Class 11Business Studies Notes
CHAPTER : 2
FORMS OF BUSINESSORGANISATION

Meaning
A business enterprise is an institutional arrangement to form any business activity.

Classification
Onthebasisofownershipbusinessenterprisescanbroadly be classifiedintothefollowing categories:

Forms of Business Enterprise

Forms of Business Emterprise

Private Public Joint Sector
Enterprises Enterprises Enterprises
owned, managed owned, managed owned, managed
and controlled by and controlled by and controllad by
private person gowvt private gowt
Entereneur
Non Corpo- Corporate Types
rate Form Form
1. Department undentaking
1. Sole proprietorships 1. Co-opreative society 2. Slatutory corporation
2 Partnership 2. Joint Stock Compary 3. Gowvt. Comparwy

3 Joint Hindu family business

Incase of CORPORATE FORM of private enterprises the identity of the enterprise isseparate from that
ofthe ownerandincase of NON CORPORATE FORM, theidentity of the enterprise is not different from

that of its owners.

Sole Proprietorship
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Soleproprietorshipmeansabusinessowned, financedand controlled byasingle personwho is recipient of|
all profit and bearer of all risks.

Itis SUITABLE INAREAS OF PERSONALISED SERVICE like beauty parlour, hair cutting saloons &
small scale activities like retail shops.

Features

1. Single ownership: Itis wholly owned by one individual.

2. Control: Sole proprietor has full power of decision making.

3. Noseparatelegal entity: Legallythereisnodifference between business&businessmen.

4. Unlimited liability: The liability of owner is unlimited. In case the assets of business are not
sufficientto meetitsdebts, the personal property ofowner canbe usedfor paying debts

5. Nolegalformalities: Notrequiredtostart, manage anddissolve suchbusiness

organization.

6. Solerisk bearer and profitrecipient: He bears the complete risk and there is no body to share

profit/loss withhim.
Merits

1. Easyto startand close: Itcan be easily started and closed without any legal formalities.

2. Quick decision making: As sole traderis notrequired to consult or inform anybody about his
decisions.

3. Sense of accomplishment: There is a sense of personal satisfaction.

4. Unlimited liability: The liability of owneris unlimited. In case the assets of business are not
sufficientto meetitsdebts, the personal property ofowner canbe usedforpaying debts

5. Nolegalformalities: arerequiredtostart, manage anddissolve suchbusiness

organization.

6. Solerisk bearer and profitrecipient: He bears the complete risk and there is no body to share

profit/loss withhim.
LIMITATIONS

1. Limited financial resources: Funds are limited to the owner's personal savings and his
borrowing capacity.

2. Limited Managerial ability: Sole trader can’t be goodin all aspects of business and he
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can’t afford to employ experts also.

3. Unlimited liability: Ofcourse, sole trader compels himto avoid risky and bold business decisions.

4. Uncertainlife: Death,insolvency,lunacyorillness ofa proprietor affectsthe businessand can lead to
its closure.

5. Limited scopeforexpansion:- Duetolimited capital and managerial skills, it cannot expand to

alarge scale.
SUITABILITY:

Sole tradership is suitable-

» Where the personal attention to customer is required as in tailoring, beauty parlour.

» Where goods are unstandardized like artistic jewellery.

» Where modest capital and limited managerial skills are required asin case of retail store

+ Businesswhereriskisnotextensivei.e.lesserfluctuationinpriceanddemandi.e. stationery

shop.

JOINT HINDU FAMILY BUSINESS

Itis owned by the members of undivided joint Hindu family and managed by the eldest member of the
family known as KARTA. Itis governed by the provisions of Hindu law. The basis of membership is birth in

a particular family.
FEATURES

1. Formation - Forajoint Hindu family business there should be atleast two members inthe family and

some ancestral property to be inherited by them.

2. Membership by birth-

There are two systems which govern membership

DayabhagaSystem- ItprevailsinwestBengal and allows both male and female memberto co-
parcencers.

Mitakshara System- It prevails all over India except West Bengal and allows only male members to be

coparceners.

