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MESSAGE FROM THE PATRON IN CHIEF

It gives me immense pleasure 1o announce the launch of the second volume
of the NLIU Journal of Business Laws. The NLIU Journal of Business Laws serves
ds a platform for discussion and debate on unresolved legal and commercial
issues, both at the national and international level. Published under the aegis of
the Centre for Business and Commercial Laws (CBCL), a student helmed
committee, the second volume of the Journal brings forth insightful perspectives
on issues of contemporary significance. CBCL. has employed stringent evaluation
techniques with an emphasis on originality. critical reasoning, coherence of
language and contribution to existing literature, and have selected articles of
scholarly excellence.

This Volume features articles on various themes related to Business laws,
primarily relating to insolvency and bankruptcy law, taxation law, arbitration law,
securities and capital markets law. Authors have delved into topics such as cross
Jurisdictional analysis of cross border insolvency, delimiting the withdrawal of
applications under the Insolvency and Bankrupicy Code (IBC), altering the role of
resolution professionals under the IBC, using the IBC as a debt recovery tool,
relevance of taxation on the digital platforms, taxability of composite and mixed
supplies under Goods and Services Tax (GST) in India, regulating mandatory
arbitration, the need to regulate the SEBI, and the impact of Covid-19 on the Debt
Capital Market.

I extend my best wishes to Prof. (Dr.) V. Vijaykumar and Prof. (Dr.)
Ghayur Alam for a successful publication and commend the student members of
CBCL for their work and dedication. I am certain that the Editorial Committee
will maintain the quality of the publication in the upcoming volumes and provide
scholarship which is stimulating and beneficial for studenis, academicians,
lawyers and judges and all other readers.

(Ravi Malimath)
Chief Justice



CONTENTS

KNOW YOUR DEAL: DEBT CAPITAL MARKETS AND COVID-19

OUTBREAK.....cccettiuntttettiiniiiiinnttteeeiesssssinneeeesesssssssssesesssssnns 1
Debolina Saha and Shreya Somani

USING THE IBC AS A DEBT RECOVERY TOOL: OBLITERATING

THE SPIRIT OF THE LAW ..vtvtuteeececececececececscesesssssssesesesssesess 16
Dakshita Chopra

REORGANIZATION UNDER THE IBC: ALTERING THE ROLE
OF RESOLUTION PROFESSIONALS IN THE CHANGING TIMES

K. Siddharth Reddy and B.V.N. Sai Charan

TAXABILITY OF COMPOSITE AND MIXED SUPPLIES UNDER
GST IN INDIA: TAKING A LEAF OUT OF SERVICE TAX LAW AND

EUROPEAN VAT MODEL ..coututtteeeerereresesesesescssscsssessssssssss 40
Akshat Jain

DELIMITING THE WITHDRAWAL OF APPLICATIONS UNDER
IBC-EXCESSIVE LEEWAY TO THE DETRIMENT OF THE

RESOLUTION PROCESS . .cuttuteteseeceressecesessecesessesessssesessscesess 33
Shreyashi Himja

ANALYSIS OF THE SECURITIES APPELLATE TRIBUNAL’S
DECISION IN PRICE WATERHOUSE & CO V. SECURITIES AND
EXCHANGE BOARD OF INDIA - ANOTHER REGULATORY

OVERLAP? THE NEED TO REGULATE THE REGULATOR ... 64
Ujjwal Jain

REGULATING MANDATORY ARBITRATION: HARMONISING
WORKING WORLD REALITIES WITH DUE PROCESS CONCERNS

Shivani Iyer

RELEVANCE OF TAXATION ON THE DIGITAL PLATFORMS

AND THE POSITION IN INDIA...tteeterereeceressecesessecesescncesesss 94
Dhruvi Shah and Disha Tulsyan



CROSS JURISDICTIONAL ANALYSIS OF CROSS-BORDER

INSOLVENUCY ..euteetueenreerecencaecscescessscsscassscsssassscsscassassncanses 118
Dhanshree Sharma



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

KNOW YOUR DEAL: DEBT CAPITAL MARKETS AND
COVID-19 OUTBREAK

Debolina Saha* and Shreya Somani*

As the world continues to reel under the unprecedented ill effects
of the COVID-19 pandemic, this article examines the impact of
COVID-19, particularly on debt capital markets transactions
and gives a birds-eye view of what stakeholders should keep an
eye out for when negotiating transaction documents, conducting
due diligence or drafting an offer document in relation to debt
capital markets transactions.

I. INTRODUCTION

Itis no secret that the COVID-19 downturn has enormously dislodged
credit markets on a global scale. In fact, Standard and Poor’s confirmed
India’s BBB investment-grade credit rating at negative in June 2020" along
with Fitch* and Moody's Investors Service,’ as investments in investment-
grade bonds plunged due to low credit-risk premiums. Separately, while
the United States recorded an investors’ pull-out of USD35.6 billion,*
junk bonds with high credit risk continued to attract investors due to their
high yield returns and companies such as Walt Disney Co. and PepsiCo
Inc. issued new investment-grade debt securities despite market

* The author is a Senior Capital Markets Lawyer and has previously worked with
Allen & Overy, Hong Kong.

* The author is a fourth-year student at National Academy of Legal Studies and
Research, (NALSAR), India.

' S&P Retains India's Sovereign Rating at BBB- With Stable Outlook, THE ECONOMIC
TIMES (Jun. 10, 2020), https://
economictimes.indiatimes.com/news/economy/indicators/sps-retains-indias-
sovereign-rating-at-bbb-with-stable-outlook/articleshow/76302756.cms.

2 Asit Ranjan Mishra, Fitch Ratings Downgrades India Outlook from ‘Stable’ To
‘Negative’, LIVE MINT (Jun. 19, 2020), https://www.livemint.com/news/india/fitch-
ratings-downgrades-india-outlook-from-stable-to-negative-1159

2513114717 html.

3Moody’s Downgrades India’s Sovereign Rating By One Notch, BLOOMBERG QUINT
(Jun. 1, 2020), https://www.bloombergquint.com/business/moodys-downgrades-
indias-sovereign-rating.

4 Claire Boston, Investors Pull Record USD35.6 billion From Investment-Grade
Debt, BNN BLOOMBERG (Mar. 19, 2020), https://www.bnnbloomberg.ca/investors-
pull-record-35-6-billion-from-investment-grade-debt-1.1409167.
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disruptions and growing investor caution about the financial impact of
the COVID-19 epidemic on the issuer company’s leverage, debt liquidity,
and cash flow projections.’

While issuers worldwide jostled and continue to jostle to minimize
credit risk by seeking redemptions from high-rated bonds,’ so that they
can likely focus on employing sturdy sources of liquidity to cope with
market volatility risks, Adani Ports and Special Economic Zone Ltd., the
largest bond deal launched in July 2020 raised USD750 million debt
through an off-shore bond offering.” This deal raised optimism amongst
underwriters, and many were hopeful that the Indian debt market would
soon pick momentum in the fourth quarter, given India’s then good
balance of payment account record. The optimism prevailed in spite of
the low record of the Indian bond market fund-raising since February
2020 and did not seem a far cry to many, particularly in the backdrop of
a steady global (investment-grade) bond issuance spree since March 2020.
For example, in Europe, while the markets initially halted for around two
weeks in February 2020, the issuance volume picked up momentum in
the first week of March 2002.° Similarly, in the United States, while bond
issuance slowed down initially in February 2020 when there were more
frequent 'no-go days', the issuance rate improved post-March 2020.”

SId.

¢ Colin Purdie, COVID-19: Will Credit Markets Remain Open For Business, AVIVA
INVESTORS (May 1, 2020), https://www.avivainvestors.com/en-us/views/aiq-
investment-thinking/2020/05/COVID-19-impact-on-credit-markets/.

7 Swaraj Singh Dhanjal, Adani Ports SEZ Raises US$ 750 Million Through an
Offshore Bond Issue, INDIA BRAND EQUITY FOUNDATION (Jul. 30, 2020),
https://www.ibef.org/news/adani-ports-sez-raises-us-750-million-through-an-
offshore-bond-issue.

8 Hannah Benjamin et al., Furope’s Corporate Debt Market Returns After Virus
Halted Sales, BLOOMBERG QUINT (Mar. 3, 2020),
https://www.bloombergquint.com/onweb/relx-reopens-europe-s-company-debt-
market-with-three-part-bond.

% Craig Torres & Steve Matthews, Fed Cuts Half Point In Emergency Move Amid
Spreading Virus, BLOOMBERG (Mar. 3, 2020),
https://www.bloomberg.com/news/articles/2020-03-03/fed-cuts-rates-half-point-in-
emergency-move-amid-spreading-virus.
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With the volumes in bond issuances returning to a steady phase in
certain countries," it becomes important for stakeholders to understand
certain key issues on the documentation side of debt capital markets deals,
given the new and challenging circumstances created by COVID-19.
Some of such issues have been addressed in the subsequent sections of
this article.

A. Underwriting Agreements’ Financial Covenants

The underwriting agreement contains the subscription obligations of
the underwriters. Additionally, it contains many safeguards to protect the
interests of underwriters in cases of market volatility or any other
disruption that may impair the bond issuance process. In view of the
unprecedented changes to the debt market as a result of COVID-19,
parties to underwriting agreements are advised to carefully draft the forve
majenre clause that would allow underwriters to void their contractual
obligations between the date of pricing and closing.

In general, a force majeure clause negotiated between parties should
clearly specify the events that would qualify as a force majenre event,
including among others, acts of God, wars, terrorism, riots, labour strikes,
embargos, acts of government, epidemics, pandemics, plagues,
quarantines, and boycotts. As a caution, force majeure clauses should also
contain a catch-all phrase, which in addition to the above events must
include wording to the effect “including, but not limited t0” ot ““any cause/ event
outside the reasonable control of the parties.”” Furthermore, particulatly in the
backdrop of the pandemic, it is advisable that parties expressly mention
the type of pandemic (like SARS, COVID-19) along with including the
word ‘pandemic’ in the relevant force majeure provision.

In European debt capital markets transactions, it is the International
Capital Markets Association’s (“ICMA”) standard force majenre clause'’

10 Joe Rennison & Eric Platt, Investors Enjoy Equity-like Returns From A Roaring
Bond Market, FINANCIAL TIMES (Jun. 12, 2020),
https://www.ft.com/content/2b1dd14c-1dba-4226-b2c4-4ae97127821d.

' Sample of a force majeure clause based on the ICMA standard clause: “The Lead
Manager, on behalf of the Managers, may, by notice to the Issuer, terminate this
Agreement at any time prior to payment of the net purchase money to the Issuer

3
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that is typically inserted into subscription agreements. However, in
practice, a force majenre clause is hardly invoked by an underwriter to
terminate a subscription agreement even though in theory, it can be used
as an “exit-mechanism” if there is a change in financial, political or
economic conditions that could likely affect the success of the distribution
of the debt securities. In addition to such contractual exit mechanisms,
there are some common law doctrines, such as the doctrine of frustration,
which can allow a party to opt-out from performing its obligations even
in the absence of a contractual provision. However, such doctrines often
require a high standard before they can be applied and are unlikely to
terminate the obligations of the underwriters in a subscription agreement.

