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Companies Act, 2013

1. AK Private Limited has borrowed " 36 crores from BK Finance Limited. However, as per
memorandum of AK Private Limited the maximum borrowing power of the company is * 30
crores. Examine, whether AK Private Limited is liable to pay this debt? State the remedy, if any
available to BK Finance Limited.

Answer:

This case is governed by the ‘Doctrine of Ultra Vires’. According to this doctrine, any act done or a
contract made by the company which travels beyond the powers of the company conferred upon it
by its Memorandum of Association is wholly void and inoperative in law and is therefore not binding
on the company. This is because, the Memorandum of Association of the company is, in fact, its
charter; it defines its constitution and the scope of the powers of the company. Hence, a company
cannot depart from the provisions contained in the memorandum however imperative may be the
necessity for the departure. Hence, any agreement ultra vires the company shall be null and void.

(i) Whether AK Private Limited is liable to pay the debt?

As per the facts given, AK Private Limited borrowed * 36 crores from BK Finance Limited which is
beyond its borrowing power of * 30 crores.

Hence, contract for borrowing of * 36 crores, being ultra vires the memorandum of association and
thereby ultra vires the company, is void. AK Private Limited is not, therefore, liable to pay the debt.

(ii) Remedy available to BK Finance Limited:

In light of the legal position explained above, BK Finance Limited cannot enforce the said transaction
and thus has no remedy against the company for recovery of the money lent. BK Finance limited
may take action against the directors of AK Private Limited as it is the personal liability of its
directors to restore the borrowed funds. Besides, BK Finance Limited may take recourse to the
remedy by means of ‘Injunction’, if feasible.

2. What do you mean by the term Capital? Describe its classification in the domain of Company
Law.

Answer:

(i) Meaning of capital: The term capital has variety of meanings. But in relation to a company limited
by shares, the term 'capital' means 'share capital'. Share capital means capital of the company
expressed in terms of rupees divided into shares of fixed amount.

(i) Classification of capital: In the domain of Company Law, the term capital can be classified as
follows:

(a) Nominal or authorised or registered capital: This expression means such capital as is authorised
by memorandum of a company to be the maximum amount of share capital of the company.
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(b) Issued capital: It means such capital as the company issues from time to time for subscription.

(c) Subscribed capital: As such part of the capital which is for the time being subscribed by the
members of a company.

(d) Called up capital: As such part of the capital which has been called for payment. It is the total
amount called up on the shares issued.

(e) Paid-up capital: It is the total amount paid or credited as paid up on shares issued. It is equal to
called up capital less calls in arrears.

3. The Articles of Association of Aarna Limited empowers its managing agents to borrow loans on
behalf of the company. Ms. Anika, the director of the company, borrowed * 18Lakhs in name
of the company from Quick Finance Limited, a non-banking finance company. Later on, Aarna
Limited refused to repay the money borrowed on the pretext that no resolution authorizing
such loan have been actually passed by the company and therefore the company is not liable
to pay such loan.

Decide whether the contention of Aarna Limited is correct in accordance with the provisions of
the Companies Act, 2013?

Answer:
Doctrine of Indoor Management

According to this doctrine, persons dealing with the company need not inquire whether internal
proceedings relating to the contract are followed correctly, once they are satisfied that the
transaction is in accordance with the memorandum and articles of association.

Stakeholders need not enquire whether the necessary meeting was convened and held properly or
whether necessary resolution was passed properly. They are entitled to take it for granted that the
company had gone through all these proceedings in a regular manner.

The doctrine helps to protect the external members from the company and states that the people
are entitled to presume that internal proceedings are as per documents submitted with the Registrar
of Companies.

Thus,

1. What happens internal to a company is not a matter of public knowledge. An outsider can only
presume the intentions of a company, but do not know the information he/she is not privy to.

2. If not for the doctrine, the company could escape creditors by denying the authority of officials to
act on its behalf.

In the given question, Quick Finance Limited being external to the company, need not enquire
whether the necessary resolution was passed properly. Even if Aarna Limited claims that no
resolution authorizing the loan was passed, Aarna Limited is bound to repay the loan to Quick
Finance Limited.
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4. Explain the 'Doctrine of ultra vires under the Companies Act, 2013. What are the
consequences of 'ultra vires' acts of the company?

Answer:
Doctrine of ultra vires:

The meaning of the term ultra vires is simply “beyond (their) powers”. The legal phrase “ultra vires”
is applicable only to acts done in excess of the legal powers of the doers. This presupposes that the
powers in their nature are limited. To an ordinary citizen, the law permits whatever does the law not
expressly forbid. It is a fundamental rule of Company Law that the objects of a company as stated in
its memorandum can be departed from only to the extent permitted by the Act, thus far and no
further [Ashbury Railway Company Ltd. vs. Riche]. In consequence, any act done or a contract made
by the company which travels beyond the powers not only of the directors but also of the company
is wholly void and inoperative in law and is therefore not binding on the company. On this account, a
company can be restrained from employing its fund for purposes other than those sanctioned by the
memorandum. Likewise, it can be restrained from carrying on a trade different from the one it is
authorised to carry on.