3. Liability - Liability of Karta is unlimited but of all other members is limited to the extent
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of their share in property

4. Continuity - Thebusinessisnotaffected by death orincapacity of Kartainsuch casesthe next senior

male member becomes the Karta.
5. Minor members - A minor can also become full fledged member of Family business.
MERITS

1. Effectivecontrol-The Kartacanpromptlytake decisions ashe hasthe absolute decision making
power.

2. Continued business existence- The death, Lunacy of Kartawill notaffectthe business as next
eldest member will then take up the position.

3. Limited liability - The liability of all members except Kartais limited. It gives them a relief.

4. Secrecy - Complete secrecyregarding business decisions can be maintained by Karta.

5. Loyaltyand Co-operation: Ithelpsin securingbetter co-operation and greater loyalty from all

the members who run the business.
LIMITATION

1. Limited capital: Thereis shortage of capital asitis limited to the ancestral property.

2. Unlimited liability of karta - It makes him less enterprising.

3. Dominanceofkarta-Kartamanagesthe businessand sometimesheignoresthevaluable advice of

other members. This may cause conflictamong the members and may leadto break down of the family
limit.

4. Hasty decisions: Askartais overburdenedwithwork, he maytake hasty and unbalanced decisions.
5. Limited managerial skills of karta also pose a serious problem. The Joint Hindu family business

isondecline because ofthe diminishing no. of joint Hindu familiesinthe country.

PARTNERSHIP

Meaning: Partnershipis avoluntary association of two or more persons who agree to carry on some

business jointly and share its profits and losses.
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FEATURES

1. Twoormorepersons: There mustbe atleasttwo persons to forma partnership. The maximum
no. of personsis 10in banking business and 20in non-banking business.

2. Agreement: Itisan outcome of an agreementamong partners which may be oral orin writing.

3. Lawful business- It can be formed only for the purpose of carrying on some lawful business.

4. Decision making & control - Every partner has aright to participate in management & decision
making of the organisations.

5. Unlimited liability - Partners have unlimited liability.

6. Mutual Agency - Every partner is animplied agent of the other partners and of the firm. Every
partner is liable for acts performed by other partners on behalf of the firm.

7. Lack of continuity - Firms existenceis affected by the death, Lunacy andinsolvency of any of its

partner. It suffers from lack of continuity.
MERITS

1. Easeofformation & closure - It can be easily formed. Only an agreementamong the partners
isrequired.

2. Larger financial resources - There are more funds as capital is contributed by no. of partners.

3. Balanced Decisions - Asdecisions are taken jointly by partners after consulting each other.

4. Sharing of Risks -Init, risk getdistributed among partners which reduces anxiety, burden

and stress on individual partner.

5. Secrecy-Secrecycanbeeasilymaintainedaboutbusinessaffairsastheyarenotrequired to publish

their accounts or to file any report to the gowvt.
LIMITATIONS

1. Limited resources - Thereisarestriction on the number of partners and hence capital
contributed by them is also limited.
2. Unlimited liability- The liability of partners is unlimited and they are liable individually as well as

jointly. Itmay prove to be a big drawback for those partners who have greater
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personal wealth. Theywill have torepaythe entire debtin case the other partnersare unable to doso.
3. Lack of continuity - Partnership comesto an end with the death, retirement, insolvency or lunacy
of any of its partner.

4. Lack of public confidence - Partnership firms are not required to publish their reports and

accounts. Thus they lack public confidence.
TYPES OF PARTNERS

1. General/Active Partner - Such apartnertakesactive partinthe managementofthe firm.

2. Sleeping or Dormant Partner - He does nottake active partinthe managementofthe firm.

Though he invested money, shares profit & Loss and unlimited liability.

3. SecretPartner-He participatesinbusinesssecretlywithoutdisclosing hisassociation with the

firm to general public. His liability is also unlimited.

4. Nominal Partner - Such a partner only gives his name and goodwill to the firm. He neither

invests money nor takes profit. But his liability is unlimited.

5. Partner by Estoppels - He isthe one who by hiswords or conduct gives impression to the outside
world that he is a partners of the firm whereas actually he is not. His liability is unlimited towards the
third party who has entered into dealing with firm on the basis of his pretensions.