Additionally, in the context of raising debt securities, material adverse
clause (“MAC”) provisions can also safeguard underwriters’ interests
from market disruption events. Generally, the drafting of MAC
provisions may differ depending upon the nature of transactions, such as
below:

1. Business MAC provisions are invoked when there is a change in
some or all of the business, operations, performance, assets or
prospects of the issuer. However, application of such provisions
requires a high threshold;

2. Payment MAC provisions can be incorporated to account for
issuers’ inability to fulfil their payment obligations under the
subscription agreement; and

3. Market MAC provisions offer termination rights to underwriters
when there is a change in national or international financial,

political or economic conditions or currency exchange rates or

if in the opinion of the Lead Manager there shall have been such a change, whether
or not foreseeable at the date of the Agreement, in national or international financial,
political or economic conditions or currency exchange rates or exchange controls as
would in its view be likely to prejudice materially the success of the offering and
distribution of the Notes or dealings in the Notes in the secondary market and, upon
notice being given, the parties to this Agreement shall (...) be released and
discharged from their respective obligations under this Agreement”.

4
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exchange controls that will prejudice the success of the offering

and distribution of the relevant debt securities materially.”'*

In fact, underwriting agreements in the United States consistently
allow underwriters to terminate their obligations under MAC provisions
if there has been a steep recession in market forces or collapse in financial
condition or business of the issuer between the signing of the
underwriting agreement and the scheduled closing of the offering, which
would make the completion of the offering impracticable. A MAC
provision is often included as a closing condition in such underwriting
agreements in both the United States and Europe. Therefore, parties
entering into new underwriting agreements must meticulously refer to the
circumstances at the time of contract to adequately cover for all types of
MAC circumstances."”

Often a ‘downgrade rating’ provision is included as a condition
precedent to the underwriters’ obligation in the agreement. Such a
provision requires the issuer to maintain a certain standard of rating
between the signing of the underwriting agreement and the scheduled
closing of the offering."* Therefore, failure on the part of the issuer to
maintain such rating could release the underwriters from their obligation
under the subscription agreement.

B. Disclosure Requirements of Listed Debt Securities And Bonds
Needless to state that in the context of debt capital markets
transactions, the COVID-19 crisis brings a whole set of disclosure

12 Melissa Butler et al., COVID-19 And Your Deal: Considerations For
Underwriters, WHITE & CASE (May 18, 2020),
https://debtexplorer.whitecase.com/leveraged-finance-commentary/COVID-19-and-
your-deal-considerations-for-underwriters.

13 Cravath, Swaine & Moore LLP, Underwriting Arrangements For Securities
Offerings In USA, LEXOLOGY (Apr. 29, 2019),
https://www.lexology.com/library/detail.aspx?g=8d9afb9f-e25d-4c¢93-93¢0-
9f44a107b210.

14 James Darcy et al., Impact of COVID-19 On Debt Capital Markets, ALLENS (Mar.
23, 2020), https://www.allens.com.au/insights-news/insights/2020/03/impact-of-
COVID19-on-debt-capital-markets/.
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considerations for the issuer, particularly from the point of view of
business risks and consequences of such risks on the issuer’s business.

Also, thete are two levels of disclosure that the issuetr would need to
be mindful of — first, disclosure by the issuer to the stock exchange or
regulator (as well as the investors) at the time of the offering of securities,
and second the continuing disclosure obligations that the issuer would
need to provide to the stock exchanges during the time that the securities
continue to be listed on the exchanges.

While issuers are advised to disclose all types of risk factors in the
offering circular, they would need to pay special attention to disclosing
risk factors that may compromise the issuers’ ability to meet its payment
obligations as promised to its prospective investors' as well continue to
disclose price-sensitive inside information to the market in a timely
fashion.' In the context of the COVID-19 pandemic where due to a
rapidly changing environment in the markets, listed entities may
constantly find themselves in possession of inside information as a result
of adverse changes to a company's performance (or expected
performance) or as a result of any adverse effects on the financial
condition of the company and/or stress on debt repayment, it becomes
all the more important for issuers to keep a close eye out for such changes
and make adequate risk factor disclosure in the offer document.
Separately, given that the outbreak of the COVID-19 pandemic and the
subsequent lockdown in India has led to market distortions, it is
important for the issuer to bridge the information gap (if any) about its
operations and ensure that all stakeholders have access to information to
make a true assessment about their investment decisions in the company.
In fact, the Securities and Exchange Board of India (“SEBI”) mandates
that issuers disclose matters relating to financial standing, routine

15 Securities and Exchange Board of India (Issue of Capital and Disclosure
Requirements) Regulations, SEBI/LAD-NRO/GN/2009-10/15/174471 (Aug. 26,
2009), Clause IV, Schedule VIII.

16 SECURITIES AND EXCHANGE BOARD OF INDIA (LISTING OBLIGATIONS AND
DISCLOSURE REQUIREMENTS) REGULATIONS, SEBI/LAD-NRO/GN/2015-16/013
(Sep. 2, 2015); SECURITIES AND EXCHANGE BOARD OF INDIA (PROHIBITION OF
INSIDER TRADE) REGULATIONS, SEBI/LAD-NRO/GN/2019/32 (Jan. 15, 2015).
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operations, ownership and management of their entity and other relevant

material events and information as part of the disclosure package in
response to COVID-19."

Furthermore, to ensure smooth compliance of corporate obligations
amidst market disruptions caused by COVID-19, SEBI issued the
‘Advisory On Disclosure Of Material Impact Of Covid-19 Pandemic On
Listed Entities Under SEBI (Listing Obligations And Disclosure
Requirements) Regulations, 2015’ in May 2020, directing issuers to make
cogent and timely disclosures to stock exchange about their material
developments in light of COVID-19, including the status of capital and
financial resources, liquidity, supply chain, performance standards, ability
to service debt and others.'® Previously, SEBI also notified the ‘Relaxation
From Compliance With Certain Provisions Of The SEBI (Listing
Obligations And Disclosure Requirements) Regulations, 2015 due To The
Covid-19 Virus Pandemic,” in March 2020 to ease compliance
requirements for listed companies interested in raising debt by allowing
such companies to disclose their March audited financials by 30
September 2019 in cases of initial listing of debt securities,"” and by June
30, 2020, in case of annual disclosure of already listed securities.”” Along

7SECURITIES AND EXCHANGE BOARD OF INDIA (ISSUE OF CAPITAL AND DISCLOSURE
REQUIREMENTS) REGULATIONS, SEBI/LAD-NRO/GN/2009-10/15/174471 (Aug. 26,
2009), Regulation 30 read with Schedule I1I; SECURITIES AND EXCHANGE BOARD OF
INDIA (LISTING OBLIGATIONS AND DISCLOSURE REQUIREMENTS) REGULATIONS,
SEBI/LAD-NRO/GN/2015-16/013 (Sep. 2, 2015), Regulation 51(1) read with Part B
of Schedule IIT; SECURITIES AND EXCHANGE BOARD OF INDIA (LISTING OBLIGATIONS
AND DISCLOSURE REQUIREMENTS) REGULATIONS, SEBI/LAD-NRO/GN/2015-
16/013 (Sep. 2, 2015) for NCDs/NCRPs.

'8 SECURITIES AND EXCHANGE BOARD OF INDIA, CIR/CFD/84/2020, ADVISORY ON
DISCLOSURE OF MATERIAL IMPACT OF COVID-19 PANDEMIC ON LISTED ENTITIES
UNDER SEBI (LISTING OBLIGATIONS AND DISCLOSURE REQUIREMENTS)
REGULATIONS, 2015 (May 20, 2020).

19 SECURITIES AND EXCHANGE BOARD OF INDIA, CIR/DDHS/41/2020, RELAXATION
FROM COMPLIANCE WITH CERTAIN PROVISIONS OF THE SEBI (LISTING OBLIGATIONS
AND DISCLOSURE REQUIREMENTS) REGULATIONS, 2015 AND CERTAIN SEBI
CIRCULARS DUE TO COVID-19 VIRUS PANDEMIC-CONTINUATION (Mar. 23, 2020).

20 SECURITIES AND EXCHANGE BOARD OF INDIA, CIR/DDHS/41/2020, RELAXATION
FROM COMPLIANCE WITH CERTAIN PROVISIONS OF THE SEBI (LISTING OBLIGATIONS
AND DISCLOSURE REQUIREMENTS) REGULATIONS, 2015 AND CERTAIN SEBI
CIRCULARS DUE TO COVID-19 VIRUS PANDEMIC-CONTINUATION (Mar. 19, 2020).

7
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similar lines, the United Kingdom’s Financial Conduct Authority
(“FCA”) clarified that it expects issuers to continue to comply with their
inside information disclosure obligations.”’ The FCA additionally clarified
that it expects all issuers to comply with regulatory deadlines for the
publication of periodic reports and to engage with advisers and regulators,
where necessary. ** Similarly, the Securities Exchange Commission
(“SEC”) in the United States and the London Stock Exchange (“LSE”)
in the United Kingdom provided informal guidance to companies
impacted by the global pandemic to reassess and update their previous
disclosure material to the extent such information became or would
become incorrect in the light of COVID-19’s adverse impact.”

Issuers should therefore try and formulate ways for the functioning of
internal processes in their respective companies without the need for in-
person disclosure committee meetings, and simultaneously discuss the
impact of COVID-19 and market disturbance on the company’s business
at regular intervals, and decide what material disclosures they would be
required to make under relevant regulations™ including any specific risk
factor wording on the issuer’s business status, particularly for issuers
involved in tourism, transportation, and travel. Furthermore, the nature
of risk factors to be included would depend on the legal requirements of
the relevant markets where the securities are sought to be offered and the

2L Market Watch 63, FINANCIAL CONDUCT AUTHORITY (FCA), May 2020,
https://www.fca.org.uk/publication/news

letters/market-watch-63.pdf.

2 EUROPEAN SECURITIES AND MARKETS AUTHORITY GUIDELINES,
ESMA/2016/1478EN, ON DELAY IN THE DISCLOSURE OF INSIDE INFORMATION,
(Oct. 2016).

23 U.S. SECURITIES AND EXCHANGE COMMISSION, DIVISION OF CORPORATION
FINANCE SECURITIES AND EXCHANGE COMMISSION, CORONAVIRUS (COVID-19) —
DISCLOSURE CONSIDERATIONS REGARDING OPERATIONS, LIQUIDITY, AND CAPITAL
RESOURCES, (Jun. 23, 2020), https://www.sec.gov/corpfin/covid-19-disclosure-
considerations; Temporary Measures On (COVID-19), LONDON STOCK EXCHANGE
(LSE) (Mar. 26, 2020), https://www.londonstockexchange.com/news-article/market-
news/n08-20-temporary-measures-covid-19/14479577?1ang=en.