Consequences of ‘ultra vires’ acts of the company:

The impact of the doctrine of ultra vires is that a company can neither be sued on an ultra vires
transaction, nor can it sue on it. Since the memorandum is a “public document”, it is open to public
inspection. Therefore, when one deals with a company one is deemed to know about the powers of
the company. If in spite of this one enters into a transaction which is ultra vires the company, he/she
cannot enforce it against the company.

An act which is ultra vires the company being void, cannot be ratified by the shareholders of the
company.

However, some ultra vires act can be regularised by ratifying them subsequently. For instance, if the
act is ultra vires the power of the directors, the shareholders can ratify it; if it is ultra vires the
articles of the company, the company can alter the articles; if the act is within the power of the
company but is done irregularly, shareholders can validate such acts.

5. Mr. R, a manufacturer of toys approached MNO Private Limited for supply of raw material
worth * 1,50,000/-. Mr. R was offered a credit period of one month. Mr. R went to the
company prior to the due date and met Mr. C, an employee at the billing counter, who
convinced the former that the payment can be made to him as the billing-cashier is on leave.

Mr. R paid the money and was issued a signed and sealed receipt by Mr. C. After the lapse of
due date, Mr. R received a recovery notice from the company for the payment of* 1,50,000/-.

Mr. R informed the company that he has already paid the above amount and being an outsider
had genuine reasons to trust Mr. C who claimed to be an employee and had issued him a

receipt.

The Company filed a suit against Mr. R for non-payment of dues. Discuss the fate of the suit
and the liability of Mr. R towards company as on current date in consonance with the
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(i)

provision of the Companies Act 2013? Would your answer be different if a receipt under the
company seal was not issued by Mr. C after receiving payment?

Answer:
Fate of the suit and the liability of Mr. R towards the company:
Doctrine of the Indoor Management

According to the Doctrine of the Indoor Management, the outsiders are not deemed to have
notice of the internal affairs of the company. They are entitled to assume that the acts of the
directors or other officers of the company are validly performed, if they are within the scope of
their apparent authority. So long as an act is valid under the articles, if done in a particular
manner, an outsider dealing with the company is entitled to assume that it has been done in the
manner required. This is the indoor management rule, that the company’s indoor affairs are the
company’s problem. This rule has been laid down in the landmark case-the Royal British Bank
vs. Turquand. (Known as “Turquand Rule”)

In the instant case, Mr. R is not liable to pay the amount of * 1,50,000 to MNO Private Limited as
he had genuine reasons to trust Mr. C, an employee of the company who had issued him a
signed and sealed receipt.

(i) Liability of Mr. R in case no receipt is issued by Mr. C:

Exceptions to doctrine of indoor management: Suspicion of irregularity is an exception to the
doctrine of indoor management. The doctrine of indoor management, in no way, rewards those
who behave negligently. It is the duty of the outsider to make necessary enquiry, if the
transaction is not in the ordinary course of business.

If a receipt under the company seal was not issued by Mr. C after receiving payment, Mr. R is
liable to pay the said amount as this will be deemed to be a negligence on the part of Mr. R and
it is his duty to make the necessary enquiry to check that whether Mr. C is eligible to take the
payment or not.

Mr. Anil formed a One Person Company (OPC) on 16 April, 2018 for manufacturing electric
cars. The turnover of the OPC for the financial year ended 31 March, 2019 was about * 2.25
crores. His friend Sunil wanted to invest in his One Person Company (OPC), so they decided to
convert it voluntarily into a private limited company. Can Anil do so, as per the provisions of
the Companies Act, 2013?

Answer:

Section 2(62) of the Companies Act, 2013 defines one person company as a company which has
only one person as a member. However, a private company shall have minimum 2 members
without any restriction on the share capital or turnover. If OPC is converted into private
company Mr. Anil and Mr. Sunil both can be the members of the company and investment from
Mr. Sunil can be accepted.
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A One Person Company can voluntarily convert itself into a private company by following the
compliances given under the Companies Act, 2013.

In the instant case, OPC formed by Mr. Anil can be voluntarily converted into a private company
by following the compliances given under the Companies Act, 2013. Here, the information given
relating to turnover for the financial year ended 31st March, 2019 is immaterial.

Explain listed company and unlisted company as per the provisions of the Companies Act,
2013.

Answer:

Listed company: As per the definition given in the section 2(52) of the Companies Act, 2013, it is
a company which has any of its securities listed on any recognised stock exchange.

