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Abstract Private limited company holds a unique positiomder company law as it enjoys certain privilegesdaexemptions as
opposed to public company and Government Comparhe Benefit of separate legal entity and limitedbiéty are two vital
attractions of private company over other form ofrapanies. Shares prima facie considered transfesblt the definition of
a private company imposes certain conditions tofbiilled; one of such condition is that there mugdie some restrictions on
transferability of the company’s shares. Whenevee Wear the term ‘restriction’, it gives negative maotation and often
misunderstands or misinterprets with prohibition,hich is not the actual case. To enjoy the benefissociated with private
company like, business secrecy, restricted entryoofsiders, and limited area of activates among fgmmembers or small
group of members restrictions on transferability shares are justified until and unless they turn bto be prohibitory in
nature and violates the right of pre — emption dfet shareholders. In Chiranji Lal Jasrasaria v. Maltidr Dhelia it was held
that restriction which precludes a shareholder adfether from transferring may be invalid but a regttion which does no
more than a give right of pre — emption is validrt&les of association of a company considered t8iale on the matter of the
transferability of shares of a private company. Amgstriction imposed through its articles is bindinupon the members of a
company. Chief ones of them are giving unrestrictashd uncontrolled power to directors to approve tkbare transfer
transaction and the members given the right of pemption for purchasing the shares offered by anymiger. On the other
side, this creates a boundary that absence of ieBtms in the articles of association gives thghit to shareholder to transfer
any shares without the consent of anybody, eventhie stranger. In this paper, author has attempted highlight the
significance of the restrictions, modes of restiant, exception to this clause and analytical apprtawould be given to
understand the intention of the legislation behindcorporating this clause in the statute throughdicial pronouncements.

Keywords: Private Limited, Government, Shares prifiagie, Business.

. PURPOSE/OBJECTIVE

The main purpose of this paper is to analyze tharasof restrictions imposed on the transferabitifyshares of a private
company, significance of such restrictions to namthe private character of the company and iiogmt role of Articles of
Association of a company and Board of Directora abmpany.

1. INTRODUCTION

The intention behind a modern private company ial:dgirstly, to facilitate small traders or privapersons carrying on a
family business to avail the advantages of corgotiading. Secondly, to act as a subsidiary incugrof companies to avoid
having to establish a public company, given théhole of exacting requirements they are requiredltow.

Section 2(68) of the companies Act, 2013 definestdrm ‘private company’. It is called a glorifigdirtnership or closed
corporation. In view of the definition, a privaterapany required by law to incorporate certain dpegtirestrictions, prohibitions
and limitations with regard to transfer of shai@se of the three ingredients of the definitionhiatta private company, by its
articles restricts the right to transfer its shdre&thareholding of a private company, and so teaabflity of its shares, is confined
to a limited group of persons. The restrictiongguired to be mentioned in the Articles of AssadoiatTo what extent and in
what form the right to transfer can be restricted heen left to the discretion of the companiesvéier, certain common
restrictive provisions are found in the articlesvadst private companies. Two chief of them are2:

1. The directors are given absolute and uncontroliscretion in the matter of approval of transfer fegistration;
2. The members are given the right of pre — emptiompéochasing the shares offered by any other member

The distinction between a private company and dipebmpany is marked and real. In the case ofgtexcompany, a family
or other private group can confine the sharehoklitegthem or render their subject to their approlralthe case of public
company, however, when the public at large is ewito subscribe to the shares and the benefitahé&eavailed of by the

! Section 2(68)(i) of the Companies Act, 2013
2 Ghosh M.K. & Dr. Chandratre R.K., Company Law wétcretarial Practice, 2006 — 07"IBdition, Vol.1, Bharat Law House,
New Delhi
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company, it cannot still claim to retain the comqia of being the bastion of or domain of a limitgup where intrusion by
outsiders in the form of acquisition of sharesisisted and monopolistic vested defenses set up.3

Any restrictions imposed by the articles are bigdon the company and its members as the ArticleAssbciation of a
company constitute a contract between the compadyts shareholders.