6. Partner by holding out - Heis the one who is falsely declared partner of the firmwhereas actually he
isnot. And even after becoming aware of it, he-does not deny t. His liability is unlimited towards the party

who has deal with firm on the basis of this declaration.
Minor as aPartner

Aminorisapersonwho has notattainedthe age of 18 years. Since aminoris not capable of enlarging
intoavalidagreement. He cannotbecome partner of firm. However, aminor can be admitted to the
benefits of an existing partnership firm with the mutual consent of all other partners. He cannot be
asked to bear the losses. His liability will be limited to the exilent of the capital contributed by him. He

will notbe eligible to take an active partinthe management of thefirm.

Types of Partnership
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A. Classification on the Basics of Duration

Partnership at will- This type of partnership exists at the will of partners.
Particular Partnership-This type of partnership is formed for a specified June period to accomplish a

particular project (consolation of building)
B. Classification on the basis of Liability

General partnership-This liability of partnersis limited and joint. Registration of firmis optional.
Limited Partnership-Theliability of atleast one partneris unlimited whereas the other partners may
havelimited.

Registration of firm is compulsory.

PARTNERSHIP DEED

Thewrittenagreementonastamped paperwhichspecifiesthetermsand conditionsof partnership is called

the partnership deed.

It generally includes the following aspects —

* Name of thefirm

+ Location / Address of the firm

» Duration of business.

+ Investment made by eachpartner.

+ Profitsharingratio ofthe partners

» Termsrelating to salaries, drawing, interest on capital and interest on drawing of partners.

+ Duties & obligations of partners.

» Termsgoverningadmission, retirement & expulsionofapartner, preparation onof accounts
& their auditing.

» Methodofsolvingdispute

REGISTRATION OF PARTNERSHIP

Registrationis notcompulsoryitis optional. Butitisalways beneficial togetthe firm registered. The

consequences of non-registration of a firmare as follows:
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+ A partner of an unregistered firm cannot file suit against the firm or the partner.
+ Thefirmcannotfile asuitagainstthird party.

» Thefirmcannotfileacase againstitspartner.

Co-operative Society

Aco-operative societyisavoluntaryassociationofpersonsofmoderate meanswhounite together to

protect & promote their common economic interests.
FEATURES

1. Voluntary association: Everyone havingacommoninterestisfreetojoinaco-operative society

and can also leave the society after giving proper notice.
2. Legal status: Itsregistrationis compulsory and it givesita separate legal identity.

3. Limited liability: The liability of the member is limited to the extent of their capital contribution

in thesociety.

4. Democratic control: Management& Controllieswiththe managing committee electedby the
members by giving vote. Every member has one vote irrespective of the number of shares held by

him.
5. Service motive: The mainaimisto serve its members and not to maximize the profit.
6. Bound by govt.’srules: Theyhaveto betide bythe rules andregulations framed by govt. for them.

7. Distribution of surplus: The profitis distributed on the basis of volume of business

transacted by amember and not on the basis of capital contribution of members.
MERITS

1. Excise of formation: Itcan be started with minimum of 10 members. Registrationisalso easy as it

requires very few legal formations.

2. Limited Liability: The liability of members is limited to the extent of their capital
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contribution.

3. Stableexistence:Duetoregistrationitisaseparate legalentityandis notaffected bythe death,

luxury or insolvency of any of its member.

4. Economy inoperations: Duetoelimination of middlemen and voluntary services provided

by itsmembers.

5. Government Support: Govt. providessupportbygivingloans atlowerinterestrates, subsidies

& by charging less taxes.

6. Social utility: Itpromotes personalliberty, social justice and mutual cooperation. They help to

prevent concentration of economic power in few hands.
LIMITATIONS

1. Shortage of capital - It suffers from shortage of capital asitis usually formed by people with limited

means.

2. Inefficientmanagement-Co-operative societyismanagedbyelectedmemberswhomay not be
competent and experienced. Moreover, it can’t afford to employ expert and experienced people at

high salaries.

3. Lack of motivation - Members are notinclined to puttheir best efforts asthere is no direct link

between efforts and reward.

4. Lack of Secrecy - Its affairs are openly discussed in its meeting which makes it difficult to maintain

secrecy.

