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Chapter 7: Formation of a Company

Formation of a company involves several stages, and the process can be divided into three distinct
phases: Promotion, Incorporation, and Subscription of capital.

Step | - Promotion of a Company:

Definition of a Promoter: A promoter is someone who undertakes the formation of a.company with
reference to a given project and takes the necessary steps to accomplish that purpose. According to
section 69, a promoter can be identified in various ways:

e Named in a prospectus or identified in the company's annual return.
e Has control over the company's affairs, directly or indirectly.

e The Board of Directors acts according to their advice, directions, or instructions. However,
this does not apply to someone acting merely in a professional capacity.

Functions of Promoters:
1. Identification of Business Opportunity:

e Promoters identify a potential business opportunity, which could involve creating a
new product or service, exploring a different market channel, or any other
investment potential.

2. Feasibility Studies:

e Technical Feasibility: Promoters assess whether the business idea is technically
possible to execute. This involves considering factors such as the availability of raw
materials or technology.

e Financial Feasibility: Promoters estimate the fund requirements for the identified
business opportunity. If the project's financial requirements are too large to be easily
arranged, it might not be feasible.

e . Economic Feasibility: Even if a project is technically and financially viable, promoters
assess its profitability. If the chance of profitability is low, the idea may be
abandoned.

3. Name Approval:

e After deciding to incorporate a company, promoters need to select a name for the
company. They submit an application to the registrar of companies for approval. The
proposed name should not be identical or too similar to an existing company's name,
and it should not be misleading.

4. Fixing Signatories to the Memorandum of Association:
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e Promoters decide on individuals who will sign the Memorandum of Association.
These individuals are usually the first directors of the company, and their written
consent to act as directors and acquire qualification shares is necessary.

5. Appointment of Professionals:

e Promoters may appoint professionals like mercantile bankers and auditors to assist in
preparing necessary documents required for registration. This includes submitting a
statement of return of allotment with details of shareholders and the number of
shares allotted to each.

6. Preparation of Necessary Documents:

o Promoters take steps to prepare legal documents required for registration, including
the Memorandum of Association, Articles of Association, and Consent of Directors.

The process of company formation is complex and involves careful planning and adherence to legal
formalities at each stage. Promoters play a crucial role in shaping the company and bringing it into
existence by undertaking these functions.

Step 2. Incorporation:

e Once the promoters have completed the necessary steps and obtained all approvals, the
company can proceed to the incorporation stage.

e Legal documents are submitted to the Registrar of Companies for registration.
e The Memorandum and Articles of Association outline the company's constitution and rules.

Step 3. Subscription of Capital:

e After incorporation, the company proceeds to raise capital by inviting the public or private
entities to subscribe to its shares.

e Inthe case of a private company, the public offering of shares and the issuance of a
prospectus may not be required.

Name Clause

The Name Clause is a crucial element in the formation of a company, and certain guidelines and

restrictions are imposed on the selection of a company name. The considerations for a desirable
name include:

Undesirable Names:
1. Identical or Resembling Existing Company Names:

e A proposed name should not be identical to or closely resemble the name of an
existing company. This helps avoid confusion in the business landscape.

2. Misleading Names:

e The name should not be misleading. If a name suggests that the company is involved
in a particular business or is an association of a specific type when it is not true, it is
considered undesirable.




3. Violative of 'The Emblem and Names (Prevention of Improper Use) Act 1950:

e The proposed name should not violate the provisions of 'The Emblem and Names
(Prevention of Improper Use) Act 1950.

e The Act specifies names, emblems, or official seals of international organizations like
the UNO and its bodies (e.g., WHO, UNESCO), as well as national symbols such as the
Indian National Flag.

e Prohibition extends to names suggesting patronage of the Government of India,
state governments, or any local authority.

Provisions of 'The Emblem and Names (Prevention of Improper Use) Act 1950:

o The Act aims to prevent the improper use of certain names, emblems, and symbols,
considering their significance and representation.

o The schedule to the Act provides a list of names, emblems, or symbols that are protected
against unauthorized use.

Summary:

e The Name Clause ensures that the chosen name is distinctive, not misleading, and complies
with legal provisions.

e Violating the Act may lead to rejection of the proposed name.

e Companies must carefully consider the uniqueness and appropriateness of their chosen
name during the formation process.