IR RESTRICTIONS ON THE RIGHT TO TRANSFER SHARES

Transferability of shares is considered to be ohé&he important features for incorporation of argympany. As discussed
above and keeping in mind the definition of thevaté company, to maintain the private charactethef company certain
reasonable restrictions can be imposed on privatgeany only under the provisions found in the Aescof Associations. There
are two kinds of provisions which can be incorpedan the Articles of the Company for this purpoBeey are:

A. Power of Directors to refuse transfer of shares:

The articles of private companies invariably camaiovisions empowering the Board of Directorshef tcompany to refuse to
register transfer of shares on any ground withdtihg any reason. The board of a private comparsyveay wide discretion in
the matter of refusing transfers. If board of dioes, decides not to entertain or admit a persora asember, due to the
compulsion of the articles of association to tHedafthat if another member offered to purchasesttees which are available for
transfer, such member shall have priority over aisider and the court cannot find that such degitiodecline admission to the
outsider is improper or capricious or arbitraryoppressive.4

The power to refuse to register a transfer musideecised by the directors in good faith and fer benefit of a company and
not for some extraneous purpose because the artitke private company usually carry rigid restoics upon the right of transfer
and they also empower the directors with a blapketer to refuse to accept a transferee who in fhdgment is not a desirable
person to be admitted into the company. If suchgow permitted to be used arbitrarily, the positaf the shareholder of a
private company would be very miserable.5

Usually court did not intend to interfere in thetteawhere power has been exercised by the boatttegirivate company and
of the opinion that judicial interference would pessible only when there is a mala fide exercisthefpower or the reasons for
the refusal which they voluntarily disclosed weot adequate to support their decision.

The Board of Directors does not always exercispdtsers of refusal in good faith or bona fide. e hame of acting in the
interests of the company the Board may abuse it&pand refuse to register transfer of shares.fattethat close ties of kinship
and friendship generally bind the directors in &vgte company would make such abuse easier.6 Tdrereertain instances of
such situation where judicial interference had beemecessary. They are:

If directors exercise the power in order to previtrt transferor from selling his shares at allpecause of their hostility
towards him, or because the directors wish to gairtrol of the company themselves and they considdrthe acquisition of the
shares by the transferee may prevent them frongdsmnthan the court will order the company tostgithe transfer7; or

If the directors approve a transfer of their owarsls in order to escape liability for unpaid cdpithich will inevitably have to
be called up to pay the company’s existing delis8;

If they approve a transfer of a member’s sharéeéonselves when they have bought the shares in twdgifle an inquiry into
irregularities in the management of the compangirthpproval is inoperative and court will ordee ttransferor's name to be
restored to the register of members9;

Where the transferor paid the directors the amo@imbioney which they demanded as the price of yefiroval, and the fact
that the directors undertook to apply the moneyatals meeting the company’s debts made no diffeddhce

It is further necessary that the board should éserthe power of refusal strictly on the groundscified in the article. No
other ground can be imported into the matter. Thly permissible restrictions on transferability dhmse contained in the

% Ganesh Flour Mills Co. Ltd v Khaitan (1986) 60 Go@as 28 (Del).

* Chandran (P V) v Malabar and Pioneer History P (1890) 69 Comp Case 164 (ker)

® Ramaiya A., Guide to the Companies Act" Hilition, Part — 1, Wadhwa, Nagpur

® Restriction on Transfer of shares available at tpshivww.lawteacher.net/finance-law/essays/resticbn-transfer-of-
shares.php> visited on October 2, 2014

" Robinson v Chartered Bank of India (1865) LR 132gTett v Phoenix Property and Investment Co.,l(f984) BCLC 599

8 Re, Accidental Death Insurance Co., Allin’s Cak®873) LR 16 Eq 449

° Re, Mitre Assurance Co., Eyre’s Case (1862) 3WvB&a

19 Re, Cameron’s Coalbrook Steam Coal and Swansebhamgher Rly Co., Benmett's case 91854) 5 De GM 282
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company’s article of association. Any additionatrigtion not contained in the articles but in &/ate agreement between two
shareholders is not binding either on the compargnahe shareholders.11

The burden of proving that the directors have wfolhygaccepted or objected to transfers of shaes$sron the person making
the allegation. The Courts will always presume biitha on the part of the directors.

