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Loan to Directors

Section 185 of the Companies Act, 2013, which has been notified on 12 th   September 2013, corresponds 
to the Section 295 of the Companies Act, 1956, since they deal with loan to directors. Section 185 
happens to be different and more restrictive than its former counterpart (of the Companies Act, 
1956) and prohibits any company from giving loans, guarantees and securities in favour of its 
directors or to any other person in whom the director is interested in. Taking cognizance from other 
Sections of the Companies Act, 2013, e.g. Sections 186 and 188, and circulars/notifications issued by 
the Govt. of India, the author in this article discusses the concerns with regard to the issue of loan 
to directors. Whereas the Companies Act, 1956 permitted a company to provide loan guarantees 
or securities to a director, her/his relatives or associate firms and companies with prior approval of 
the Central Government, the Companies Act, 2013 has removed the requirement of taking Central 
Government’s approval for such transactions and prohibits such transactions except for the cases 
otherwise provided in the 2013 Act. The author in this article discusses the concerns with regard to 
the removal of this condition in the 2013 Act. Read on…

CA. Dhaval Vussonji 
(The author is an advocate and 
solicitor, and a member of the 
Institute who may be contacted at 
dhaval@vussonjiassociates.com.)  
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1. The Companies Act, 2013 (“the 2013 Act”) 
was brought into force in pursuance of the 
notifications dated 12th September, 2013 and 
27th March, 2014 issued by the Government of 
India. The Act seeks to replace the provisions 
of the Companies Act, 1956 (“the 1956 Act”). 
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Preamble of the 2013 Act states that it is ‘An Act 
to consolidate and amend the law relating to 
companies’.

2. Section 185 of the 2013 Act deals with loans/ 
guarantees/ securities to be granted by a company 
to its directors, their relatives and associates. The 
said Section 185 of the 2013 Act seeks to replace 
the Section 295 of 1956 Act. The said Section 185 
has been brought into force with effect from 12 
September 2013.

3. Briefly stated, the provisions of the 2013 Act 
are very different from the provisions of the 
1956 Act. The 1956 Act permitted a company to 
provide a loan guarantee or security to a director, 
his relatives or associate firms and companies 
with prior approval of the Central Government. 

 The 2013 Act now removes the requirement of 
taking Central Government’s approval to such 
transactions and prohibits such transactions 
except for in cases otherwise provided for in the 
2013 Act. 

4. This Article seeks to discuss whether the removal 
of the condition will result in the requirement of 
the Government Approval being done away with 
or results in a more draconian interpretation that 
the no such loan can be granted at all.

5. The said Section 185, inter-alia, provides that 
except as otherwise provided for in the 2013 Act, a 
company is not permitted to directly or indirectly 
advance any loan to any director or any person 
in whom such director is interested or provide 
any guarantee or security in connection with any 
such loan.

6. There is no other specific provision of the 
2013 Act, which specifically deals with loans 
to directors. Therefore, we look into the other 
provisions relating to grant of loans contained in 
the 2013 Act. 

7. Section 186 of the 2013 Act, which immediately 
follows Section 185, inter-alia, provides that a 
company shall not give any loan to any person or 
provide any security or guarantee in connection 
with any such loan or acquire the securities of a 
body corporate if the aggregate of such loans/
guarantees/securities and investment exceeds 
60% of paid up share capital, free reserves and 
securities premium account or 100% of its free 
reserves and securities premium account. The 
Section further goes on to provide that loans in 
excess of such limits can be granted only with the 
prior approval of a special resolution passed by 

shareholders at a general meeting. 
8. Section 186 replaces Section 372A of the 

1956 Act. Section 372A of the 1956 Act deals 
with loans and investments by a company in 
another body corporate. Section 186 is wider 
in scope. It covers not only loans/ guarantees/ 
securities and investments in a body corporate 
but also covers loans/ guarantees/ securities 
provided to or for the benefit of any other 
person other than a body corporate. Section 
372A of the 1956 Act on the other had limits 
itself to loans/guarantees/securities/investments 
in bodies corporate and does not extend to  
other persons.