Compliance with these guidelines helps maintain clarity, transparency, and legal adherence in the
naming process, contributing to the overall integrity of the company formation.

Documents Required for Company Formation:
A. Memorandum of Association (MOA):

The Memorandum of Association is a vital document that outlines the fundamental aspects and
objectives of a company. It serves as the company's constitution, defining the scope of its
activities. Itiis the most important document for a company as it delineates the company's
objectives. No company can legally engage in activities beyond those specified in its MOA.
According to section 2(56) of The Companies Act, 2013, "memorandum" refers to the
memorandum of association of a company, whether originally framed or altered over time in
accordance with previous company laws or the current Act.

Clauses of the Memorandum of Association:
1. Name Clause:

e Contains the approved name of the company.
2. Registered Office Clause:

e Specifies the proposed state for the registered office; the exact address must be
notified within 30 days of incorporation.




3. Objects Clause:

o Defines the purpose for which the company is formed. Legal activities must align
with the objects stated in this clause.

4. Liability Clause:
o Limits the liability of members to the amount unpaid on their shares.
5. Capital Clause:

e Specifies the maximum authorized capital the company can raise through share
issuance.

e Outlines the authorized share capital, including the division into shares with a fixed
face value.

6. Signatories' Intention:

e States the intention of signatories to be associated with the. company and their
undertaking to subscribe to shares.

7. Signature Requirements:

e Must be signed by at least seven persons for a public company and two persons for a
private company.

B. Articles of Association (AOA):

Articles of Association complement the Memorandum of Association by providing rules for the
internal management of the company. These rules should not contradict or exceed the provisions of
the Memorandum of Association. Section 2(5) of The Companies Act, 2013 defines "articles" as the
articles of association of a company, whether originally framed, altered over time, or applied
according to previous company laws or the current Act.

Articles are subsidiary to the Memorandum of Association and should not contradict or exceed
anything stated in the Memorandum. Articles lay down rules and regulations for the internal
management of the company, covering matters such as directorial powers, shareholder rights, and
meetings. The articles may adopt the standard forms specified in Tables F, G, H, |, and J, or the
company can.create its own.

C. Consent of Proposed Directors:

e Written consent of each person named as a director, confirming agreement to act and
undertaking to buy and pay for qualification shares as per AOA.

D. Agreement for Managing Director or Whole Time Director:

e Any agreement proposed with an individual for appointment as Managing Director or a
whole-time Director.

E. Statutory Declaration:

e Declaration confirming compliance with all legal requirements related to registration, signed
by an advocate, Chartered Accountant, Cost Accountant, or Company Secretary, and by a
person named in the articles as a director, manager, or secretary.




F. Receipt of Payment of Fee:

e Submission of necessary fees for registration, based on the authorized share capital.
Position of Promoters:

¢ Role and Liability:

e Promoters are individuals responsible for initiating company formation but are not
agents or trustees of the company.

e Personally liable for contracts entered into before incorporation unless ratified later
by the company.

e Fiduciary Position:
e Enjoy a fiduciary position with the company and must not misuse it.
e Profits must be disclosed, and secret profits are not allowed.
¢ Reimbursement and Remuneration:
e Not legally entitled to claim expenses incurred in company promotion.
e May be reimbursed by the company for pre-incorporation expenses.

e The company can remunerate promoters through lump-sum payments,
commissions, share allotments, or debentures.

e Disclosure and Consequences:

e Must disclose material information; non-disclosure can lead to contract rescission
and damages.

The detailed documentation and adherence to legal requirements are essential for the successful
and lawful formation of a company.

Incorporation Process:

After completing the necessary formalities, the promoters proceed with the application for the
incorporation of the company. This application is filed with the Registrar of Companies (RoC) of the
relevant state where the registered office of the company is planned to be established. The
application for registration must be accompanied by specific documents, which are reiterated below:

1. 'Memorandum of Association:
e Duly stamped, signed, and witnessed.
e For a public company, at least seven members must sign it.
e For a private company, the signatures of two members are sufficient.

e Signatories provide information about their address, occupation, and the number of
shares subscribed.

2. Articles of Association:

e Duly stamped and witnessed, similar to the Memorandum.




e Public companies may adopt Table A (a model set of Articles given in the Companies
Act). In this case, a statement in lieu of the prospectus is submitted instead of the
Articles of Association.