24 Navigating The Impact Of COVID-19: How To Manage Corporate Governance
And Securities Issues, FRESHFIELDS BRUCKHAUS DERINGER,
https://www.freshfields.com/en-gb/our-thinking/campaigns/coronavirus-alert-
hub/how-to-manage-securities-issues/.
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necessary rules of the various stock exchanges on which debt securities
are aimed to be listed.”

Separately, due to social distancing and ongoing nationwide lockdown
on account of COVID-19, holding in-person annual general meetings as
part of an issuer company’s corporate governance obligation has become
impracticable. In response, the Indian Ministry of Corporate Affairs
(“MCA”) has therefore now allowed companies to conduct meetings
through video conferencing (“VC”) facilities or other audio-visual means
(“OAVM”). Furthermore, the MCA has permitted listed companies or
companies with 1,000 shareholders or more to hold extraordinary general
meetings (“EGMs”) through VC facilities or OAVM, along with allowing
the use of e-voting facilities or simplified voting facilities through

registered emails.*

Separately, bearing in mind the odds and unpleasant impact being
caused by COVID-19, issuers planning to go ahead with the issuance of
debt securities should consider offering such securities under a Medium
Term Note Programme (“MTN”) structure as opposed to a standalone
issuance method. An MTN issuance structure will allow issuers to have
the completed offer document as well as other programme
documentation ready with up-to-date information, thereby allowing
issuers to tap the market at a relatively short period of time when the
market window for making the issuance looks favourable. Also, new
issuers who have previously only issued equity shares to the public should
consider issuing debt securities in order to expand the company’s
financing model.

Also, as the process of offering debt securities involve drafting of
various documentation and continuing to deliver, among others, updated
financial statements and other related reports or certificates (including

BCoronavirus Issues Relating To Capital Markets In Asia-Pacific (APAC), CLIFFORD
CHANCE, Mar. 2020,
https://www.cliffordchance.com/content/dam/cliffordchance/briefings/2020/03/coro
navirus-issues-relating-to-capital-markets-in-apac.pdf.

26 MINISTRY OF CORPORATE AFFAIRS, GOVERNMENT OF INDIA, GENERAL CIRCULAR
NO. 14/2020 (Apr. 8, 2020).
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certificates relating to compliance with financial covenants) undertakings
and covenants to existing bond-holders, prudent issuers in the light of
COVID-19 may do well to negotiate with their existing bondholders for
exemption from providing such information and undertakings or seek an
extension of deadlines in providing such information.

Moreover, in order to allow bondholders to supervise the operational
efficiency of the issuer, issuers under existing investment-grade facility
agreements may contemplate incorporating covenants that mandate the
issuer to provide the bondholders ‘information with respect to the
financial health, business operations and management of any member of
the group’.”” Separately, delivering financial information for a longer time
period can be advantageous for new credit lines.*®

C. Due Diligence Considerations

Due diligence is a crucial process in the capital markets deal-making
process that assists underwriters to gauge potential business risks at the
preliminary stage of the transaction itself. In the light of COVID-19, the
due diligence process will typically involve the issuer providing its
response to a detailed set of questions and assessments regarding the
present and potential impact of the market slowdown on the issuer’s
business, about the overall functioning of the issuer company including
trade or production levels, supply chains both for production and sales
networks, material accessibility, regulatory and corporate compliance
obligations, and funding.”” The concerned person of the issuer company
may also be asked for updated projections and internal audits to evaluate
any potential qualifications. Furthermore, past delays in regulatory filings,
default on loan repayments and restoration of contracts or licenses are

27 Coronavirus: Investment Grade Lending: Immediate Financing Considerations for
Borrowers, Underwriters and Lenders, CLIFFORD CHANCE, March 2020,
https://www.cliffordchance.com/content/dam/cliffordchance/briefings
/2020/03/coronavirus-investment-grade-lending-immediate-fianancing-
considerations-for-borrowers-underwriters-and-lenders.pdf.
BId
I)  U.S. SECURITIES AND EXCHANGE COMMISSION, DIVISION OF
CORPORATION FINANCE SECURITIES AND EXCHANGE Commission,
CORONAVIRUS (COVID-19): DISCLOSURE GUIDANCE, (Mar. 25, 2020),
https://www.sec.gov/corpfin/coronavirus-covid-19.
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some of the highly qualified diligence discoveries, which can give an
accurate reflection of the risk profile of the issuer company in the offer
and marketing document.”

Separately, as social distancing stipulations have made it onerous for
underwriters to conduct site visits and in-person meetings with
management, it has become a near-impossible task for underwriters to
closely understand management practices and operational facilities of an
issuer company. Issuers are therefore advised to create virtual due
diligence data rooms as well as help underwriters examine the company
on-sites through video technology. While such a virtual method of
conducting due diligence and signing of documents may come with its
own set of disadvantages, imposing stricter inspection standards may be
a good way to negate some of the disadvantages usually associated with
such virtual diligence.

II. LIABILITY MANAGEMENT EXERCISES
Having examined above the impact of COVID-19, particularly on debt
capital markets transactions, including transaction documents, due
diligence and general disclosure of information of the issuer company, it
may be interesting now to do a quick study of the various liability
management exercises that seem to have gained prominence in the debt
capital markets sphere due to the COVID-19 pandemic.

The unprecedented impact of the epidemic on the global market has
resulted in many consent solicitation exercises for extension of the
maturity period of debt securities or in performance of liability
management transactions due to price reductions for outstanding bonds.
Furthermore, in cases of existing debt securities, where companies might
face challenges in paying principle or interest amount (as per the terms
and conditions of the bonds) along with other contractual obligations, it
is very likely that such situations may trigger the event of default or cross-

30 Melissa Butler et al., COVID-19 And Your Deal: Considerations For
Underwriters, WHITE & CASE (May 18, 2020),
https://debtexplorer.whitecase.com/leveraged-finance-commentary/COVID-19-and-
your-deal-considerations-for-underwriters.
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default provision in other debt securities or credit agreements of the
issuer.”! Therefore, the issuer will do good to seek an extension of grace
periods for remedying any default in payment of interest.

Separately, issuers may prefer to waive or amend the terms of the
existing debt securities under a consent solicitation process which will not
only waive past breaches of the companies by relaxing particular
covenants but will also allow issuers to make tender or exchange offers to
incentivize bondholder participation.

However, if the issuer’s financial standing has been compromised due
to the adverse impact of COVID-19, the issuer could consider conducting
a liability management exercise to help reorganize balance sheet liabilities,
including offering bond exchanges or making open market purchases or
tender offers.” For example, Indian bond issuers can purchase the bonds
at a discounted value through buybacks or tender offers or make a public
offer in the relevant capital market to repurchase in whole or in part the
outstanding debt, in compliance with the SEBI (Buy-back of Securities)
Regulations, 2018. Needless to emphasize, the withdrawal of repurchased
bonds by the issuers will reduce the interest amount payable by such

issuers.

III1. CONCLUSION
As highlighted eatlier, a variety of different financing avenues to raise
capital is vital during the economic uncertainty posed by COVID-19. As
such, ‘social bonds’ can be a new alternative for investors. Similar to green
bonds, social bonds grant fixed returns to investors, and proceeds of such
issuances are utilized for social causes. Such innovative steps will help
developing countries to build resilience against potential distress caused

31 Muhsin Keskin & Umur Giiglii, COVID-19: Key Considerations For Capital
Markets Players, MONDAQ (Apr. 25, 2020),
https://www.mondaq.com/turkey/litigation-contracts-and-force-
majeure/923038/COVID-19-key-considerations-for-capital-markets-players.

32 Jamie Benson et al., COVID-19: Bond Buybacks and Liability Management in
Asia, DUANE MORRIS (Apr. 7, 2020),
http://blogs.duanemorris.com/duanemorrisandselvam/wp-
content/uploads/sites/51/2020/04/DMS-COVID-19 Bond-Buybacks-and-Liability-
Management-in-Asia_7-April-2020.pdf.
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by the adverse impact of COVID-19 and keep essential business
operations afloat. In fact, the Bank of China (“BoC”) in March 2020
raised USD600 million by issuing COVID-19 social bonds and became
the second issuer of such bonds after Ecuador. The key prerequisite of
the bonds issued by BoC was that at least 10% of the proceeds be
earmarked  for  undertaking = measures to  counter  the
pandemic.” Furthermore, in April 2020, the World Bank’s International
Finance Corporation floated social bonds worth USD1 billion to enhance
medical supplies production in Emerging Market and Developing
Economies.” Likewise, the African Development Bank, in March 2020,
sold its ‘Fight COVID-19 Social Bond’in the international capital
markets for USD 3 billion to develop infrastructure to counter the ill
effects of COVID-19.” Along similar lines, the Indian government might
issue special tax-free ‘Coronavirus Bonds’, bearing a 4% interest rate with
a six-year lock-in period, to infuse liquidity in Indian market operations.™

Simultaneously government agencies around the world continue to
provide various relaxations and design bailout packages to mitigate the
adverse impact of COVID-19 on their country’s economy. Among other
emergency programs, the United States Federal Reserve has assured to
buy unlimited housing and treasury bonds together with investment-grade

33 Jaclyn Yeap, Bank of China Macau Branch First Chinese Issuer to Issue Social
Bonds In The Offshore Market, ALLEN & OVERY (Mar. 9, 2020),
https://www.allenovery.com/en-gb/global/news-and-insights/news/bank-of-china-
macau-branch-first-chinese-issuer-to-issue-social-bonds-in-the-offshore-market.

34 WORLD BANK PRESS RELEASE, WORLD BANK RAISES RECORD-BREAKING USD8
BILLION FROM GLOBAL INVESTORS TO SUPPORT ITS MEMBER COUNTRIES (Apr. 15,
2020).

35 AFRICAN DEVELOPMENT BANK PRESS RELEASE, AFRICAN DEVELOPMENT BANK
LAUNCHES RECORD BREAKING USD3 BILLION “FIGHT COVID-19” SociAL Bond
(Mar. 27, 2020).

36 Time For Corona Bonds: This Will Allow The Deficit-Breach To Be A One-
time Event, FINANCIAL EXPRESS (Mar. 31, 2020),
https://www .financialexpress.com/opinion/time-for-corona-bonds-this-will-allow-
the-deficit-breach-to-be-a-one-time-event/1914079/.
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corporate bonds and mortgage-backed securities to contain the economic
fallout caused by the pandemic.”

Similarly, in March 2020, the European Central Bank scrapped most
of the bond-buying limits in its USD819 billion pandemic emergency
program;”® the Bank of England introduced the COVID-19 Cotporate
Finance Facility to purchase commercial papers with the objective to help
larger firms maintain liquidity and bridge cash flow disruptions,” and the
Indian Finance Ministry and Reserve Bank of India provided an extension
on moratorium periods of term loans offered by commercial banks and
financial institutions and deferred interest payment for working capital
facilities for borrowers."