9. Therefore, in the course of consolidation and 
amendment of the company law, the legislature 
has sought to first consolidate and then amend 
the law as under. 

10. First it has grouped together the provisions 
relating to grant of loans/guarantees/securities 
given by a company. Therefore, Sections 185 and 
186 have been grouped together.

11. Then the necessity of seeking government 
approvals for transactions with directors has 
been omitted. Section 185 itself seems to 
provide the restrictions for undertaking such 
transactions so as to introduce objectivity to 
the entire process rather than the government 
granting such approvals on a case to case basis 
making the process more subjective.

12. We then consider the provisions, which provide 
for such permissions. The only other section, 
which deals with loans/guarantees and securities 
to be provided by a company is Section 186. 
Section 186 clarifies that loans/guarantees/
securities can be provided by a company subject 
to the conditions therein contained.

13. The conditions contained in Section 186 are 
detailed. They permit loans/guarantees and 
securities to be provided to any person subject to 
the satisfaction of several conditions contained 
therein, i.e., approval of the shareholders (by 
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Section 186 is wider in scope. It covers not only 
loans/ guarantees/ securities and investments in a 
body corporate but also covers loans/ guarantees/ 
securities provided to or for the benefit of any other 

person other than a body corporate.
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special majority) is obtained, all the directors 
have approved of the transaction, relevant 
approvals of financial institutions are obtained, 
the rate of interest is as specified in the said 
Section and details of the transactions are 
provided for in the financial statements sent to the  
shareholders etc. 

14. Another example of such consolidation and 
amendment to the company law is Section 188 of 
the 2013 Act. The section relates to transactions 
with related parties and appointment of related 
parties to a place of profit within the company. 
The said section replaces Sections 197 and 314 
of the 1956 Act. Such transactions require the 
prior permission of the Central Government 
in terms of Sections 297 and 314 of the 1956 
Act. Again, unlike Sections 297 and 314, which 
requires Central Government permission, the 
new Section 188 of the 2013 Act leaves the 
shareholders to take a final decision in the matter. 
It appears therefore that the intent of the Act is to 
permit all related party transactions (including 
those with directors) provided that shareholder 
approvals are obtained and other conditions 
specified therein are fulfilled. Also, under the 
said Section 188, prior shareholder’s approval is 
only required for the related party transactions 
where the prescribed financial threshold may be 
breached. For related party transactions where 
the prescribed financial threshold is not being 
breached, no prior approval of the shareholders 
is required. Again Section 188 is placed very close 
to Section 185 indicating that all transactions 
with related parties have been grouped together. 
The placement of Section 186 (the corresponding 
section of which was placed under a completely 
different Chapter under the old Act) with these 
sections dealing with related parties indicates the 
intent of the legislature to have the same read in 
consonance with each other.

15. We also consider the Notes on Clauses to the 
Companies Bill, 2011 introduced in the Lok Sabha 
and which Bill has been subsequently passed 
by both Houses of the Parliament to consider 
as to whether the Clauses are permissive in 
nature or whether the clauses sought to prohibit 
certain actions all together. Text of the Notes is 
reproduced:
 Clause 185 - This clause corresponds to 

Section 295 of the Companies Act, 1956 and 
seeks to provide the circumstances and 
manner in which a company shall advance 
any loan to any of its directors or to any 
other person in whom he is interested or 
give any guarantee or provide any security 
in connection with any loan taken by 
him or such other person. The clause also 
defines the expression ‘to any other person 
in whom director is interested’. The clause 
also provides for penal provision for the 
company and for the director to whom the 
loans is advanced in case of contravention  
of sub-clause (1).

