessary to

protect the assets of the debtor or the interests of the creditors, the court may, at the

request of the foreign representative, grant any appropriate relief, including :

(a) Staying the commencement or continuation of individual actions or individual

proceedings concerning the debtor’s assets, rights, obligations or liabilities, to

the extent they have not been stayed under Article 20;

(b) Staying execution against the debtor’s assets to the extent it has not been stayed

under Article 20;

(c) Suspending the right to transfer, encumber or otherwise dispose of any assets

of the debtor to the extent this right has not been suspended under Article 20;

(d) Providing for the examination of witness, the taking of evidence or the delivery of

information concerning the debtor’s assets affairs, rights, obligations or liabilities;

(e) Entrusting the administration or realization of all or part of the debtor’s assets

located in this State to the foreign representative or another person designated

by the court.

( f) Granting any additional relief that may be available to a person or body

administering a reorganization of liquidation under the law of the enacting State

under the laws of that State.

Protection of creditors and other interested persons [Article 22] :

The court may under Article 22, at the request of the foreign representative or a person

affected by relief granted, or at its own motion, modify or terminate such relief. In granting

or denying relief under Article 21, or in modifying or terminating relief, the court must be

satisfied that the interests of the creditors and other interested persons, including the

debtor, are adequately protected.

The idea underlying Article 22 is that there should be a balance between relief that may be

granted to the foreign representative and the interests of the persons that may be affected

by such relief.

COOPERATION WITH FOREIGN COURTS AND FOREIGN

REPRESENTATIVES :

Cross-border cooperation is the core element of the Model Law. Its objective is to enable

courts and insolvency administrators from two or more countries to be efficient and achieve

optimal results. Cooperation as described in the chapter is often the only realistic way, for

example, to prevent dissipation of assets, to maximize the value of assets.
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Article 25 :

The court is entitled to communicate directly with, or to request information or assistance

directly from, foreign courts or foreign representatives. The ability of courts, with appropriate

involvement of the parties, to communicate “directly” and to request information and

assistance “directly” from foreign courts or foreign representatives is intended to avoid

the use of time-consuming procedures traditionally in use, such as letters rogatory.

Article 26 :

Article 26 provides for co-operation and direct communication between a person or body

administering a reorganization or liquidation under the law of the enacting State and foreign

courts or foreign representatives.

Article 27 :

Cooperation may be implemented by any appropriate means, inlcuding :

(a) Appointment of a person or body to act at the direction of the court;

(b) Communication of information by any means considered appropriate by the court;

(c) Coordination of the administration and supervision of the debtor’s assets and

affairs;

(d) Approval or implementation by courts of agreements concerning the coordination

of proceedings;

(e) Coordination of concurrent proceedings regarding the same debtor;

( f) The enacting State may wish to list additional forms or examples of cooperation.

CONCURRENT PORCEEDINGS :

Commencement of a proceeding after recognition of a foreign main proceeding

[Article 28] :

After recognition of a foreign main proceeding, a proceeding under the laws of the enacting

State relating to insolvency ‘may be commenced’ only if the debtor has assets in the state

enacting the Model Law.

If further provides that recognition of a foreign main proceeding will not prevent the

commencement of a local insolvency proceeding concerning the same debtor as long as

the debtor has assets in the State.

Coordination of a proceeding [Article 29] :

Where a foreign proceeding and a proceeding under the law of the enacting state relating

to insolvency are taking place concurrently regarding the same debtor, the court shall

seek cooperation and 25, 26 and 27.
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Coordination of more than one foreign proceeding [Article 30] :

Article 30 deals with cases where the debtor is subject to insolvency proceedings in more

than one foreign State and foreign representatives of more than one foreign proceedig

seek recognition or relief in the enacting State. The provision applies whether or not an

insolvency proceeding is pending in the enacting State. If, in addition to two or more foreign

proceedings, there is a proceeding in the enacting State, the court will have to act pursuant

to both Article 29 and Article 30.

In respect of more than one foreign proceeding regarding the same debtor, the court shall

seek cooperation and coordination under Articles 25, 26 and 27, and the following shall

apply :

(a) Any relief granted under Article 19 or 21 to a representative of a foreign nonmain

proceeding after recognition of a foreign main proceeding must be

consistent with the foreign main proceeding;

(b) If a foreign main proceeding is recognized after recognition, or after the filing of

an application for recognition, of a foreign non-main proceeding, any relief in

effect under Article 19 or 21 shall be reviewed by the court and shall be modified

or terminated if inconsistent with the foreign main proceeding;

(c) If, after recognition of a foreign non-main proceeding, another foreign non-main

proceeding is recognized, the court shall grant, modify or terminate relief for the

purpose of facilitating coordination of the proceedings.

