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1 NATURE OF COMPANY

Q. 1 Company and its characteristics.
Answer:
Sec. 2(20) of Companies Act, 2013 Company is an organization formed and registered under the 

Characteristics:
1. Separate legal entity:

In Salomon vs. Salomon & Co. Ltd.: It was held that a co. is a separate legal entity in the 
eyes of law.
The property of the co. is separate from the property of the members/directors.
Members/directors can contract with the company but they cannot be held personally 
liable for the debts of the company.
A company can sue others & be sued only in its own name. i.e. even if a member/director 
hold almost the entire share capital, outsiders can sue only the company not the 
member/director. Member/director are not the agents of the company.
Members cannot participate in the day to day management of the company. 
They have to elect the BOD (Board of Directors) who have ultimate control over the 
affairs of the company. 
There is a fictional veil between the members and the BOD which is called the Corporate 
veil.

2. Co. has perpetual succession
It is an artificial person formed by law and therefore it can be wound only as per the law.
Death, insanity, insolvency etc. of any member does not affect the existence of the 
company.
Perpetual existence means that the company continues to exist irrespective of any 
change in the composition of its members.

Thus, a company never dies.

3. Extent of liability of members depends upon the nature of the company
IRO (in respect of) a Company limited by shares: The liability is limited to the extent of 
amount unpaid on the shares.
IRO a Company limited by guarantee: The liability is limited to the amount guaranteed 
by every member.
IRO a Company limited by guarantee and having share capital: The Liability is limited to 
the aggregate of the amount unpaid on shares and the amount guaranteed.
IRO an unlimited company: every member is liable to contribute to the assets of 
company until all the debts of the company are paid in full.

4. The common seal is the official signature

Figure 1 Sample Picture of Common Seal
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It should be affixed on all formal documents like share certificates, debenture 
certificates, loan agreements, property agreements, negotiable instruments, etc.
Any document bearing the common seal is deemed to be signed by the company.
A special person is authorized to use the common seal.
The common seal should contain the name of the place where it is used
IRO co. having business in foreign countries, an exact copy of the common seal should 
be maintained.
Now, a company may have common seal.

5. Transferability of shares (instruments) depends upon the nature of the company
IRO (In respect of) public co., shares are freely transferable whereas IRO private co. 
there is a restriction.

Figure 2 Sample Share Certificate of The Tata Iron & Steel Company

6. Co. is an artificial person but managed by natural persons in BOD.

7. Legal position
A company can sue others in its own name & can be sued in its own name only.

Q. 2 Mr. S had a sole proprietary business. He transferred all his assets and liabilities to 
a co. formed by him called S ltd. His family members were the other co members. 
Mr. S was a member, employee, director & creditor in the co. The co. ran into losses 
and eventually

10 lakh was paid to Mr. S. unsecured creditors called S ltd. a one man company and 
contented that the owner cannot owe money to himself. Is the contention valid? Can 
Mr. S be paid in priority to unsecured creditors?

Answer:
Salomon vs Salomon Ltd. (Refer Q 1- Point1)

Above case Mr. S is member, director, employee and also a secured creditor. His existence as 
a debenture holder is separate from its existence of the company.
Therefore, the contention of the unsecured creditors is invalid & Mr. S has a right to be paid 
in priority to unsecured creditors.
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Q. 3 Mr. L was a qualified pilot. He virtually held all shares & he was the only director. He 
was also the chief pilot & received salary from the Co. L ltd. He was killed in an air 

compensation?
Answer:

Same facts in Lee vs. Lee Air Farming Ltd.

Mrs. L can claim compensation from L Ltd.

Q. 4 ABC Pvt. Ltd. had 5 members only. All the members were going to Mumbai in 
relation to some business. An accident took place, all of them died. Has the Co. 
come to an end?

Answer:
(Q.1 pt. 2) - perpetual succession.
In above case...
Since the existence of a Co. does not depend upon the life of any/all members of the co. , 
even on the death of all members. The co. is still in existence. It can come to an end only as 
per the provisions of the law i.e. liquidation of the co.

Q. 5 Corporate veil/ lifting/ piercing of corporate veil? (LOCV)
Answer:
(Q.1-Pt no.1) Saloman vs. Saloman Ltd.: Lifting/ piercing of corporate veil is done only as per 
statutory provisions/ at discretion of court.

A. LOCV as per statutory provisions:
If it appears to the court at the time of winding up of the co. that the intention of the co. 

was to defraud its creditors/ others, then the court can order that all the directors or 
officers who are parties to the fraud will be personally liable.
Reduction in membership below the statutory limit (2/7) makes all the members personally 
liable if the business is carried on with the less membership for more than 6 months
severally liable for the payment of the whole debts of the company 

(CAA,2017)
IRO any ultra vires Act, all directors shall be personally liable.
Mis-description of name of the co. by any officer while signing any contract or negotiable 
instrument shall make him personally liable for the same.