Consent of Proposed Directors:

e Written consent of proposed directors to act as directors and an undertaking to
purchase qualification shares.

Agreement with Proposed Managing Director, Manager, or Whole-time Director:

e If applicable, an agreement with the proposed Managing Director, Manager, or
whole-time director.

Registrar's Approval Letter:
e A copy of the Registrar's letter approving the name of the company.
Statutory Declaration:

e A statutory declaration affirming compliance with all legal requirements for
registration, duly signed.

Registered Office Address:

e Notice about the exact address of the registered office may be submitted with these
documents. If not submitted at incorporation, it can be provided within 30 days of
receiving the certificate of incorporation.

Documentary Evidence of Payment:

e Documentary evidence of payment of registration fees.

Registrar's Role and Certificate of Incorporation:

The Registrar reviews the application and accompanying documents to ensure they are in
order and that all statutory requirements for registration are met.

The Registrar does not conduct a thorough investigation into the authenticity of the facts in
the documents.

Upon satisfaction with the formalities, the Registrar issues a Certificate of Incorporation to
the company, marking its official registration. This certificate is often referred to as the "birth
certificate" of the company.

Corporate Identity Number (CIN):

Effective from November 1, 2000, the Registrar of Companies allocates a Corporate Identity
Number (CIN) to the company.

The issuance of the Certificate of Incorporation signifies the official establishment of the company,
allowing it to commence its business activities.




Respective forms for Memorandum of Association

1. Table A | MOA of a company limited by shares

2. | Table B | MOA of a company limited by guarantee and not having

share capital

3. Table C | MOA of a company limited by guarantee and not having

share capital

4. | Table D | MOA of an unlimited company and not having share capital

5. | Table E | MOA of an unlimited company and having share capital

Respective forms for Articles of a Company

6. Table F | AOA of a company limited by shares

7. | Table G | AOA of a company limited by guarantee and having share capital

8. | Table H | AOA of a company limited by guarantee and not having share

capital

9. Table I | AOA of an unlimited company and having share capital

10. Table J | AOA of an unlimited company and not having share capital

Preliminary Contracts in Company Formation:

During the promotion stage of a company, promoters often engage in contracts with third parties on
behalf of the company. These contracts are referred to as preliminary contracts or pre-incorporation
contracts. It's important to note the following key aspects:

Legal Status of Preliminary Contracts:

¢ Notlegally binding on the company until it decides to honor them after
incorporation.

e . The company can choose to enter into fresh contracts based on the same terms.
Ratification and Fresh Contracts:

e Distinction between ratification (not applicable) and entering into new contracts
(allowed).

Company's Discretion:

e The company is not obligated to honor preliminary contracts and can make
independent decisions after incorporation.

Promoters' Liability:

e Promoters remain personally liable for obligations arising from preliminary contracts
until the company assumes them.




Director Identification Number (DIN):

The Director Identification Number (DIN) is a unique identification number required for individuals
intending to be appointed as directors of a company. Here are key points regarding the application
and allotment of DIN

Application for DIN:
1. Requirement for Directors:

e Every individual intending to be appointed as a director of a company must apply for
the allotment of a Director Identification Number (DIN).

2. Application Process:
e The application for DIN is made to the Central Government.
e The application is submitted in the prescribed form, along with the required fees.
Allotment of DIN:
Timeline for Allotment:

¢ The Central Government is responsible for allotting a Director Identification Number
to an application.

e The allotment is done within one month from the receipt of the application.
Restrictions on Multiple DINs:
Prohibition on Multiple DINs:

e Anindividual who hasalready been allotted a Director Identification Number is
prohibited from applying for, obtaining, or possessing another Director Identification
Number.

Difference between Memorandum of Association and Articles of Association

Basis of Memorandum of Association Articles of Association
Difference
Objectives Defines the objects for which the Rules of internal management of the
company is formed. company, indicating how objectives are
to be achieved.
Position Main document of the company and Subsidiary document, subordinate to
subordinate to the Companies Act. both the Memorandum of Association
and the Companies Act.
Relationship  Defines the relationship of the company = Defines the relationship of the members

with outsiders.

and the company.




Validity

Necessity

Acts beyond the Memorandum of Acts beyond Articles can be ratified by

Association are invalid and cannot be the members, provided they do not

ratified, even by a unanimous vote of violate the Memorandum.

the members.