B. Pre — emptive Rights

It is common practice to provide in the articleattany member intending to transfer his sharesldhafter the shares first to
other members of the company at a price ascertainaccordance with a formula set out in the seicbr at a fair price at which
the shares are valued by the directors or by thapany's auditors and he shall transfer the sharbstproposed transferee only
if the other members do not exercise their righjpprd-emption.12 The articles usually contain elabt®mprovisions as to the
manner in which the shares can be offered by amding transferor, the directors shall deal witaritl the manner in which the
right of pre — emption shall be exercised by themipers. Such restrictions are not invalid.13 In gévcompanies, the articles
often provide a non — statutory pre — emption righttavour of the remaining shareholders if a shaléer is desirous of
disposing of and transferring his shares. “The ab{¥ such non — statutory right is to preserve t¢haracter of the private
company as a ‘close corporation’ and to preventiawelcome outsider from buying himself into the gamy and taking it
over”.14 In Bishan Singh v. Khazan Singh,15 the i€stated that the right of pre-emption is notghtito the thing sold but a
right to the offer of a thing to be sold.

These provisions seek to restrict the transfer betna member and a non — member and, thereforecsibjthe wording of
the articles. These provisions do not restrict titaasfer between one member and another. The érabstween members is
completely unrestricted and such transfer doesring into operation the provisions of the pre pion clause. This clause is
not a complete bar to the transfer to an outsiblee. articles of a private company can restrictritjet of transfer, but they cannot
completely prohibit the transfer.16 Pre — emptilaises have a binding effect even though the pagable by the other member
is considerably less than their market value ofstheres and even though the exercise of the rightesult in the company only
having one member.

The pre-emption clause goes a long way in ensuhiagthe control of the shares does not fall it® hands of undesirable
persons by allowing the existing shareholders itis& dpportunity to buy the shares.17

If it is desirable by the members of the comparst they should maintain the proportionality of steoidings as between
themselves, it is desirable to extend the righiref— emption further still and to make it applieato transfer to a fellow member
also and to the transfer of shares on the deaitisotvency of a member as also to transfer of actlir’s shareholding when he
ceases to be a director.18

A pre — emption provision in the articles bind artgagee of a member’s share and also the compsadyiitit claims a lien on
the shares under its articles. Before exercisimgpbwer to sell the shares to realize the mortgag® enforce the lien, the
mortgagee or the company must offer the sharebamther members of the company in accordance tivéhpre — emption
clauses.19

The conditions imposed and the formalities pregetiby the articles, such as notice of transferheyintending transferor and
the notice, in turn, by the company to other membare mandatory and must be strictly followed bthbThe notice to be given
by the company to its members must be properlyrgithewever, in appropriate cases the notice mayfeered from the facts
and circumstances as, for instance, where a résolapproving a transfer to a non-member is pabsethe consent of all the
directors of the company who are the only sharedisldf it.20

In Satyanarayana Rathi v. Anna Maliar Textiles Rwi.,21 the articles of association of a privatenpany provided that no
share of the company shall be transferred to amgopewho is not a member of the company so longrgsmember of the
company is willing to purchase the same at a fagepwhich shall be determined by directors fromeito time. The appellant, in

1 pr. Chandratre R.K.Restrictions on transfer of shares in a privateitid company : Law & PracticeJuly 2003, available at
<http://www.bcasonline.org/articles/artin.asp?4@sited on October 5, 2014

12 Subhashini R., ‘India: Restricion on  Transferability —of  Shares,’, June 14, 2010, at
<http://www.mondag.com/india/x/102852/Directors+oéfs/Restrictions+on+Transferability+of+Sharesisjted on October 5,
2014

13 Borland’s Trustee v steel Bros and Co (1901) 2T%

14 Devaraj Dhanram v Firebricks & Potteries (1994)Ctmp Cas 750 (Kant)

' AIR 1958 SC 838

16 bhamija Ashok:Power to refuse free transfer of shareBinancial Express, August 2, 1999

Y Supran. 6

'8 Share transfer restrictions under companies Aeilabe on <http://www.legalserviceindia.com/a®it232-Share-Transfer-
Restrictions.html>, visited on September 29, 2014