Figure 3 Illustrative image showing Lifting of Corporate Veil
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B. LOCV under judicial decisions:
The LOCV can be done for prevention of fraud.
The LOCV can be done for protection of revenue.
The LOCV can be done for checking avoidance of welfare legislations.
The LOCV can be done for determining whether the co. is genuine just a sham/ useless/ 
bogus/ fake.
The LOCV can be done for determining the true character of a co. i.e. whether it is an enemy 
co.

Q. 6 An assessee Mr. D was receiving huge dividend and interest income on certain 
investments. He formed 4 private companies & transferred all the investments to 
these pvt.co. The interest income received was well within the exempted limits under 
the income tax act. These companies did not have any business nor did they have 
any asset other than these investments. The income received by the co. was diverted 
to Mr. D as loan which he never repaid. Can the court order that the income of all 
these Pvt. Co. should be treated as income of Mr. D?

Answer:
Ans. 5, point B, 2 & 4
In above case, the only purpose for incorporating these pvt.co. was to evade taxes. The co.= 
sham. Therefore, the income of these co. = income of the assessee.

Q. 7 X Ltd. has only 7 shareholders, all the shares are fully paid up. All the shares of one 
such shareholder sold by the court in an auction and purchased by another 
shareholder. The company continues to carry on business thereafter. Discuss the 
liability of the shareholders of the co. as per the provisions of the companies Act, 
2013.

Answer:
Ans. 5 point A, 2
In above case, no. of members has gone below 7, the business is carried on with the reduced 
membership for more than 6 months.
Therefore, all the members during that time will have unlimited liability for the payment of 
the whole debts of the company 

.

Q. 8 X Ltd. has only 7 shareholders, all the shares are fully paid up. On 30 April 2010, all 
the shares of X (a shareholder of the co.) were sold to Y (another shareholder of 
same co.) in an auction by the order of court. Z (a shareholder of the co.) was in USA 
for business trip since Jan 2010 & was therefore not aware of the developments. 
The co. continued to carry on the business thereafter. In Dec 2010, co. borrowed a 

co. were not sufficient to pay off the liabilities. The bank filed a suit against Y & Z 
for recovery of loan from them. Decide the liabilities of Y & Z. What if the loan was 
taken in the month of March 2010?

Answer:
Ans.5 point A, 2.
In above case, no. of members has reduced below 7.
Y = aware of reduction.
Z was not aware of such reduction as he was out of the India.
Therefore, All members will be personally liable for the debt incurred by the co. after 
31.10.2010
If the loan was taken in March 2010, no one will have personal liability.
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Q. 9 As per Bonus Act, 1965, the basis of the payment of bonus is the profits earned. A 
co. was earning huge profits. The co. incorporated a subsidiary co. and transferred 

assets except the assets transferred to it. The subsidiary co. made no profits and 
therefore no bonus was paid. Can it be said that the concept of corporate veil has 
been disregarded? Remedial action?

Answer:
Ans.5-point B, 3.
In above case, LOCV applicable. 
The Court should disregard the corporate veil as this concept has been abused in the above 
case. The subsidiary co. seems to be formed only for the purpose of reducing liability of 
bonus as per the Bonus Act, 1965.
Therefore, intention is to avoid welfare legislation. The Profits earned by subsidiary co. 
should be the profits of holding co.

Q. 10 A co. was formed in England for the purpose of selling tyres made by the German co. 
The German co. virtually held the entire share capital of the English co. All the 
directors were German residents. During the first world war, the English co. 
commenced an action to recover a trade debt from another English co. Is the 
concept of corporate veil disregarded?

Answer:
Ans. 5-point B, 5.
In above case, the co. is an enemy co. since the person controlling the company is enemy and 
the suit could not be won.

Q. 11 An employee entered into a contract with his employer that he will not solicit the 
customers of the employer after leaving employment. But the employee 
incorporated a co. and he, his wife and one other person were the only member of 
the co. The co. started soliciting the customers of the employer. Is it a valid reason 
for LOCV?

Answer:
Ans. 5-point B, 1.
In above case, intention = fraud. It is a case of improper conduct. 
The purpose of incorporating the co. was to solicit customers of the employer which was not 
allowed.
Therefore, LOCV applicable, the co. should be restrained from soliciting the customers of the 
employer.

Q. 12 Is Company a Citizen?
Answer:
No, Citizenship under the Citizenship Act is available only to an individual. Therefore, no
company can be a citizen of India.
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Reference Points: Companies Act, 2013
No person shall use the word limited or private limited as the last word until both the 
conditions are satisfied (Sec. 453 of CA, 2013).
Association is a company as per Sec. 2(20) of CA, 2013
Such Company is a limited Company

Sec.2(77): Relative, with reference to any person, means anyone who is related to another, 
if

they are members of a Hindu Undivided Family;
they are husband and wife; or
one person is related to the other in such manner as may be prescribed

Rule 4 of the Companies (Specification of Definitions Details) Rules 2014:

A person shall be deemed to be the relative of another, if he or she is related to another in the 
following manner, namely:-

-father.
-mother.

-son.

Daughter.
Husband

-brother.
-sister.

Abbreviations:

1. CAA 2017:  Companies Amendment Act 2017
2. CO: Company
3. IRO: In respect of
4. LOCV: Lifting of Corporate Veil