Every company must file a Not compulsory for a public limited

Memorandum of Association. company to file Articles of Association; it
may adopt Table F of The Companies
Act, 2013.

Capital Subscription and Fundraising Process in a Public Company:

Steps for Raising Funds from the Public:

1. SEBI Approval:

Before raising funds from the public, a public company needs prior approval from
SEBI (Securities and Exchange Board of India).

SEBI provides guidelines for disclosure of information and investor protection to
safeguard the interests of investors.

2. Filing of Prospectus:

A prospectus is prepared, which serves as an invitation to the public to subscribe to
the capital of the company.

The prospectus contains detailed information about the company's objectives,
financials, and other relevant details.

A copy of the prospectus ora statement in lieu of the prospectus is filed with the
Registrar of Companies.

3. Appointment of Bankers, Brokers, Underwriters:

Bankers of the company receive the application money.

Brokers assistjin distributing application forms and encouraging the public to apply
for shares.

Underwriters may be appointed to ensure subscription assurance. They commit to
buying shares if public response is uncertain.

4. - Minimum Subscription:

To prevent inadequate resources for business commencement, there is a
requirement for a minimum subscription.

The company must receive applications for a certain minimum number of shares
before allotment.

As per SEBI guidelines, the minimum subscription should be at least 90% of the issue
size.

5. Application to Stock Exchange:




e Anapplication is submitted to at least one stock exchange seeking permission to deal
in the company's shares or debentures.

o If permission is not granted within ten weeks from the closure of the subscription
list, the allotment becomes void.

6. Allotment of Shares:

e Till shares are allotted, application money remains in a separate bank account and
must not be used by the company.

e Allotment letters are issued to successful applicants, and a 'Return of Allotment' is
filed with the Registrar of Companies.

7. Private Fundraising:
e A public company may opt for private fundraising without issuing a prospectus.

e Instead, it can raise funds through private arrangements with friends, relatives, or
other private sources.

e Insuch cases, a 'Statement in Lieu of Prospectus' is filed with the Registrar.
Importance of SEBI Approval and Transparency:
e SEBI approval ensures proper disclosure of information to protect the interests of investors.

e The prospectus plays a crucial role in informing potential investors, and any misstatement or
non-disclosure could have legal implications.

e The process involves strict adherence to regulatory guidelines to maintain transparency and
safeguard investor trust.

One Person Company (OPC).in India
Introduction:

With the enactment of The Companies Act, 2013, the concept of One Person Company (OPC) was
introduced; allowing a single individual to establish a company. The introduction aimed to promote
corporatization.among micro-businesses and foster entrepreneurship. The recommendation for OPC
formation came from the JJ Irani Expert Committee in 2005, emphasizing a simpler legal regime with
exemptions for small entrepreneurs to reduce the burden of complex legal compliance.

Characteristics of One Person Company:
1. Single Member:
e An OPCis a company with only one person as a member (shareholder).

e This individual enjoys the benefits of a private limited company, including a separate
legal entity, personal asset protection, and perpetual succession.

2. Eligibility Criteria:

e Only a natural person who is an Indian citizen and resident in India can incorporate
an OPC.




e The term "resident in India" refers to a person who has stayed in India for at least
182 days during the immediately preceding one calendar year.

3. Limitations on Multiple OPCs:

e No person is eligible to incorporate more than one OPC or become a nominee in
more than one such company.

4. Transition Criteria:

e If a person, being a member in one OPC, becomes a member in another OPC by
virtue of being a nominee, they must meet eligibility criteria within 180 days.

5. Restrictions on Minors:

e Minors are not allowed to become members or nominees of an OPC or hold shares
with beneficial interest.

6. Section 8 Company and NBFC Activities:

e An OPC cannot be incorporated or converted into a Section 8 company (a company
formed for charitable purposes).

e ltisrestricted from carrying out Non-Banking Financial Investment activities,
including investments in securities of other corporates.

7. Voluntary Conversion:

e An OPC cannot voluntarily convert into.any other type of company unless two years
have passed from the date of incorporation.

e Exceptions exist if the paid-up share capital exceeds fifty lakh rupees or the average
annual turnover during the relevant period exceeds two crore rupees.

The concept of One Person Company provides a simplified legal structure for solo entrepreneurs,
encouraging small business development and reducing the regulatory burden. The characteristics
and restrictions outlined aim to balance flexibility with necessary regulatory safeguards.