To conclude, companies looking to raise capital during the pandemic
should: consider modifying and adding certain contractual obligations to
counter the strong force majenre and MAC provision protection that
underwriters have the option to avail of; become conversant with new
disclosure requirements in the new environment of travel restrictions and
explore alternate means of conducting diligence and book building
exercise; and entities already listed on stock exchanges should continue
making ongoing disclosures of all information that may have a bearing on
the investment decision, of investors. Issuers would also do well, among
others, to: identify their authorized signatories in advance and plan on
remote execution of documents; check if there are any internal constraints
on digital signing at the company; ensure all approvals permitting digital
signing are sought; discuss with external legal counsels at the outset of the
transaction any COVID-19 related issues, among others, on disclosure,
signing constraints and the need for original copies; discuss the deal

37 FEDERAL RESERVE PRESS RELEASE, FEDERAL RESERVE ANNOUNCES EXTENSIVE
NEW MEASURES ToO SUPPORT THE EcONOMY (Mar. 23, 2020).

3% EUROPEAN CENTRAL BANK PRESS RELEASE, ECB ANNOUNCES €750 BILLION
PANDEMIC EMERGENCY PURCHASE PROGRAMME (Mar. 18, 2020).

3 Covid Corporate Financing Facility (CCFF): Information For Those Seeking To
Participate In The Scheme, BANK OF ENGLAND (Mar. 17, 2020),
https://www.bankofengland.co.uk/markets/covid-corporate-financing-facility.

40 RESERVE BANK OF INDIA PRESS RELEASE, STATEMENT ON DEVELOPMENTAL AND
REGULATORY POLICIES, STATEMENT ON DEVELOPENTAL AND REGULATORY
POLICIES (May 22, 2020).

14



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

timeline for the proposed capital raising; and discuss with auditors any
limitations thrown by COVID-19 on the auditors work-scope, including
comfort letters."!

4l Emma Millington, The Impact of Coronavirus (COVID-19) On The Debt Capital
Markets, LEXISNEXIS (Mar. 27, 2019), https://www.lexisnexis.co.uk/blog/banking-
and-finance/the-impact-of-coronavirus-(COVID-19)-on-the-debt-capital-markets.
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USING THE IBC AS A DEBT RECOVERY TOOL:
OBLITERATING THE SPIRIT OF THE LAW

Dakshita Chopra”

The Insolvency and Bankruptcy Code, 2016, was enacted as one
of the most important pieces of economic legislations dealing
with reorganisation and insolvency resolution in a time bound
manner for maximisation of assets. However, the IBC has fallen
prey to individual debtors using it as a tool to recover debt owed
under a contract. In doing so, they are substituting the Code for
other legally appointed debt enforcement mechanisms such as
forums under the SARFAESI Act, 2002, and RDDBFI Act, 1993,
as well as money suits. While the IBC appears to discourage
such actions in its spirit and overarching purpose, there is no
express bar on the same in the text. Calculating creditors are
taking advantage of such an omission by using insolvency
proceedings to coerce a debtor to pay. Employing insolvency as
an alternative for debt collection mechanisms brings illegitimate
applications before the NCLT and NCLAT at a time when lack
of judicial infrastructure and delayed judgments are plaguing
the IBC framework. While courts and tribunals have recognised
and discouraged this kind of initiation of insolvency
proceedings, the absence of an explicit disbarment on the same
is a glaring lacuna in the law. This article explores the problem
of using the IBC as an alternative for a debt recovery forum and
argues that amending an existing provision in the IBC, i.e.,
Section 65, can resolve the setback that the law is facing. Section
65 penalises malicious initiation of proceedings that are not for
resolution or liquidation. By unambiguously including debt
recovery actions within the ambit of malicious initiation of
proceedings, the IBC will be made to operate only in its relevant
domain, i.e., insolvency resolution in a time bound manner for
maximisation of assets.

I. INTRODUCTION

* The author is a graduate of West Bengal National University of Juridical Sciences,
Kolkata.
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In 2014, a World Bank report estimated that it takes four years to
resolve insolvency in India as opposed to one year in the United Kingdom
(“UK”)and ten months in Singapore.' Researchers have further compared
the status of cases pending under India’s Sick Industrial Companies Act,
1985, to the corporate insolvency cases filed in the UK, finding that there
has been a considerably higher turnover in the cases which have cleared
the insolvency resolution process in the UK.” The rationale for the same
may be traced to the absence of a robust framework that would come to
the rescue of the creditors in the circumstances of a default. Even though
laws like the Recovery of Debts Due to Banks and Financial Institutions
Act, 1993 (“RDDBFI”) and the Securitisation and Reconstruction of
Financial Assets and Enforcement of Security Interest Act, 2002
(“SARFAESI”) existed, the persisting conditions made the creditors
averse to lending.’ To make matters worse, under this earlier framework,
when the lender finally reached the stage of recuperation, they were able
to regain merely 20% of the debt value, on average.® It was in this
backdrop that the Insolvency and Bankruptcy Code (“IBC” or “Code”)
was enacted in 2016 to resolve insolvency and bankruptcy more
efficiently. The Code was introduced with a three-fold objective—
ensuring a lower time period for resolution, securing lower losses in
recovery leading to increased debt financing through diverse debt
instruments to infuse capital and promotion of entreprencurship in India.’

The Preamble of the IBC is carefully worded to describe the core
purpose of the law to be ‘reorganisation’ and insolvency ‘resolution’,
omitting the word ‘recovery’.’ Thus, the Parliament made a conscious
effort to ensure that the fine line of difference between ‘resolution’ and
‘recovery' is not blurred. While the former term entails assessing the
viability of the business collectively and restructuring it if the situation

permits, the latter is concerned with enforcing a specific contract and is

! Bankruptcy Law Reforms Committee, The Report of the Bankruptcy Law Reforms
Committee Volume 1: Rationale and Design, at Ch3.3.1 (2015).

2ld.

Id. at Ch 2.

‘1d

51d. at Ch3.4.1.

¢ Insolvency and Bankruptcy Code (Act No. 31/2016) (India), Preamble.
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an individual action. The fact that judgments under the IBC have tried to
prohibit recovery’ is in consonance with the purpose of the Code, which
was born because pre-existing laws like the SARFAESI and the RDDBFI
gave rights only to banks. Scattered masses of individuals and financial
entities that purchased corporate bonds were left without a remedy as they
were not covered under any vigorous framework.” As a result, the IBC
aimed to ease collective action rather than focus on individual debt

enforcement.

Unfortunately, a ‘one size fits all’ approach is being taken by creditors
who are applying to initiate a Corporate Insolvency Resolution Process
(“CIRP”)) simply to recover individual debt due to them under a
contract, thereby misusing the provisions of the Code. There are many
reasons why creditors would prefer to use the IBC against defaulters.
Firstly, a CIRP is cheaper to initiate.” The fee for an operational creditor
is a mere two thousand rupees whereas filing an ordinary suit for recovery
would depend on the value of debt. Secondly, the time period for
resolution is statutorily prescribed under the IBC, unlike an ordinary suit
where a judgment could take years and the debtor through utilisation of
the appeals mechanism can further delay the execution of the same."
Finally, the threat of tainting the debtor’s reputation and business
prospects with a CIRP may operate as a coercive tactic to compel the
debtor to repay the creditor."

This note proposes to examine this problem, taking into account the
absence of bar on individual recovery in the Code, even though tribunals
and courts have tried to disbar applications that seek debt enforcement.
It also aims to propose solutions for making the law operate only in its
designated realm, i.e., for the purposes of assessing the viability of entities

7 Transmission Corp. of AP Ltd. v. Equipment Conductors and Cables Ltd., SCC
OnLine SC 2113 (2018); K. Kishan v. Vijay Nirman Co. Pvt. Ltd., SCC OnLine SC
1665 (2017).

8 Supra note 3.

® Sumant Batra, Insolvency Law Not a Debt Recovery Tool, FINANCIAL EXPRESS
(June. 19, 2017), https://www.financialexpress.com/opinion/insolvency-law-not-a-
debt-recovery-tool/725216/.

1074,

.
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and aiding their resolution. By bridging this apparent gap in the provisions
of the Code, it is posited that the IBC can be utilised in an optimal

manner.

II. ENDEAVOUR BY COURTS AND TRIBUNALS TO UPHOLD THE
ETHOS OF THE IBC

Even though there is no express bar in the IBC on using the CIRP just
to recover debt owed under a contract, the National Company Law
Tribunal (“NCLT”) National Company Law Appellate Tribunal
(“NCLAT”)and the courts have made a conscious effort to uphold the
fundamental intent of the IBC, i.e., maximising the value of entities in the
process of resolution. The Supreme Court has been at the forefront of
disallowing applications that seek to misuse the provisions of the Code in
a manner that gives them an easy way out of using the correct forums of
debt recovery. Evidently, the appropriate forums in this regard are
mechanisms under SARFAESI and RDDBFI as well as money suits.

Section 9(5)(i1)(d) of the IBC, which prohibits CIRP applications in
cases of a pre-existing dispute between the operational creditor and the
corporate debtor, has often emerged to be a helpful tool to weed out
actions by operational creditors that are purely for debt recovery.'” This
is due to the fact that a history of pre-existing dispute and pending
adjudication is an indicator that the IBC is being used as a means for faster
recovery. Whilst being entangled in a web of litigation, this may serve to
provide a degree of validation to the creditor’s claim.

Such an approach was taken in Transmission Corporation of AP Ltd. v.
Equipment Conductors and Cables 1.1d., where the petitioner and respondent
had a contract relating to the supply of goods and services.”” A dispute
arose between them during the performance of the contract, which was
referred to arbitration. The Arbitral Tribunal rejected the claims that
pertained to certain invoices as the same had become time barred. The
respondent was not successful in its challenge to the award. Thereafter,

12 Insolvency and Bankruptcy Code (Act No. 31/2016) (India), §9(5)(ii)(d).
13 Transmission Corp. of AP Ltd. v. Equipment Conductors and Cables Ltd., SCC
OnLine SC 2113, 4 (2018).
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an attempt was made to recover the amount through an execution petition
filed in the Civil Court, Hyderabad. Being unable to get an order in their
favour even at that forum, a notice was issued by the respondent under
Section 8 of the IBC as an operational creditor, arraigning the petitioner
as the corporate debtor.

Despite the petitioner specifically refuting this claim in their reply, a
Section 9 application was filed before the NCLT, Hyderabad which was
dismissed on the grounds that the ensuing litigation between the parties
qualified as a pre-existing dispute which bars the NCLT from admitting
an application under Section 9. The same was upheld on appeal to the
NCLAT. The Supreme Court agreed with the view of the NCLT and the
NCLAT. In the context of debt recovery by the appellants, first through
the arbitral council, then the civil court and finally, the NCLT, the Apex
Court made two observations. First, pending litigation is an evidence of
pre-existing dispute and second, when recovery through other means has
been unsuccessful, the IBC cannot be used as an alternative for a debt
recovery forum."*

In this regard, the Court cited the judgment of Mobilox Innovations
Private Ltd. v. Kirusa Software Pvt. Lt#d., which has been instrumental in
elucidating the background of the IBC, thereby clarifying the intent with
which it was enacted.”” With reference to applications filed under Section
9 by operational creditors for the commencement of CIRP, the Supreme
Court examined the UNCITRAL Legislative Guide on Insolvency, (“UN
Legislative Guide on Insolvency”) in which the IBC finds its roots.'