¥ Supran. 13

D gypran. 11

21(1999) 32 CLA 56
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whose favour certain shares were pledged for daresupply of cotton, asked the company to regitertransfer of shares in his
favour as the dues were outstanding. The compdngeae to register the transfer as it would havenbgelating the law. The
Company Law Board (CLB) upheld the decision of Buard. It observed that a close scrutiny of thevalarticles will show that
no share shall be transferred to an outsider if meynber of the company is willing to purchase thme at a fair price which
shall be determined by the directors. Further sfiemnto an outsider is permissible only when thaf8ds unable to find a willing
member to purchase the shares within a stipulagetbgh The members of the company were willing twchase the pledged
shares at a fair price in exercise of their pret@rapight. The CLB emphasized that any transfesitdres of a private company
shall be in strict compliance with the articlesasbociation, failing which the transfer will be kative of the provisions of articles
and such transfer is liable to be set aside. Inptfesent case, the prayer of the petitioner tostegithe shares in his name is
against the provisions of the articles. The compantherefore, bound to refuse the transfer ofeshan favour of the appellant,
which it did.

In this way these are the general restrictionshenttansferability of share mentioned in the Agscbf Association of private
companies, which are mandatory to be followed byglass of shareholders.

V. PRIVATE AGREEMENT BETWEEN SHAREHOLDERS

The Companies Act compulsorily requires private parmies to impose restrictions on the transfer afesh by incorporating
such restrictions in their articles. However, thet Aoes not specify any particular mode of restncor prescribe the extent of
the restriction required. Thus the restrictions rbayas slight or as severe as the framers of tiedeardesire. Such restrictions
should be general and apply unvaryingly to all shalders and on all types of shares.

The only permissible restrictions on transferapilitre those mentioned in the Articles of Associat@f company. Any
additional restrictions which are not containedhia articles but in the private agreement betwéentwo shareholders, which
places further obstacles in the way of transfeitgtlf shares is not binding either on the compangn the shareholders. Thus,
an agreement restricting the right to transfer i@yitto or inconsistent with the provisions in #rticles is not enforceable.22 It is
a well established principle that a share in a comgs an item of property freely alienable in #iEsence of express restrictions
under this article.23 The restriction must be sgtexpressly or must arise by necessary implicaiwh any ambiguous provision
is construed in favour of the shareholder wishimgransfer.24

In the Rangaraj case, the articles of a privatepaom provided: the first part of the articles statgat no new member shall be
admitted in the company except with the conserhefmajority of the members. The second part statgson the death of any
member, his heirs or heirs or nominee(s) shall thmitted as member(s). The third part states thaudh heir or heirs or
nominee(s) is/are unwilling to become member(sg, share capital of the deceased member shall Ixbdied among the
existing members equally or transferred to any meswmber with the consent of the majority of the mermaI®5 It is therefore
clear that even a new member can be admitted prduite majority of the members are agreeable &odo

Where the articles of a private company expressbvide that “no transfer of any share in capitalcoimpany shall be
registered or made without the previous sanctiothefdirectors; any transfer so made without thevipus sanction of directors
or without a written resolution accepting the tfenpreceded by handing over of shares is not valldw”.26 Even court cannot
intervene in such situation unless directors alblsie powers which prejudice the interest of thenpany, because articles of the
private company clearly mentions the power of tlhaf8 of Directors with regard to transfer of shares

So it is pretty much clear that, the articles hiblel prominent position in case of transfer of shafay transfer in violation of
the articles of the company is not permissible.

V. RESTRICTION NOT TO INCLUDE PROHIBITION

Shares are transferable in the manner providedhdowtticles of the company. There cannot be anlatesprohibition on the
right to transfer shares. These restrictions atdmbe construed as a ban or a prohibition ortrénesfer of shares. The right to
transfer may be subjected to restrictions containdte articles and though such restrictions maither very stringent or very
slight, it would be alright so long as it does @ohount to total ban on transferability. Restrictigmon transfer means any
restriction that will give some control to the caany over transferability of shares.27

22 Rangaraj (V B) v Gopalkrishnan (V B) (1992) 73 Go@as 201 (SC)

% swaledale Cleaners Ltd; Inre, (1968) 1 All ER 21GA)

