
SHAREHOLDERS’ AGREEMENT 
 
 
Every business or commercial venture undertaking in whatever form would 

require additional funding at one point of time or the other. Additional funding 

invariably cannot be generated by the promoters of the commercial venture and 

external funding must be procured which also makes better business sense for 

the commercial enterprise. In the event of investment in corporate entities, 

external funding especially if procured from venture capital funds, private equity 

funds and such like can be in the form of securities of the corporate entity 

seeking the financial assistance. In the event of a Foreign Direct Investment 

(FDI) which is subject to the provisions of Foreign Exchange Management Act, 

1999 (FEMA) and sectoral caps prescribed there under the external funding is 

more often than not in the equity share capital or convertible securities of the 

assisted corporate entity. 

 

Notwithstanding the quantum of the financial assistance extended the 

percentage of equity holding in the assisted company by the financial entity is 

again more often than not a minority holding as compared to the shareholding of 

the promoters of the assisted company. In view of the fact that the financial 

assistance extended in the form of equity investment is made with the sole 

intention of ensuring or realising a good return on the investment, the interest of 

the financial entity must be protected at all times. To provide such protection 

various documents are entered into and executed and the Shareholders 

Agreement is the fulcrum on which all other transaction documents revolve and 

evolve. 

 

The Shareholders Agreement enumerates the rights and obligations of the 

parties to the agreement being the Promoters of the assisted company, the 

assisted company, the other shareholders and the financial entity. Although the 

management of the assisted company would vest with the Board of Directors of 

the assisted company consisting of the promoters and others, any financial entity 

extending financial assistance reserves the right to be represented on the Board 

of the assisted company, the right to nominate directors and the rights of the 

directors so nominated are detailed in the Shareholders Agreement as agreed to 

between the concerned parties. 

 

The rights of the Financial Entity is protected and the obligations of the 

Promoters is supervised by such Nominee Directors. The operations of a 

corporate entity revolves around the business activities of the company which in 

turn revolves around the expansion of its business activities, the requirements for 

additional funds, the methodology to procure the additional funds, the distribution 

of profits as dividends, the merger of the company with any other etc. Any 



proposal to implement all or any of the above would impact all the shareholders 

of the company and especially the entity that has extended financial assistance 

to the corporate entity. The Shareholders Agreement ensures that the interest of 

the financial entity is protected in so far as any decision or implementation of a 

proposal impacting the financial assistance extended requires the 

consent/approval of the Nominee Director at a duly convened meetings of the 

Board of Directors of the assisted company, 

 

The options to be associated with the assisted company at all times even in the 

event of an additional funding requirement has also to be reserved in favour of 

the financial entity. It is also to be borne in mind that the success of a commercial 

venture is largely dependant on the Promoters of the commercial venture who 

have conceptualized the business and with whom the Intellectual Proprietary 

Rights (IPR) of the business/corporate entity would vest. Therefore the continued 

association of the Promoters in the assisted company is crucial to protect the 

interest of the financial entity especially as relating to the financial assistance 

extended and the returns contemplated/proposed to be utilized out of the 

financial assistance extended. Bearing the same in mind, various restrictions 

relating to the transfer of shares are imposed and incorporated in the 

Shareholders Agreement including the right to tag along with the Promoters in 

the event of the disposal of the Promoter shareholding in the assisted corporate 

company. Drag Along Rights is reserved in favour of the financial entity, should 

the entity proposes to exit from the assisted company in any circumstances 

whatsoever. 

 

Although various restrictions, rights and obligations specifically relating to the 

management and administration of the assisted company is agreed to and 

incorporated in a Shareholders Agreement, the same would be subject to the 

provisions of the Articles of Association of the assisted company. An Articles of 

Association of a Company is deemed to be a binding contract between the 

shareholders and the company. Unless any of the Articles is in conflict with the 

provisions of the Companies Act, 1956, the Articles and the provisions therein is 

binding notwithstanding any other agreement that may be entered into by the 

company with any other third party. Therefore, in order to ensure that the terms 

and conditions of a Shareholders Agreement becomes binding on all the 

shareholders of the assisted company and further to ensure implementation of 

the obligations and enforcement of all rights arising therefrom the Articles of 

Association of the Assisted Company must be suitably amended to provide for 

the provisions of the Shareholders Agreement and the terms thereof. In 

V.B.Rangaraj Vs V.B.Gopalakrishna (1992) 73 Company Cases 201 the 

Supreme Court has held that any private agreement which is not reflected in the 

Articles of Association of a company has no efficacy. It has been held by the 



Bombay High Court in the same case and subsequently upheld by the Supreme 

Court that it is a general principle that effect cannot be given to a shareholders 

agreement even in the matters of management unless the agreement has been 

incorporated in the company’s Articles of Association. The Articles of Association 

of a Company being a statutory contract between a Company and its members 

cannot therefore be set aside or amended by means of any other agreement 

including a Shareholders Agreement. The binding nature of the Shareholders 

Agreement must therefore arise from the Articles of Association of the assisted 

company duly amended to incorporate the provisions of the Shareholders 

Agreement. 

 

Although the Shareholders Agreement would provide for the rights and 

obligations of the Promoters, the assisted company and other terms to protect 

the interest of the financial entity, to ensure the implementation of all of the 

above, the Articles of Association of the assisted company must be amended for 

reasons stated above. On incorporation of the relevant terms and conditions of 

the Shareholders Agreement in the Articles of Association of the assisted 

company, the enforceability of the same against the Promoters and the assisted 

company would be established for the benefit of the assisted financial entity and 

the other parties to the Shareholders Agreement. 
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