The Guide has referred to various instances in which an application to
commence proceedings can be denied, out of which, two important
circumstances relevant for the purposes of this note find a prominent
mention. First, when the creditor is using insolvency as an inappropriate
substitute for debt recovery procedures and second, when by initiating
proceedings merely for recovering an amount due, a viable business is put

4 1d., at 15.
15 Mobilox Innovations Private Ltd. v. Kirusa Software Pvt. Ltd., SCC 353 (2018).
16 1d, at 8.
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on the path of being pushed out of the marketplace. As per the Guide,
these situations, among others, qualify as “Gwproper use of the insolvency
proceedings”"” Since the IBC, as it stands today, has been modeled after the
UN Legislative Guide on Insolvency, it may be safe to assume that Section
9 would only encourage ‘proper use’ of the proceedings to uphold the
overarching sentiment of the Guide.

Applying the ratio of Mobilox, the Supreme Court in K. Kishan v. Vijay
Nirman Co. Put. 1.1d., also reached a similar conclusion.'® In this case, an
arbitral award of two lakh rupees was challenged while a Section 9
application for CIRP was filed in the same petiod.” According to the
Court, the challenge fell within the ambit of a pre-existing dispute as
envisaged by the Code.” In addition to the disqualification of pre-existing
dispute, it was also observed by the Court that the Code could not be used
prematurely or as a substitute for debt enforcement procedures.”' The
recovery of an amount as small as two lakh rupees, it was said, could not
be a good enough reason to threaten a company that was otherwise
solvent and valued at several crores.”

Reiterating the aim of the Code, it was held that its provisions cannot
be used to extract the sum of money owed, more so when it may not even
be finally payable as adjudication proceedings in that regard were still
pending.” In doing so, it was once again categorically clarified that the
insolvency process cannot be used to bypass debt adjudicatory and
enforcement procedures that have been outlined in other relevant
statutes.”*

This brings to light another important concern with using the IBC
purely for the purposes of debt recovery, particularly when the amounts

1714, at 10.

18 K. Kishan v. Vijay Nirman Co. Pvt. Ltd, SCC OnLine SC 1665 (2017).
Y 1d., at 2.

27d., até6.

2'd., at 8.

21d., at13.

B1d.

Xd., at17.
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due are small. The worry being that if the company is a solvent entity and
is worth much more than the owed amount, the entire manpower and
time that is invested if CIRP is allowed becomes futile as the company is
evidently a viable and going concern. In such cases, the question of
reorganisation or resolution of the company does not arise.

Apart from the Supreme Court, the NCLAT has also played a
proactive role in recognising and disbarring improper applications that do
not resonate with the ethos of the Code. In Binani Industries v. Bank of
Baroda, the issues before the NCLAT surrounded the Resolution Plan of
Rajputana Properties Limited and whether this plan was in contravention
to the provisions of the IBC.” In order to decide this issue, the Tribunal
pondered over the exact nature of a Resolution Plan and what it seeks to
achieve.

It noted that an ideal resolution plan read with the objectives of the
Code should resolve insolvency, maximise the value of the corporate
debtor’s assets and promote entrepreneurship, but it should not be in the
form of a recovery.”® The NCLAT differentiated between recovery and
resolution, in as much as recovery is an individual effort by the creditor
to recover its debt in a process that places the debtor and creditor on
opposite sides. This is to be viewed as opposed to the collective
deliberation of the creditors and debtors together in the Committee of
Creditors during resolution. Even otherwise, recovery strips the corporate
debtor of its assets while a resolution is an effort to keep it afloat.”’

II1. IS USING THE IBC PROCEDURE FOR DEBT RECOVERY
‘MALICIOUS’?

Even though it is now understood that the spirit of the Code is to
discourage recovery, it does not contain any explicit provisions to that
extent. This may lead to inconsistencies in the application of the law.
Additionally, those who are not well versed with the scheme of the Code
and its overarching sentiment may continue to file inappropriate

%5 Binani Industries v. Bank of Baroda, (2018) CA (AT) (Insolvency) No. 82, 15.
26 1d., at 17.
21 1d.
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applications or take advantage of the fact that there is no provision in
black and white that disbars recovery. In any case, codifying such a
disqualification in express terms may provide more legitimacy to courts’
denial to commence CIRP proceedings on this ground.

The provision that comes closest to discouraging usage of the Code as
a debt recovery mechanism, albeit in implied terms, is Section 65(1) of the
IBC. Section 65 prescribes a penalty for those who initiate the CIRP or
liquidation fraudulently or with a malicious intent.”® This Section goes on
further to describe what might qualify as fraudulent or malicious, i.e.,
when an application for CIRP or liquidation proceedings is filed for any
purpose apart from resolution of insolvency or liguidation.”” This implies that an
application filed for the purpose of ‘recovery’ will be covered within the
scope of malicious initiation of proceedings. Apart from this construction
of the Section, the ruling in a 1957 Madras High Court case that elaborates
on the meaning of the word ‘malice’ also leads us to the same conclusion.
The Court in S.T. Sahib v. Hassan Ghani Sahib,” held malice to mean the
existence of some “Gmproper” and “wrongful motive” to use the legal process
in a manner other than its “Yegally appointed and appropriate purpose”. Further,
the High Court stated that usage of wrongful motive in this context need
not be rooted in animosity or wala fide; it could simply be an attempt to
attain a collateral advantage.”*

The case laws on Section 65(1) in the short history of the Code have
not yet dealt with a situation where recovery of debt has been claimed to
fall under the ambit of Section 65, though it may not be a stretch to treat
this provision as an appropriate means to disbar such applications.

The NCLAT judgment in Asset Advisory Services v. 1SS Projects, may be
a good example to show how Section 65 has been applied in the past.”
The Tribunal reiterated that anyone who is initiating the CIRP for any
other purpose apart from resolving insolvency is actually misusing the

28 Insolvency and Bankruptcy Code (Act No. 31/2016) (India), §65(2).

2 Insolvency and Bankruptcy Code (Act No. 31/2016) (India), §65(1).
30'S.T. Sahib v. Hassan Ghani Sahib, AIR 646, 656 (Mad.: 1957).

3.

32 Asset Advisory Services v. VSS Projects, CP (IB) No. 96/7/HDB (2017).
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provisions of the IBC. In the present case, the financial creditor had lent
a short-term loan of rupees two crore to the corporate debtor and three
flats belonging to the latter had been mortgaged for the same.” When the
corporate debtor attempted to sell these flats, the financial creditor
managed to obtain a status quo order that prevented the sale of any flat. It
also refused to accept registration of the flat in its favour. Instead, an
application for initiation of CIRP was filed with the competent authority.
The underlying motive for engaging in these tactics was to somehow get
an insolvency professional appointed so that there would be a compulsion
for distress sale of all the other flats of the corporate debtor that would
amount to a whopping rupees ten crores to satisfy a meager debt of rupees
two and a half crores.”

As is the case generally with applications filed for mere recovery of
debt, in this case too, the NCLT found that it would be premature to take
the corporate debtor to be insolvent or bankrupt and initiate CIRP against
it.” Evidently, it would be even more absurd to depict the corporate
debtor in such a light considering that the net worth of the debtor was

% Tn view

much in excess of the amount payable to the financial creditor.
of the fact that there was no insolvency in the case, the Tribunal found it
untenable to start the process of insolvency resolution.” Thus, it held that
the application of the financial creditor was filed for a purpose other than
for resolution of insolvency as stated in Section 65 of the Code and that

the proceedings were malicious.*®

Applying the reasoning of the Courts in S.T. Sabib and Asset Advisory
Services, to determine whether the parameters of ‘malicious’ as ascribed in
these cases can be applied to bring debt recovery applications within the
scope of Section 65(1), the conclusion is in the affirmative. It clearly
follows that not only do such applications not involve resolution of
insolvency, they also, in a broader sense, aim at using the law for a purpose

$Id., at2.
31d., at3.
31d., at 16.
36 Id.

371d.

3 Id.
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that is not legally appointed or appropriate. The latter deduction is
supported by the UN Legislative Guide on Insolvency as cited in Mobilox,
which says that filing an application just to recover a sum of money would
amount to improper use of the insolvency proceedings.

In light of the discussion above, it is submitted that it would be in the
best interest of the Code to amend the Section 65 in a manner that clearly
outlines malicious intent to entail debt recovery actions. This would help
in honouring the real intent and objective of the law and fortify the stand
of the IBC in this regard. It could potentially also act as a deterrent for
applications that are ill-considered and have a wrongful motive, as the
provision prescribes a penalty of one lakh, extending up to one crore, for
initiation of proceedings with a malicious intent.

IV. CONCLUSION

When the IBC was enacted in 2016, it was set to be not only a well-
intentioned but also the most ambitious piece of economic legislation in
the country. In the last three years, since its coming into force, the reviews
and records of its operation have been lukewarm at best. The lion’s share
of the problems pertains to delay in disposing off cases, first at the stage
of admission of application and then at the stage of assessing viability,
with the 270 day time limit for resolution of insolvency being exceeded in
many cases.”’ As per the statistic released by the Insolvency and
Bankruptcy Board of India, out of the 1484 cases that were admitted for
the CIRP, only 586 were over as on December 2018, indicating that at
least 898 cases are still ongoing.*

In such a situation where the IBC lacks appropriate judicial
infrastructure, vexatious and frivolous applications in the form of debt
recovery actions will slow down the development further. In examining
such applications even at the juncture of admission, attention that is due

39 Joel Rebello, With the IBC About to be 3, a Look At the Hits and Misses and the
Road Ahead, EcoNowmic TIMES (April. 24, 2019),
https://economictimes.indiatimes.com/industry/banking/finance/banking/changes-
challenges-and-interpretation-of-bankruptcy-
slaw/articleshow/69017429.cms?from=mdr.

40 1d.
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to genuine parties who are attempting to resolve insolvency and keep the
debtor as a going concern may get compromised.

Section 65(1) of the IBC has already taken a step in this direction by
penalising malicious initiation of proceedings. All that needs to be done
now is to expand the contours of ‘malicious’ and include debt recovery
applications within its ambit. If not done, applications of such a nature
will aid in catalysing the process of IBC, meeting the same fate as DRT
and SARFAESI, with stakeholders losing their faith in its functioning. On
the other side of the coin, if the issue is not promptly addressed,
adjudicatory mechanism under these two Acts may end up being rendered
infructuous. To ensure legitimacy of the applications that are filed for the
NCLT’s consideration, an amendment in the law should necessarily be
introduced so that the gap within the IBC ecosystem, as highlighted in the
course of this note, does not continue to be exploited in the absence of
any explicit provision.
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REORGANIZATION UNDER THE IBC: ALTERING THE
ROLE OF RESOLUTION PROFESSIONALS IN THE
CHANGING TIMES

K. Siddharth Reddy* and B.V.N. Sai Charan™

Reorganization as a practice in bankruptcy has been provided
for in the bare text of the Insolvency and Bankruptcy Code, 2016
(“the Code”), but the execution of the said practice is found to
be nearly non-existent in India and when executed, it is due to
the lack of alternative solutions. This paper aims to establish the
importance of recognising reorganization as a relevant practice
that needs to be reflected in the text of the Code. Evidence to
prove that reorganization is a relevant and successful practice
has been provided for in the paper by drawing analogies with
the United States of America’s (“USA”) bankruptcy practice.
The paper is also aimed at defining the role of the Resolution
Professionals, who are statutory officers created by the Code
with the aim of facilitating insolvency proceedings, and how the
proposed definition will result in expeditious resolution of the
same. A special focus is placed on reorganization proceedings
and how the practice in India should not revolve around
liquidation but should accept reorganization as a viable solution
to insolvency and not merely as a last resort.