#sSupran. 7

% Supra n. 22

% John Tinson & Co. Pvt. Ltd. v Surjeet Malhar AIB9Y SC 147

27 Johri's commentries on Companies Act, Vol 1, 200&mal Law House, KolKata
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The framers of the articles should always be véearcin the choice of their words because suchigiavs are generally
construed very strictly and the narrowest possibaning is put on them.28 Where the restrictiomjuestion is capable of
having two meanings, than the less restrictive rimgawould be adopted by the court.29

Restriction which amounts to a prohibition on tfen®f shares or which precludes a shareholdegetber from transferring is
invalid.30 “In the absence of restrictions in thigcées, the shareholder has by virtue of the statine right to transfer his shares
without the consent of anybody to any transfergenghough he be a man of straw, provided it i®@alfide transaction in the
sense that it is an out and out disposal of thpgntg without retaining any interest in the shdss.

It is relevant to note that restrictions upon tfansf shares in private company are inapplicabléné following cases32:
(i) On a member's right to transfer his sharessadpresentatives.
(i) In the event of death of a shareholder, legaresentatives may require the registration ofeshratheir name.

Transferability is the general nature of propenty @ven when there is a restriction on transfererwthe person dies the
restriction will not apply.

VI. CONCLUSION:

After covering all the aspects of restrictions mmsferability of shares in private company, cosidn can be drawn out that, a
private company is usually an association of pesdmund together by close ties of kinship, frieplsnd sharing a camaraderie
and trust, which cannot be easily shared with argberson. Any form of restrictions that companyntsao put on its members
with regard to transfer of shares must mandatbelynentioned in the Articles of Association of twanpany as per the provision
of section 2(68) (i) of the Companies Act. Suchrieions on the rights of the members to transfeares considered to be one of
the main characteristic of a private company aedcansidered something intrinsic to a private campgiven that it is based on
the partnership principle because partnership iplimds the soul of the private company.

It is important to note that the Act does not sfyettie forms and extent of the restrictions whielm de imposed. It is open to
the framers of the articles to frame these regtristin such a manner which helps the company tataia its private character
and controlling power remains with the membershefcompany rather being transferred to the membfawarable or hostile to
the existing members. Framers only decide the &xteth scope of these restrictions. Another imporgapect with regard to the
role of judiciary in case of any conflict is, cotids very limited intervention in this matter aisia very private affair between the
company and its members and articles are considerbd constitution for transferability of shar&a unless and until matters
specified in earlier chapter court usually avoidieiivening and acts as a guardian of these résiricand enables the private
company to achieve its aims and objectives.

There are certain problems in keeping the privatgacter of the company. These restrictions creatain uncertainties. First,
there is ambiguity with respect to valuation of relsain the case of exercise of pre-emption rightametimes it may become
difficult to fix a price as per fair market valuehen transferring to another member of the comp&egond, proper care must be
taken that these restrictions do not exceed thpescefined in the articles. Otherwise this couldnpar the rights of the
shareholders, transferees and thus, the companybmadversely affected. Thirdly, Board of Directarg given very vide
powers with regard to refuse transfer of sharean&oy times this power is abused by them in a ntawhéeh is in their personal
interest and not in the interest of the companyweéler, we must not become complacent and shouldtaotly search for
innovative means of checking such abuse. Sectidnof the Act adequately provides for the remedigslable in case of abuse
of this power. The Courts too have done their biesheck abuse of this power and ensure that misting or prejudice is caused
to the aggrieved person.

So from this it is important that companies themsgltake precaution and draft the articles withasingood faith, care, and
foresight. All these were relevant and importamesss to be discussed with regard to transfer afeshin private company.

% Share transfer provisions available at< http://weampanylawsolutions.co.uk/articles_share_transishtvisited on October
1, 2014

2 Supra n. 27

%0 Chiranji Lal Jasrasaria v. Mahabir Dhelia AIR 19%&sam 48

31 Delavenne v Broadhurst (1931) 1 Com Cases 414

32 N.Vijia Kumar, “Transfer of Shares” SEBI and Corate Laws, Vol. 35 (2002) at 122.
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