5. Excessivegovt.control -itsuffersfromexcessive rules and regulations of the govt. It has togetits

accountsaudited bytheauditorand hasto submitacopy ofitsaccountstoregistrar.

6. Conflictamong members - The members are from different sections of society with different

viewpoints. Sometimes when some members become rigid, the result is conflict.
TYPES OF CO-OPERATIVESOCIETIES

1. Consumersco-operative Society - Itformedto protecttheinterestofconsumers.ltseeks to

eliminate middleman by establishingadirectlinkwiththe producers. Itpurchasesgoods
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ofdaily consumption directly from manufacturer or wholesalers and sellsthemtothe members at

reasonableprices.

2. Producer's Co-operative Society - The main aimis to help small producers who cannot easily
collectvariousitems of production and face some problemin marketing. These societiespurchase
rawmaterials,tools, equipmentsandotheritemsinlarge quantityand provide these things to their

members at reasonable price.

3. Marketing Co-operative Society - It performs various marketing function such as
transportation, warehousing, packing, grading, marketing research etc. for the benefit of its members.
The production of differentmembersis pooledtogetherand sold by society at good price.

4. Farmer’s Co-operative Society - Insuch societies, small farmers join together and pool their
resources for cultivating theirland collectively. Such societies provide better quality seeds, fertilizers,
machineryandothermoderntechniquesforuseinthe cultivationofcrops. It provides them opportunity of

cultivation on large scale.

5. Creditco-operative Society - Such societies protect the members fromexploitation by money

lenders. Theyprovideloanstotheirmembersateasytermsandreasonablylowrate of interest.
6. Co-operative Housing Society - The main aimisto provide houses to people with limited
means/income at reasonableprice.

JOINT STOCK COMPANY

Meaning - Joint stock company is a voluntary association of persons for profit, having a capital

dividedinto transferable shares, the ownership of whichisthe condition of membership.
FEATURES

1. Incorporated association - The company mustbeincorporated orregisteredtenderthe

companies Act 1956. Without registration no company can come into existence.

2. Separate Legal Existence - Itiscreated by lawanditis a distinctlegal entity independent




of its members. It can own property, enter into contracts, can file suits in its own name.

3. Perpetual Existence-Death,insolvencyandinsanity orchange of members asno effect onthelife of

acompany. Itcancometoan endonly throughthe prescribedlegal procedure.

4. Limited Liability - The liability of every member is limited to the nominal value of the sharesbought
by himortotheamt. guaranteed by him. Transferability of shares- Shares of public Co. are easily
transferable. Butthere are certainrestrictions on transfer of share of private Co. Common Seal- Itisthe
official signature of the company anditis affixed on all important documents ofcompany.

5. Separation of ownership and control - Management of company is in the hands of elected

representativesofshareholdersknownindividuallyasdirectorandcollectivelyas board of directors.
MERITS
1. Limited Liability - Limited liability of shareholder reduces the degree of risk borne by him.

2. TransferofInterest-Easytransferabilityofsharesincreasestheattractivenessofshares for

investment.
3. Perpetual Existence - Existence of acompany is not affected by the death, insanity,

Insolvency ofmemberorchange of membership. Companycanbeliquidated onlyasperthe provisions of

companiesAct.

4. Scopeforexpansion - Acompany can collect huge amount of capital fromunlimited no. of
memberswho are ready to investbecause of limited liability, easy transferability and chances of high

return.

5. Professional management - Acompany can afford to employ highly qualified expertsin different

areas of business management.
LIMITATIONS

1. Legal formalities - The procedure of formation of Co. is very long, time consuming,




expensive and requires lot of legal formalities to be fulfilled.

2. Lack of secrecy - Itis very difficult to maintain secrecy in case of public company, as company

is required to publish and file its annual accounts and reports.

3. Lack of Motivation - Divorce between ownership and control and absence of adirectlink between

efforts and reward lead to lack of personal interest and incentive.

4. Delayindecision making - Red papismand bureaucracy do not permit quick decisions and

prompt actions. There is little scope for personal initiative.

5. Oligarchicmanagement-Co.issaidtobedemocratically managedbutactuallymanaged by few
peoplei.e. boardofdirectors. Sometimestheytake decisions keepingin mind their personal interests

and benefit, ignoring the interests of shareholders and Co.