I. INTRODUCTION

The shifting paradigm of the global economy from a bank-oriented to
a market-oriented approach marks the necessity of change in the Indian
market as well. This change should ideally be kick-started by the
government by providing protection to corporations against
contingencies that lead to winding up, including bankruptcy. In India, the
rules related to bankruptcy are embedded in the Code. The objective of
the Code, as given in its preamble, is to consolidate and amend the laws
relating to reorganization and insolvency resolution of corporate persons,

* The author is a student at National University of Advanced Legal Studies, Kochi.
* The author is a student at National University of Advanced Legal Studies, Kochi.
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individuals, etc., with an emphasis on expeditious resolution and

bl

maximization of assets.!

The Bankruptcy Legislative Reform Committee, which was
constituted in 2014 under the leadership of T.K. Vishwanathan drafted
this legislation.” The aim was to bring about the above-mentioned
changes with respect to the “Corporate Insolvency Resolution Process”
(“CIRP”) while giving a comprehensive role to “Insolvency
Professionals” (“IP”) during the process.

This paper aims to critically analyse the role given to the IP and provide
solutions as to how changes should be brought about in this role to
achieve a more holistic understanding and realisation of the true objective
of the Code, i.e. reorganization of corporate persons, partnership firms
and individuals to maximise the value of assets and additionally create

value.

Chapter II of the Code deals with CIRP. The chapter provides that in
instances where any corporate debtor commits a default, a financial
creditor, an operational creditor, or the corporate debtor itself may initiate
CIRP in respect of such debtor. To initiate this process, the above-
mentioned class of people can file an application to the adjudicating
authority with details of the default i.e. misfeasance with respect to
financial debt.’

The adjudicating authority, which is the National Company Law
Tribunal, (“NCLT”)* for any dispute under this Code, shall examine the
default exists on the debtot’s behalf.” Upon such admission by the NCLT,
the insolvency process commences.

! Insolvency and Bankruptcy Code, 2016, Preamble.

2 Ashish Pandey, The Indian Insolvency and Bankruptcy Bill: Sixty years in the
Making, 8 IMJ 26, 26-27 (2016).

3 Insolvency and Bankruptcy Code, 2016, §7-10..

4 Insolvency and Bankruptcy Code, 2016, §5(1)..

5 Insolvency and Bankruptcy Code, 2016, §7(4). \
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Once the application has been admitted, the NCLT, by way of an
order, will declare a ‘Moratorium™ which, apart from prohibiting business
transactions such as payment for goods, etc., bars all legal proceedings
with respect to recovery of financial debts."Moratorium on proceedings
against the debtor’s assets is one of the few protections in favour of the
debtor found within the Code. However, the same is a standard practice
across jurisdictions, including the debtor-centric USA.® Hence, the
adequacy of a moratorium alone, as a protection, needs to be
reconsidered. A few additional changes need to be made in order to
protect these corporations which, in turn, will help the economy.

The Code, in accordance with its object of expeditious resolution of
disputes, has given a statutory limit of 180 days from the date of admission
of the application to initiate such a process. It has also given some leeway
in the time limit with an extension of up to 90 days, permissible with the
majority approval of the Committee of Creditors (“CoC”) along with the
approval of the NCLT.’

To achieve the objective of expeditious insolvency proceedings, the
Code has given sanctions to statutory officers. IPs are recommended by
the applicant while filing an application before the NCLT to initiate CIRP.
The NCLT, upon admitting such application, kick starts the process and
appoints the interim IP recommended by the applicant. Such
appointment shall be done within 14 days from the date of
commencement. In instances where no recommendation for an IP is
made in the application, the NCLT along with the Insolvency and
Bankruptcy Board of India (“IBBI”) appoints an IP."

The duties of an IP are quite expansive with regard to the role and
responsibility cast upon them.'  Before the appointment of the
permanent Resolution Professional (“RP”) by the CoC, an intermediary

¢ Insolvency and Bankruptcy Code, 2016, §13.

7 Insolvency and Bankruptcy Code, 2016, §14..

816 U.S.C. §.5154(2016) (Moratorium).

9 Insolvency and Bankruptcy Code, 2016, §12..
9Insolvency and Bankruptcy Code, 2016, §16. .

! Insolvency and Bankruptcy Code, 2016, §§17-18..
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is appointed who is also assigned duties. The duties of an interim IP
encompass the duties of the permanent RP."> Such duties include, but are
not limited to:

e Public announcement of CIRP proceedings being initiated.

e Management of affairs of corporate debtor as the debtor’s powers
are suspended by the Code."

e The officers, managers and the executive body of the
corporations, which include directors of the corporate debtor,
shall report to the interim resolution professional.

e The professionals have access to the records, documents and
accounts of the debtor.

e [P has custody over the assets of the debtor.

e The IP also has to make endeavours to protect and preserve the value
of the property of the debtor and manage the company as a going
concern.'* As a part of those functions, the IP can enter into
contracts, hire accountants, amend contracts, raise finances and
take over the day-to-day management of a company.

e The interim IP shall bring the creditors together constituting the
CoC in accordance with S.21 of the Code and this ends the duties
of the interim IP as the CoC, in their first meeting, appoints the
RP.

e RP appointed by CoC shall conduct the CIRP and take over the
management of the corporate debtor from the interim IP.

e Maintaining transparency during the process by filing the
necessary information with the information authority.

e 5.29 mandates the RP to prepare an information memorandum in
a manner prescribed by the IBBI (Insolvency Resolution Process
for Corporate Persons) Regulations, 2016 (“Regulations, 2016”).

e A preliminary memorandum is to be prepared by the interim RP
as per the 2016 Regulations to provide the CoC with sufficient

12 Dhananjay Kumar & Gautam Sundaresh, Insolvency Professionals under India’s
new Insolvency Regime, 8 EMERGING MARKETS RESTRUCTURING JOURNAL (2019).
13 Insolvency and Bankruptcy Code, 2016, §17(b).

14 Insolvency and Bankruptcy Code, 2016, §20.
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information subsequent to their first meeting. This information
memorandum is to contain details as given in Regulation 36(2) of
Regulations, 2016 which lays down the groundwork for a
resolution plan.

To facilitate a resolution plan.

A resolution plan is the plan of action drawn up by the RP and this

plan of action needs to meet the minimum requirements laid down in §.30
of the Code read with Regulation 38(2) of the Regulations, 2016. These
requirements enlist that the plan provides for:

Payment of insolvency resolution process costs as a priority over
tulfilment of debts.

Repayment of operational creditors’ debt, which is not to be less
than the liquidation value and is to be done within 30 days from
the approval of the resolution plan.

A preference is to be given to dissenting financial creditors.
Management and control of the affairs of the corporate debtor
after receiving approval.

Implementation and supervision of the plan.

No contravention with existing laws.

An overlook of all the duties of the interim IP and RP highlight how
the Code directs them towards maintaining the value of assets and for

speedy disposal of such assets which, much like the Code, is creditor

driven.

The duties and roles of these professionals give them the power to take

over the functioning of the company. The professionals, after taking over

the company, are directed by the Code to protect and preserve the value of the
property of the corporate debtor. The Code has not provided for the IP to act
in a way to aggrandize the value of the property of the debtor, neither have there

been any efforts made by the legislators of the Code to direct the IP to

help in reorganization whenever possible, rather than liquidation. This is

not in accordance with the concept of going concern.
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Going concern has no set definition, but the most accepted definition is,
“in the absence of evidence to the contrary, the entity is viewed as
temaining in operation indefinitely”."”” This definition works well with
how bankruptcy proceedings are dealt with in the US and the freedom
given to corporate debtors, all of which will be elucidated further in this
paper. However, this definition cannot be adopted in India as the law does
not give the freedom to debtors to operate their corporation, but rather
focuses on the satisfaction of the creditors.

No system is perfect and one cannot be used in place of the other.
However, India needs to develop its law with the aim of helping
corporations that face bankruptcy as a hard reality in light of the failing
economy.'® The Code, in its wordings, should reflect the legislature’s
effort to view “as an entity operating indefinitely” when the authorities
(NCLT in the Indian Context) have recognized that the entity can operate

after being treated as a gozng concern under the Code.

II. USA SCENARIO

The USA has been referred to as the ‘land of opportunity’ by many
renowned scholars such as Christopher Hitchens and Bruce Campbell to
name a few and, reflective of such an ideal and community, the laws have
been engrained with the concept of giving opportunities to succeed. A
legal system that is considerably different from the Indian system is being
recommended here. This will help to adopt a proven and successful model
whereby focus has been given to reorganization of companies rather than
liquidation of their assets which is essential to ensure that small
businesses, as well as huge companies, do not just go into oblivion in the
present situation. Such support shown to keeping business alive will have
a positive impact on attracting more opportunities to India. A practice

15 James M. Fremgen, The Going Concern Assumption: A critical appraisal, 43
ACCOUNTING REV. 649, 649-650 (1968).

16 Reuters, India faces revenue fall as Coronavirus bites econony, THE ECONOMIC
TIMES (Mar. 16, 2020, 4:20 P.M.),
https://economictimes.indiatimes.com/news/economy/finance/india-faces-revenue-
fall-as-coronavirus-bites-economy-sources/articleshow/74593407.cms.

32



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

such as insolvency can be translated in India considering the need for
businesses to stay alive in India.

Title 11 of the United States Code is also referred to as the US
Bankruptcy Code. This code was initially legislated and passed in 1800,
but as time passed, amendments had to be made and the code was
changed in accordance with the necessities of the society. The most recent
amendment to the code came in the form of the Bankruptcy Abuse
Prevention and Consumer Protection Act, 2005 with the aim to protect
credit card companies from losing out on money as more and more
individuals filed for bankruptcy to evade their dues.

Before analysing the debtor driven provisions, it is necessary to take
into account how a debtor centric code incorporated the abovementioned
amendment to protect credit card companies, while the Indian code,
which is creditor driven, has not provided an inch of protection to
debtors- a change that is necessary.

Chapter 11 of the US Bankruptcy Code deals with a form of
bankruptcy proceeding that involves reorganization of corporate debtor’s
business affairs, debts and assets to ensure that the corporations continue
operations. The chapter envisages doing that by allowing debtors to
compromise with creditors to come up with a resolution plan. This
chapter is generally utilised by corporations only when they are positive
that reorganization will be successful due to the exorbitant fees to be paid
for a Chapter 11 proceeding.