Provided that such class of companies, which have listed or intend to list such class of securities,
as may be prescribed in consultation with the Securities and Exchange Board, shall not be
considered as listed companies.

Whereas the word securities as per the section 2(81) of the Companies Act, 2013 has been
assigned the same meaning as defined in clause (h) of section 2 of the Securities Contracts
(Regulation) Act, 1956.

Unlisted company means company other than listed company.

ABC Limited has allotted equity shares with voting rights to XYZ Limited worth 15 crores and
convertible preference shares worth * 10 crores during the financial year 2022-23. After that
the total share capital of the company is * 100 crores.

Comment on whether XYZ Limited would be called an Associate Company as per the
provisions of the Companies Act, 2013? Also define an Associate Company.

Answer:
Associate company [Section 2(6) of the Companies Act, 2013] in relation to another company,
means a company in which that other company has a significant influence, but which is not a

subsidiary company of the company having such influence and includes a joint venture company.

The expression “significant influence” means control of at least twenty per cent of total voting
power, or control of or participation in business decisions under an agreement.

The term “joint venture” means a joint arrangement whereby the parties that have joint control
of the arrangement have rights to the net assets of the arrangement.

In the instant case, ABC Limited has allotted equity shares with voting rights to XYZ Limited

worth * 15 crore and convertible preference shares worth 10 crore during the financial year
2022-23 out of the total share capital of ABC Limited of * 100 crore.
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Since XYZ Limited is holding only 15% significant influence (" 15 crore equity shares with voting
rights) in ABC Limited, which is less than twenty per cent, XYZ Limited is not an Associate
company of ABC Limited.

Important Note:

It can be assumed that the convertible preference shareholders are having voting rights and due
to this, XYZ Limited is holding overall 25% paid up share capital in ABC Limited (with voting
rights). Hence, XYZ limited is having significant control over ABC Limited and therefore XYZ is an
Associate company of ABC Limited.

9. Explain the concept of 'Corporate Veil'. Briefly state the circumstances when the corporate veil
can be lifted as per the provisions of the Companies Act, 2013.

Answer:

Corporate Veil: Corporate Veil refers to a legal concept whereby the company is identified
separately from the members of the company. Due to this, members of a company are shielded
from liability connected to the company’s actions.

Lifting of Corporate Veil: The following are the cases where company law disregards the principle of
corporate personality or the principle that the company is a legal entity distinct and separate from
its shareholders or members:

(1) To determine the character of the company i.e. to find out whether co-enemy or friend: It is
true that, unlike a natural person, a company does not have mind or conscience; therefore, it cannot
be a friend or foe. It may, however, be characterised as an enemy company, if its affairs are under
the control of people of an enemy country. For this purpose, the Court may examine the character of
the persons who are really at the helm of affairs of the company.

(2) To protect revenue/tax: In certain matters concerning the law of taxes, duties and stamps
particularly where question of the controlling interest is in issue. Where corporate entity is used to
evade or circumvent tax, the Court can disregard the corporate identity.

(3) To avoid a legal obligation: Where it was found that the sole purpose for the formation of the
company was to use it as a device to reduce the amount to be paid by way of bonus to workmen,
the Supreme Court upheld the piercing of the veil to look at the real transaction.

(4) Formation of subsidiaries to act as agents: A company may sometimes be regarded as an agent
or trustee of its members, or of another company, and may therefore be deemed to have lost its
individuality in favour of its principal. Here the principal will be held liable for the acts of that
company.

(5) Company formed for fraud/improper conduct or to defeat law: Where the device of
incorporation is adopted for some illegal or improper purpose, e.g., to defeat or circumvent law, to
defraud creditors or to avoid legal obligations.
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10. ABC Private Limited is a registered company under the Companies Act, 2013 with paid up
capital of * 35 lakhs and turnover of * 2.5 crores. Whether the ABC Private Limited can avail the
status of a Small Company in accordance with the provisions of the Companies Act, 2013? Also
discuss the meaning of a Small Company.

Answer:

Small Company: Small Company as defined under Section 2(85) of the Companies Act, 2013 means a
company, other than a public company—

(i) paid-up share capital of which does not exceed " 4 crore or such higher amount as may be
prescribed which shall not be more than ™ 10 crore; and

(ii) turnover of which as per profit and loss account for the immediately preceding financial year
does not exceed " 40 Crore or such higher amount as may be prescribed which shall not be more
than " 100 crore:

Exceptions: This clause shall not apply to:

(A) a holding company or a subsidiary company;

(B) a company registered under section 8; or

(C) a company or body corporate governed by any special Act.

In the instant case, since the paid-up capital of ABC Private Limited is * 35 Lakhs and turnoveris ~ 2.5
crore, it can avail the status of a small company as both the requirements with regard to paid-up
share capital as well as turnover are fulfilled by the Company.
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