Rule of payment in concurrent proceedings [Article 32] :

Without prejudice to secured claims, a creditor who has received part payment in respect

of its claim in a proceeding, pursuant to a law relating to insolvency, in a foreign State, may

not receive a payment for the same claim in a proceedig, under the laws of the enacting

State relating to insolvency regarding the same debtor, so long as the payment to the

other creditors of the same class is proportionately less than the payment the creditor has

already received.

The rule set forth in Article 32, also referred to as the hotchpotch rule, is a useful safeguard

in a legal regime for coordination and cooperation in the administration of cross-border

insolvency proceedings. It is intended to avoid situations in which a creditor might obtain

more favourable treatment than the other creditors of the same class by obtaining payment

of the same claim in insolvency proceedings in different jurisdictions.

EFFECTIVE INSOLVENCY AND CREDITOR RIGHTS SYSTEMS

- WORLD BANK PRINCIPLES :

A brief summery of the key elements of the World Bank Principles for effective insolvency

and creditor rights systems is given below :
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1. Credit Environment :

Compatible credit and enforcement systems : A regularized system or credit should

be supported by mechanisms that provide efficient, transparent and reliable methods for

recovering debt, including seizure and sale of immovable and movable assets and sale

or collection of intangible assets, such as debt owed to the debtor by third parties. An

efficient system for enforcing debt claims is crucial to a functioning credit system, especially

for unsecured credit.

Enforcement System : A modern, credit-based economy requires predictable,

transparent and afforadable enforcement of both unsecured and secured credit claims by

efficient mechanisms outside of insolvency, as well as a sound insolvency system. These

systems must be designed to work in harmony. Uncertainty about the enforceability of

contractual rights increases the cost of credit to compensate for the increased risk of

nonperformance or, in severe cases, leads to credit tightening.

Credit information systems : A modern credit-based economy requires access to

complete, accurate and reliable information concerning borrowers’ payment histories. This

process should take palce in a legal environment that provides the framework for the

creation and operation of effective credit information systems. Permissible uses of

information from credit information systems should be clearly circumscribed, especially

regarding information about individuals. Legal controls on the type of information collected

and distributed by credit information systems may often be used to advance public policies,

including anti-discrimination laws.

2. Insolvency Law Systems :

Though approaches vary, effective insolvency systems have a number of aims and

objectives. Systems should aspire to :

(i) Integrate with a country’s broader legal and commercial systems;

(ii) Maximize the value of firm’s assets and recoveries by creditors;

(iii) Provide for both efficient liquidation of nonviable businesses and those where

liquidation is likely to produce a greater return to crediots and recognization of

viable businesses;

(iv) Strike a careful balance between liquidation and reorganization, allowing for easy

conversion of proceedings from one proceeding to another;

(v) Provide for equitable treatment of similarly situated creditors, including similarly

situated foreign and domestic creditors;

(vi) Provide for timely, efficient and impartial resolution of insolvencies;

(vii) Prevent the improper use of the insolvency system;

(viii) Prevent the premature dismemberment of a debtor’s assets by individual

creditors seeking quick judgments;

(ix) Provide a transparent procedure that contains, and consistently applies, clear

risk allocation rules and incentives for gathering and dispensing information;
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(x) Recognize existing creditor rights and respect the priority of claims with a

predictable and established process; and

(xi) Establish a framework for cross-border insolvencies, with recognition of foreign

proceedings.

3. Implementation : Institutional and Regulatory Frameworks :

Strong institutions and regulations are crucial to an effective insolvency system. The

institutional framework has three main elements : the institutions responsible for insolvency

proceedings, the operational system through which cases and decisions are processed

and the requirements needed to preserve the integrity of those institutions - recognizing

that the integrity of the insolvency system is the linchpin for its success.

4. Overarching considerations of sound investment climates :

Minimum standards of transparency and corporate governance should be established to

foster communication and cooperation. Disclosure of basic information - including financial

statements, operating statistics and detailed cash flows-is recommended for sound risk

assessment. Accounting and auditing standards should be compatible with international

best practices so that creditors can assess credit risk and monitor a debtor’s financial

viability. A predictable, reliable legal framework and judicial process are needed to

implement reforms, ensure fair treatment of all parties and deter unacceptable practices.

QUESTIONS :
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