A Chapter 11 proceeding begins with the filing of an application. To
file an application under this chapter, the applicant, during the preceding
180 days, should not have a prior bankruptcy petition dismissed due to
the debtor’s willful failure to appear before the court or failure to comply
with orders of the court."” In addition, no applicant may be a debtor under
this Chapter or under this code, unless the applicant, within 180 days

17 United States Bankruptcy Code, 11 U.S.C. §§ 109(g), 362(d)-(e) (1978).

33



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

before filing, has received credit counselling from an approved credit
counselling agency."®

After the acceptance of this application, the corporate debtor is given
possession of his/her company and is allowed to form a reorganization
plan with the protection offered by a moratorium.” In situations where
the debtor has not been able to draw up a reorganization plan in the
stipulated period, the creditors are directed to form a reorganization plan
rather than initiating liquidation proceedings.

S.1107 of the US Bankruptcy Code provides for the debtor in
possession to be in a fiduciary position, with the rights and powers over
the affairs of the company placed in the hands of the statutory official
known as the U.S. Trustee in cases where the debtor has defaulted in the
process or cheated the creditors.”” The duties set forth entail accounting
for property and examining and objecting to claims and filing
informational reports as required by the court and U.S. Trustee, such as
monthly operating reports. The debtor has other rights, which are subject
to the court’s approval, to employ attorneys, accountants, appraisers or
other professionals for assistance during the insolvency proceedings.
Other duties of the debtor include filing tax returns and reports that are
deemed necessary by the court.

The U.S. Trustee or bankruptcy administrator’s role is very much
similar to the role of an IP in India, but he is not appointed at the
beginning of the proceedings. As stated above, only in certain cases where
the court deems it necessary, a trustee is appointed. His role is more of a
supervisory and administrative one than the hands-on-deck role given to
the IP in India. His duties include monitoring the debtor in possession’s
operation of the business and submission of operating reports and fees.”
He also monitors applications for compensation and reimbursement by
professionals and conducts the CoC meetings.”” The monitoring done by

18 United States Bankruptcy Code, 11 U.S.C. §§ 109, 111 (1978).
19 United States Bankruptcy Code, 11 U.S.C. §362 (1978).
20United States Bankruptcy Code , 11 U.S.C. §. 1106 (1978).

2l United States Bankruptcy Code, 11 U.S.C. §. 1107 (1978).
22United States Bankruptcy Code , 11 U.S.C. §. 341 (1978).
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a trustee includes making the debtor report its monthly income, operating
expenses, establishing bank accounts, paying current employees and also
taxes of the company.

The committee of creditors also plays a role in Chapter 11 bankruptcy
proceedings. The committee is appointed by the trustee and the
committee consults with the debtor about the operations and investigates
the debtors’ actions only in certain instances. The committee of creditors
does not get involved in the operation of the debtor corporation but
rather acts as a safeguard to ensure proper management.”” These roles
assigned to the trustee and committee of creditors underscore how the
provision acts in benefit of the debtor and allows the debtor to revitalize
the corporation so that it can sustain itself in the future.

The committee of creditors, though seemingly a supervisory body,
plays a huge part in formulating the plan as it needs the approval of 2/3"
of the CoC representing 60% of the debt owed. However, the dissent by
the CoC can be overturned by the court which takes an initiative to ensure
that reorganization takes place if there’s no evidence to the contrary of
the going concern assumption being applied.*

An understanding of the above practice adopted by the US legal system
towards reorganization in bankruptcy proceedings highlights how their
bankruptcy code is debtor centric. Such a law not only encourages
investment but also encourages debtors to take initiative and be inventive,
which has helped transform the US economy.”

Admittedly, this model, like any other model, has its drawbacks.
However, it is important to highlight its efficacy with the rate of resolving
insolvency in the USA, which ranks 2" in the World Bank statistics on
Insolvency framework, while India ranks 52nd. India’s low ranking clearly
creates a doubt among corporations if the insolvency costs will weigh

%United States Bankruptcy Code , 11 U.S.C. §§1102, 1103 (1978).

24 Edward B. Shils, 4 Review of Bankruptcy Law in the USA, 60 ISSR 3, 13-14 (1985).
% Norman S. Buchanan, The Economics of Corporate Reorganization, 54
QUARTERLY JOURNAL OF ECONOMICS 28, 32- 40 (1939).
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them down financially. It also acts as a hindrance against ease of doing
business in India, clearly reflective in the World Bank’s “Ease of Doing
business Index” with the US ranking 6™ whereas India’s rank being 63*.*
Apart from the sense of protection offered in doing business,
reorganization helps in preserving corporations whose dissolution will

lead to a huge economic loss.

The reotrganization of corporate giants such as General Motors,”’
United Airlines, K-Mart to name a few, which are operating as of now,
highlight how the system in the US provides a sense of safety to investors
and inventors alike to set up their shop in the USA.

III1. SUGGESTIONS AND CONCLUSION
In light of the successful model analyzed above, there arises a need to
alter the role of IP to facilitate reorganization of corporations in India.
The Code, despite highlighting the importance of reorganization in its
preamble, has not taken any effort anywhere else in the Code to promote
such proceedings and has instead directed efforts to ensure that CIRP
ends in liquidation.

These efforts made by the Code to end in liquidation are not
expeditious either, with the first major insolvency case of Essar steel being
wrapped up after 3 years™ since the passing of the Code. Another major
insolvency case is the one of IVRCL which was wrapped up after 3 years
as well, after becoming the first company under the Code to be sold as a

26 Doing business project, Ease of Doing Business Index, WORLD BANK (Mar. 17,
2020, 5:00 PM), https://data.worldbank.org/indicator/IC.BUS.EASE.XQ.

27 Dan Bigman, How General Motors was really saved: The untold story of the Most
important Bankruptcy in US history, FORBES (Mar. 12, 12;30 PM),
https://www.forbes.com/sites/danbigman/2013/10/30/how-general-motors-was-
really-saved-the-untold-true-story-of-the-most-important-bankruptcy-in-u-s-
history/#2¢19d0d27¢ea.

28 Prince Mathew Thomas, Essar Steel Insolvency Timeline: A saga of many twists
and turns in IBC’s biggest case, MONEY CONTROL (Mar. 16, 2020, 5:45 PM),
https://www.moneycontrol.com/news/business/companies/essar-steel-insolvency-
timeline-a-saga-of-many-twists-and-turns-in-ibcs-biggest-case-4641971.html.
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going concern.” Tt is also interesting to observe how the recent Jet Airways
bankruptcy case is being dealt with. NCLT, Mumbai has given the
company an extension of 90 days, after the completion of 270 days period
statutorily given,” to form a resolution plan as the CoC were not able to
find any potential buyers, showing how much of an afterthought
reorganization truly is in India.

These delays occur due to the RP not being professional; this can be
attributed to the lack of oversight by the adjudicating authority, CoC
having excessive authority over the actions of the RP and the corporate
debtor. The authority of the CoC’s decision has been backed by the
Supreme Court as well, in the Essar steel case decision.”’No amount of
consideration or discretion is given to the debtor as the authority to make
decisions is vested entirely with the RP and the CoC. It is to be noted that
it becomes imperative to keep the debtor in the loop with respect to
reorganization so that the debtor may continue operations after the
resolution of insolvency proceedings. To smoothen this process the
following changes need to be made some of which are inspired by the US
model and can be translated into Indian law:

I. Power must be given to NCLT to determine whether
reorganization or liquidation should be executed depending on
the documents filed with the application. The application has to
be attached with documents of the corporation, including their
account statements, etc. If these prove that the corporation can
exist as a going concern, then reorganization should be ordered to
avoid further legal disputes, thus making it a speedier process than
the existing system. This change will help in cases similar to Jet

2 Chitranjan Kumar, IVRCL first IBC case to be sold as ‘Going Concern, BUSINESS
TODAY (Mar. 18, 2020 6:00 PM), https://www.businesstoday.in/current/corporate/in-
a-first-gabs-megacorp-acquires-ivrel-rs-1654-crore-under-ibe/story/397464.html.

30 Maulik Vyas, NCLT allows 90 more days to find out the revival plan for Jet
airways, ~ECONOMIC TIMES INDIA (Aug. 27, 2020 11:51 AM.),
https://economictimes.indiatimes.com/industry/transportation/airlines-/-
aviation/nclt-allows-90-more-days-to-find-out-the-revival-plan-for-jet-
airways/articleshow/74707373.cms?from=mdr.

3! Committee of Creditors of Essar Steel India Limited v. Satish Kumar Gupta, Civil
Appeal No. 8766-67 of 2019.
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Airways bankruptcy case, as mentioned above, where the court
can, in the initial steps, direct the company towards reorganization
instead of waiting 270 days before the CoC comes to that
realization. This highlights how, if the adjudicating authority takes
over the reins, the process becomes more expeditious and can also
help in stopping the process from leaning towards liquidation,
while being fair.

2. Every CoC decision should come under review before the NCLT.
If the CoC unfairly invalidates reorganization, even though there
is a more than “fair and equitable” plan supported by evidence,
then the court should favour reorganization depending on the
facts and circumstances.”

3. In cases of reorganization, the power of RP should be supervisory
in nature, reflective of the position of trustee in Chapter 11 cases
of the US Bankruptcy Code. As part of his supervisory functions,
he should act as an intermediary between the NCLT and the
debtor corporation, helping in compliance-related matters. This
supervisory role gives a sense of protection to the creditors that
the debtor is not acting in a malicious manner.

4. Also, in cases where the corporate debtors act in a malicious way
and only when there is evidence to prove such actions, the RP
should be told to take over all powers from the debtor as given in
the existing code. However, the powers of RP should be altered
in order to ensure that he works to aggrandize the value of the
assets of the company rather than maintaining them, as it is
impossible for the assets of an insolvent corporation to maintain
their value. Efforts need to be made to increase their value.

These suggestions are made in light of the impracticality of
mechanically adopting US practices into Indian law. Hence, the
suggestions of the authors regarding the RP becoming a supervisory
authority requires a detailed further discussion.

32 G. Randall Price, Reorganization: Fair and Equitable Plan, 38, 5 MICH. L. REV.
695, 696-697 (1940).
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Unlike the US system, the Code cannot be made debtor centric due to
the failure of the Sick Industrial Companies Act, 1985 (“SICA”)* and the
value given to the protection of creditors. Hence, the RP, in theory, will
be in charge of the company but the day-to-day operation should be left
to the debtor, as the debtor needs to understand how the reorganized
assets, debts and operations affect his company to enable him to operate
it after a successful reorganization.

Even though these changes might seem like a call back to SICA, the
changes suggested in this paper do not stand to make the Code debzor centric
like the impugned legislation. Rather, they make it debsor friendly in what
remains a very creditor driven code.

In the situation of a failing economy, offering hope to failing
corporations should be the government’s top priority and the changes
suggested in this paper are a small step towards reviving our economy.