 Clause 186. — This clause corresponds to 
section 372A of the Companies Act, 1956 
and seeks to provide the manner in which 
and limits up to which a company shall 
give any loan or give any guarantee or 
provide security in connection with a loan 
to any other body corporate or person and 
acquire by way of subscription, purchase or 
otherwise, the securities of any other body 
corporate.

16. A plain and simple reading of Notes to both 
Clauses indicates that the Clauses presented 
before the Lok Sabha were intended to be 
permissive in nature and not prohibitory. The 
intent of the provisions of the said Clauses 
which were ultimately passed by both Houses 
of the Parliament today form part of the 2013 
Act as Sections 185 and 186. Both Sections 
read positively as permitting transactions 
contemplated therein albeit subject to certain 
restrictions. However, the Clauses do not put 
an absolute bar on such transactions being 
undertaken. 

17. Based on the above, an interpretation that loans 
to companies in which directors are interested is 
prohibited all together would militate against the 
spirit and intent of the 2013 Act, which appears 
to do away with age old policies, restrictions 
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Also, under the said Section 188, prior shareholder’s 
approval is only required for the related party 
transactions where the prescribed financial 
threshold may be breached. For related party 
transactions where the prescribed financial 

threshold is not being breached, no prior approval of 
the shareholders is required.
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and government controls which are not relevant 
in today’s day and age. The Parliament has 
recognized this fact and has put the shareholders 
of the company in charge of taking such decisions 
instead of those decisions being referred the 
Government. 

18. Support in favour of this view is drawn 
from the Circular No.17/202/2013/CL-V 
dated 19 November 2013 issued by the 
Ministry of Corporate Affairs, Government  
of India. 

19. The Circular clearly provides: This Ministry has 
received number of representations consequent 
upon notifying Section 185 of the Companies 
Act, 2013 dealing with loans to directors which 
is corresponding to Section 295 of the Companies 
Act, 1956. Section 186 of the Companies Act, 
2013 is yet to be notified. It is clarified that 
Section 372A of the Companies Act, 1956 dealing 
with inter-corporate loans continue to remain in 
force till section 186 of the Companies Act, 2013 
is notified.

20. This Circular also clearly establishes a link 
between the two sections 185 and 186 and with 
a view to deal with the issues arising from the 
notification of Section 185, the Government 
has issued a clarification in relation to Section 
186. In fact, the Circular seems to indicate that 
inter-corporate loans/deposits between related 
companies in which directors are interested 
would be permissible so long as the loans are 
compliant with the provisions of Section 372A of 
the 1956 Act.

21. While the position was clear, on 14 February 
2014, General Circular No.3 issued by the 

Ministry of Corporate Affairs further complicates 
matters by issuance of a clarification. It states 
first: Section 185 of the Companies Act, 2013 
prohibits guarantee given or security provided by 
a holding company in respect of any loan taken 
by its subsidiary company except in the ordinary 
course of business. This statement seems to be 
totally contrary to the earlier interpretation and 
seems to be based on an erroneous belief that 
Section 185 prohibits such transactions between 
holding and subsidiary companies. Thereafter, 
the Circular goes on to create harmony between 
Sections 185 (of the New Act) and Section 372A 
of the 1956 Act till such time as Section 186 is 
notified. The circular goes on to provide that a 
security or a guarantee provided by a holding 
company to a bank or financial institution in 
respect of loans made to its subsidiary company 
for its principal business would be governed by 
the exemption contained in Sub-section (8) of 
Section 372A of the 1956 Act till Section 186 is 
notified. It is unclear as to how by a clarification, 
only a portion of Section 372A was sought to be 
made applicable when the whole of 372A was 
in full force and effect. It is unclear what the 
need of such clarification was when the earlier  
circular has already clarified the position. It 
seems doubtful as to whether such ‘clarification’ 
would have any legal force except that it put 
the issue of loans from banks and financial 
institutions beyond all doubt. However, whether 
the ‘clarification’ could have expanded the scope 
of Section 185 so as to resolve a hypothetical 
problem which did not seem to exist or  
restrict the scope of Section 372A to 
solve such hypothetical problem which 
was then in full force and effect seems to  
be doubtful. 
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Thereafter, the Circular goes on to create harmony 
between Sections 185 (of the New Act) and Section 