TYPES OF COMPANIES

Onthebasisofownership,companiescanbedividedintotwo categories— Private & Public.

Difference between Private Company & Public Co.

Private Co. Public Co.

Ithas minimum 2 and maximum50 o ) o
It has minimum 7 and maximum unlimited.

members.
Itcannotinvite general publicto buyits Itinvitesgeneral publictobuyitsshares and
shares and debentures. debentures.

Therearecertainrestrictions ontransfer of its
Its shares are freely transferable.

shares.

It can commence business after It can commence business after obtaining
incorporation. certificate of commencement of business.

It has to write Private Ltd. Afterits name Ex- It has to write only limited after its name Ex-
Tata Sons, Citi Bank, Hyundai Motor India. Reliance Industries Ltd.,, Wipro Ltd. |,

Raymond’s Ltd.




) o ) o Inits minimum capital required s five lakhs.
In its minimum capital required is one lakh.

FORMATION OF ACOMPANY

Formationofacompany meansbringingacompanyintoexistenceandstartingitsbusiness. The steps

involved in the formation of a company are:

(i) Promotion

(i) Incorporation

(iif)Capital subscription

(iv) Commencement of business.

Aprivate company hastoundergo onlyfirsttwo steps butapubliccompany hastoundergo all the four
stages.

1. Promotion:

Promotion means conceiving abusinessopportunity andtakinganinitiative toforma company.

Step in Promotion:

1. Identification of Business Opportunity : The firstand foremost function of a promoter is to identify

a businessidea e.g. production of new product or service.

2. Feasibility Studies: Afteridentifyingabusinessopportunitythepromotersundertake detailed

studies of technical, Financial, Economic feasibility of a business.

3. Name Approval: Afterselectingthe name of company the promotors submitan

application to the Registrar of companies for its approval.

4. Fixing up signatories to the Memorandum of Association: Promotors have to decide about

the director who will be signing the memorandum of Association.




5. Appointment of professional: Promoters appoint merchant bankers, auditors etc.

6. Preparation of necessary documents: The promoters prepare certain legal documents such as
memorandumofAssociation, Articles of Association which have to be submittedto the Registrar of the
companies.

2. Incorporation

Incorporationmeansregistrationofthe companyasbodycorporate underthecompanies Act 1956 and

receiving certificate of Incorporation.
Steps for Incorporation

1. Application for incorporation: Promoters make an application for the incorporation of the

company to the Registrar of companies.
2. Filing of necessary documents: Promoters files the following documents:

i) Memorandum of Association.

ii) Articles of Association.

(
(
(i) Statement of Authorized Capital
(iv) Consent of proposeddirector.

(

v) Agreement with proposed managing director.

(vi) Statutory declaration.

3. Paymentoffees: Alongwithfiling ofabove documents, registration fee hastobe deposited

which depends on amount of the authorized capital.

4. Registration: The Registrar verifiesallthe document submitted. Ifheis satisfiedthenhe enters the

name of the company in his Register.

5. Certificate of Incorporation: After enteringthe name of the company intheregister. The Registrar

issues a Certificate of Incorporation. This is called the birth certificate of the company.

lll. Capital Subscription:




Apubliccompany canraise fundsfromthe publicbyissuing sharesand Debentures. Forthis it has to

issue prospectus and undergo various other formalities:
Step required for raising funds from public:

1. SEBIApproval: SEBIregulates the capital market of India. A public company isrequired to take
approval from SEBI.

2. Filing of Prospectus: Prospectus means any documentswhichinvites offersfromthe public to

purchase share and Debenture of the company.

3. Appointment of bankers, brokers, underwriters: Banker of the company receive the
applicationmoney. Brokersencouragethe publictoapplyforthe shares, underwritersare the person
whoundertake tobuythe sharesifthese are notsubscribed bythe public. They receive a commission

for underwriting.

4. Minimum subscription: According to the SEBI guide lines minimum subscriptionis 90% ofthe
issueamount. Ifminimumsubscriptionisnotreceivedthenthe allotmentcannotbe made and the

application money must be returned to the applicants within 30 days.