372A of the 1956 Act till such time as Section 186 
is notified. The circular goes on to provide that 
a security or a guarantee provided by a holding 

company to a bank or financial institution in 
respect of loans made to its subsidiary company 

for its principal business would be governed by the 
exemption contained in Sub-section (8) of Section 

372A of the 1956 Act till Section 186 is notified.
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22. The Circular at best proceeds on an erroneous 
presumption that in each case, the Board of 
Directors of not only a wholly owned subsidiary 
but also a subsidiary company is accustomed 
to act in accordance with the directions of the 
board or directors of the holding company 
and therefore such transactions should  
be barred. 

23. The confusion was further compounded by the 
Companies (Meetings of Board and its Powers) 
Rules, 2014 brought into force with effect from 
1st April 2014. It seems that the government 
tried to include the aforesaid clarification in 
Rule 10 thereof. While Sub-rule (1) provides 
that loans/ guarantees between a company and 
a wholly owned subsidiary would be exempt 
from the requirements of the Section, Sub-
rule (2) restricts the nature of the exemption 
to guarantees and securities provided by Banks 
and Financial Institutions to other subsidiary 
companies, which are not wholly owned. It is 
obvious that for this exemption contained in the 
Rule to apply, the Section must first apply to the 
circumstances of the case and the Section will 
have to be ‘read down’ into the Rules in order for 
the Rules to be correctly interpreted in a manner 
that the intent is achieved. So the Rules cannot 
be read so as to apply to every and any holding 
and subsidiary relationship but can apply only 
where the director of the holding company has a 
pecuniary interest in the subsidiary. If the Rules 
are read in a manner to apply indiscriminately to 
all holding and subsidiary company relationships 

then it would amount to an expansion to the 
scope of Section 185. Such an interpretation 
would completely alter the thrust of the section 
as originally enacted and the Rules would be 
regarded as being ultra vires the provisions of 
Section 185. 

24. While this confusion continued, Section 186 
was also brought into force on 1st April 2014. 
The exemptions contained in Sub-Section (11) 
of Section 186 exempted from its operation 
several companies particularly those in the 
business of finance. If the provisions of Section 
186 are made inapplicable to such companies, 
how the Section 185 is to be read. Is it intended 
that such companies are not allowed to advance 
loans to their directors and associates even with 
the approval of the shareholders, when it is their 
principal business to do so though such loans are 
not granted in the ordinary course, e.g. a finance 
company giving a vehicle loan to its director at 
a concessional rate? Such a company is exempt 
from Section 186 and therefore cannot give 
such a loan. On the other hand a manufacturing 
concern will take the benefit of Section 186 to give 
such a loan. That does not seem to be the intent. 
The provisions of Sub-Section (11) of Section 
186 appear to be enacted in order to exempt 
certain companies from the rigours of the said 
Section rather than take away their ability to give 
loans altogether. However, on a plain reading of 
the two sections, it is impossible to ascertain the 
effect of the exemption.

25. In the above circumstances of the case, in my 
view, the provisions of Section 186 provide for 
an exception to Section 185 of the 2013 Act. 
Provisions of Sections 185 and 186 were not 
brought into force at the same time, thereby 
creating a lot of confusion during the intervening 
period. The clarifications purported to be issued 
by the Government made matters even more 
complex.

26. The Government ought to take cognizance of 
these issues and provide a complete overhaul 
to the interpretation of Sections 185 and 186 
by withdrawing the clarifications and amending 
Rule 10. Also, an appropriate section should 
be inserted in the 2013 Act to provide for the 
manner in which the prohibitions contained in 
Section 185 are to be dealt with so that all this 
uncertainty is finally put to rest. 
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