5. Applicationto Stock Exchange: Itis necessary for a public company to list their sharesin the stock

exchangethereforethe promotersapplyinstockexchangetolistcompanyshares.

6. Allotment of Shares: Allotment of shares means acceptance of share applied. Allotment lettersare

issuedtotheshareholders. Thenameandaddressofthe shareholderssubmitted to the Registrar.

IV. COMMENCEMENT OF BUSINESS:

Tocommence businessapubliccompany hastoobtainacertificate of commencementof Business. For

thisthe following documents have to befilled withthe registrar ofcompanies.

1. Adeclaration that 90% of the issued amount has been subscribed.
2. Adeclarationthatall directorshave paidincashinrespectofallotmentof shares madeto them.
3. A statutory declaration that the above requirements have been completed and must be signed by

the director of company.




Important documents used in the formation of company:

1. Memorandum of Association - Itis the principal document of acompany. No company canbe
registered withouta memorandum ofassociation and thatiswhyitissometimes called a life giving

document.
Contents of Memorandum of Association:

1. Nameclauses-Thisclause containsthe name ofthe company. The proposed name should not be

identicator similar to the name of another exiting company.

2. Situation clauses - Thisclause containsthe name ofthe stateinwhichtheregistered office of

the company is to be situated.

3. Objectclause-Thisclause definesthe objective with which the companyisformed. A company

isnotlegally entitledtodo anybusiness otherthanthatspecifiedinthe object clause.

4. Liability Clauses - This clause limits the liability of the members to the amount unpaid on the shares
held by them.

5. Capital clause - This clause specifies the maximum capital which the company will be authorized

to raise tough the issue of shares called authorized capital.

2. Articles of Association:

The articles of Association are the rules for the internal management of the affairs of a companythe

articlesdefinestheduties, rights and powers ofthe officersand the board of directors.

Contents of the Article:

1. The amount of share capital and different classes of shares.
2. Rights of each class of shareholders.

3. Procedure for making allotment of shares.

4. Procedure for issuing share certificates.

5. Procedure for forfeiture and reissue of forfeited shares.

6. Rules regarding casting of votes and proxy voting




7. Procedure for selection and removal of directors
8. Dividend declaration and payment related rules
9. Procedure for capitalreadjustment

10. Procedure regarding winding up of the company.

2. Prospectus:

Prospectus meansanydocumentwhichinvitesdepositsfromthe publictopurchase shareor debentures of

acompany.

Main contents of the Prospectus:

Company’s name and the address of its registered office.

The main object of the company

The number and classes of shares.

Qualification shares of the directors

The name and addresses of the directors, managing director or manager.
The minimum subscription which is 90% of the size of the issue.

The time of opening and closing of the subscription list.

The amt. payable on the application and allotment of each class of share.
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Underwriters to theissue.

10. Merchant bankers to the issue.

2. Statement is Lieu of Prospectus:

Apubliccompany havingashare capital may sometimes decide nottoraise funds fromthe publicbecause
itmay be confident of obtaining the required capital privately. Insuch caseit willhave totile astatementin
lieu of prospectuswiththe Registrar of companies. It Contains information much similar to that of a

prospectus.
CHOICE OF FORM OF BUSINESS ORGANISATION
The following factors are important for taking decision about form of organization:

1. Costand easeinsettinguptheorganization: Sole proprietorshipisleastexpensive and canbe

formed withoutanylegal formalitiesto be fulfilled. Company is also expensive with




lot of legal formalities.

2. Capital consideration: Business requiring less amount of finance prefer sole proprietorship
&partnership form, where asbusiness activitiesrequiring hugefinancial resonances prefer

companyform.

3. Nature of business: Ifthe workrequires personal attention such astailoring unit, cutting saloon, it is
generally setup as a sole proprietorship. Unit engaged in large scale manufacturing are more likely

to be organized in company form.

4. Degree of control desired: A person who desires full and exclusive control over business prefers
proprietorshipratherthanpartnership orcompanybecause controlhastobe shared in these cases.

5. Liability or Degree of Risk: Projects which are not very risky can be organized in the form of
sole proprietorship partnership whereas the risky ventures should be done in company form of

organization because the liability of shareholders is limited.
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