33 Sick Industrial Companies Act, 1985.
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TAXABILITY OF COMPOSITE AND MIXED SUPPLIES
UNDER GST IN INDIA: TAKING A LEAF OUT OF SERVICE
TAX LAW AND EUROPEAN VAT MODEL

Akshat Jain*

The provisions related to composite and mixed supply under
Indian Goods and Services Tax law have been introduced with a
sea of ambiguities. The lack of any guiding principles has made
the taxability of such supplies highly complex, as it is difficult to
ascertain the nature of supplies involving complex and multi-
dimensional  contracts. Moreover, some contradictory
provisions within the GST framework have made it important to
highlight the need of clarifications on the subject by the Central
Board of Indirect Taxes and Customs (“CBIC”) and the Goods
and Services Tax Council. GST law is still in its nascent stage
and little research has been undertaken and published since the
introduction of the new law. The existing literature on the
concept relates to specific cases where various Advance Rulings
have been analysed. However, they are merely in the form of a
summary of the Rulings along with minor inputs from the
authors. The Education Guide on Service Tax, published by the
erstwhile Central Board of Excise and Customs in the year 2012,
does provide some principles on interpretation for better
application of the relevant provisions. The jurisprudence from
the European Value Added Tax Model can also be considered
relevant in the present context as much of the provisions in the
Indian GST law are based on this European VAT model. The
present paper is aimed at taking a contributory leap forward,
being an analysis of all the applicable principles with regard to
the concept along with the challenges and suggestions to make
the provisions of composite and mixed supply less ambiguous.
The present study is a doctrinal research involving legal
principles and provisions. It is an analytical study examining the
validity and feasibility of various provisions of law. It contains
a critical analysis of the relevant legal provisions and principles.

* The author is a student at Rajiv Gandhi National University of Law, Punjab.
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I. INTRODUCTION
The indirect taxation structure in India has seen a lot of modifications
over the past few years. There have been a lot of amendments in taxation
at every stage from manufacture to sale for final consumption. The latest
entrant in this spree of sea changes is the novel Goods and Services Tax

(CCGST, 7) .

Even though the discussions about the introduction of this integrated
tax structure were already initiated in the first decade of the twenty-first
century, the initial attempts at laying down a consolidated legislative
framework were futile. It was only in the seventeenth year of this century
that the Indian indirect taxation regime saw the rolling out of this
landmark change after crossing all the political and legislative hurdles.

The main purpose behind rolling out GST is to prevent the cascading
effects created by levy of multiple taxes at both Central and State level.
This integrated tax structure allows set-offs of taxes throughout the value
chain. Hence, the popular theory that GST is just a clubbed concept of
Value Added Tax (“VAT”) and Service Tax, is not quite correct.

Internationally, VAT and GST are considered synonymous to each
other. This is so because the VAT structure in other countries cover both
goods and services (unlike in India where services were leviable to Service
Tax). Keeping that in view, over 150 countries around the world have
adopted the VAT/GST structure directly or in different forms. However,
the practical aspects and scope of this tax regime differ from nation to
nation according to the individual requirements of the countries’
economy.

A. Composite Supply
The expression “composite supply”” has been defined as “a supply made
by a taxable person to a recipient consisting of two or more taxable supplies of goods or
services or both, or any combination thereof, which are naturally bundled and supplied

41



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

in conjunction with each other in the ordinary conrse of business, one of which is a

principal supplhy.”!

The expression “principal supply” has been defined as “the supply of
goods or services which constitutes the predominant element of a
composite supply and to which any other supply forming part of that
composite supply is ancillary”.? Further, according to the CGST Act, a
composite supply comprising two or more supplies, one of which is a
principal supply, shall be treated as a supply of such principal supply.’

A composite supply is a combination of goods or services or both
supplied as a composite whole, where some or all of the components of
such supply are chargeable at different rates of tax, and one such
component is the principal supply. Principal supply must be the one
which is at the essence of the whole package of goods or services or their
combination thereof. A negative test may be adopted in which all the
goods or services other than the principal supply may be negated as not
constituting the essence of the package.

The expressions “naturally bundled” and “in conjunction with each
other” play a significant role in determining if a supply falls within the
definition of a composite supply. Neither expressions have been defined
in the GST legislations. There is ambiguity regarding the scope of the
concept of principal supply. However, “naturally bundled” may be
inferred in the light of “bundled service” under the erstwhile service tax
regime. The Education Guide of Central Board of Excise and Customs
on Service Tax (“CBEC Guide”) explains the concept of ‘bundled
services’.

Further, the expression “ordinary course of business” finds no
explanation in GST law. According to the CBEC Guide, normal and
frequent practices in the particular business area are a significant factor in

! Central Goods and Services Tax Act (Act No. 12/2017) (India), § 2(30) [hereinafter
“CGST Act”].

21d., § 2(90).

31d., § 8(a).
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determining what constitutes “ordinary course of business” for that
business area.* These practices, in turn, are to be determined taking into
consideration several illustrative indicators.

A works contract and restaurant services are composite supplies as
well, in a technical sense.” The reason for this observation is that in a
works contract, it is not only the construction service that is being
provided by the supplier, but it also involves supply of goods in the form
of requisite raw materials, and that both the supplies are generally made
in conjunction with each other. Similarly, supply of services by a
restaurant owner also includes supply of goods in the form of food that
is served as a part of the service. Be that as it may, GST law recognises
both of these as a specific supply of services with a prescribed GST and
not composite supply.’

B. Mixed Supply

The expression “mixed supply” has been defined as “two or more
individual supplies of goods or services, or any combination thereof,
made in conjunction with each other by a taxable person for a single price,
where such supply does not constitute a composite supply”.” For
example, if flowers and scents are supplied in conjunction with each other
for a single price, and supply of flowers is taxable at the rate of 5%, while
supply of scents is taxable at the rate of 12%, the mixed supply of flowers
and scents would be taxable at 12%, since it is the higher rate out of the
two.

II. ANALYSING THE LEGISLATIVE PROVISIONS
A. Composite Supply

4 CENTRAL BOARD OF EXCISE & CUSTOMS, TAXATION OF SERVICES: AN EDUCATION
GUIDE, 127 (2012).

> CENTRAL BOARD OF INDIRECT TAXES & CUSTOMS, GST FLYERS, 26 (Mar. 18,
2020),

https://www.cbic.gov.in/resources//htdocs/cbec/gst/51 GST Flyer Chapter4.pdf;js
essionid=0C9BC58B6139D1235028765641541E48.

6 CGST Act, sch. II.

T1d., § 2(74).
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In order to understand the implications of the concept of composite
supply in India, it is important to analyse all the components of the
definition of the expression “composite supply” under GST laws.

t.  “Naturally Bundled” and “Supplied in Conjunction with each other”
in the “Ordinary Course of Business”

The expressions “naturally bundled”, “in conjunction with each
other”, and “ordinary course of business” have not been defined
anywhere in the GST Act. According to P. Ramanatha Aiyar, “naturally”
means “according to nature of things”, and applies therefore to the
connection between events according to the original constitution or
inherent properties of things.® Further, “bundling” has been defined by
him as “a practice of providing more than one product or service at once

25 9

at an inclusive price”.

For the purpose of interpreting the above-mentioned expressions,
reference has to be taken from the CBEC Guide and its analysis of the
expression “bundled service” under the erstwhile Service Tax regime. The
Guide defines ‘bundled service’ as a “bundle of provision of various
services wherein an element of provision of one service is combined with
an element or elements of provision of any other service or services”."
For instance, consider a supplier of hotel services who offers a breakfast
included package. Such a service is provided in the ordinary course of
business and hence will be said to be naturally bundled. The essential
character in this combined service is the service of providing hotel
accommodation and hence the service as a whole would be treated as the
service of providing accommodation by the hotel.

Taking another example, a luxurious resort has been booked for a
business conclave for a composite package including services like
accommodation, breakfast, tea and snacks, fitness room facility,
conference room accessibility, swimming pool, etc. It is amply clear that
all these services might be charged at different rates of taxation in

8 P.R. AIYAR, 3 ADVANCED LAW LEXICON (2016).
9P.R. AIYAR, ] ADVANCED LAW LEXICON (2016).
19 Supra note 4, at 126.
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accordance with their classification. It is impossible to determine any one
service which forms an essential character of this bundle of services.
However, this type of service falls under the head of convention service
as per the Service Tax laws and would have a prescribed rate of taxation.

The CBEC Guide lays down the principle that the expression
“ordinary course of business” should be interpreted to mean “the normal
or frequent practices followed in the area of business to which the services
relate”. The Guide further lays down certain indicators which facilitate
the normal and frequent practices that are undertaken in a particular area
of business.

One of the prominent factors for determining what constitutes an
ordinary course of business is the “perception of the consumer or the
service receiver”. This means that a bundle of services may be recognised
as naturally bundled in the ordinary course of business, if a very high
number of recipients of those services reasonably expect such services to
be supplied as a combined whole. Another significant criterion is that
“majority of service providers in a particular area of business provide
similar bundle of services”.

These indicators are of utmost significance in order to determine if a
supply can be termed as a composite supply or not, in the absence of any
other set of guiding principles, and also to some extent explains the
concept of a ‘principal supply’ under GST.

it. Principal Supply
It is clear from the definition of composite supply that a “principal
supply” must be first ascertained in order to determine the question of
taxability of a composite supply. Every composite supply constitutes a
principal component on which the taxability of the whole transaction is
dependant. The definition of “principal supply” as per the CGST Act has
already been reproduced above.

The expression “predominant” is of utmost significance in order to

determine the component which forms the principal supply. This process

of determination of a predominant element of a composite supply may be
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complex in cases where the transaction is very technically entwined. In
this regard, perception of the recipients of the supply becomes very
important.

The perception of the recipient is relevant as it determines the purpose
behind a particular supply. The main purpose for which the recipient is
receiving the supply should be met, and without the fulfilment of this
purpose, the whole supply is rendered meaningless to him. Hence, the
predominant element of the supply is the one which is the most important
to the recipient. For instance, the supply of service by a restaurant owner
is a composite supply as it is characterised by multiple features and
activities. However, the supply of service by a restaurant would be
rendered purposeless if the most significant component, i.e. provision of
food, is absent, even if all other ancillary services are being supplied.
Hence, the provision of food largely predominates the supply and is the
principal component of the restaurant services.'

There may be a situation when more than one component of the
supply possesses an essential character and hence, is equally predominant
to any other component of that supply. However, both these components
are still predominant over other components of the supply. This situation
which is known as the table-top model of composite supply, confronted
the Court in the case of Commissioner for Excise and Customs v. FDR."?

It was held that in such a scenario, “principal supply must be identified
with a further re-look at the supplies”. It was further clarified that
“unnecessary complexities” be avoided and principal supply may be
determined on the reference on the numerical domination. This case,
though it pertains to European jurisprudence, has proved to be very
helpful in view of the fact that the expression “composite supply” under
Indian GST regime does not recognise a situation where there may be
more than one principal supply.

B. Mixed Supply

! Faaborg-Gelting Linien A/S v. Finanzamt Flensburg, C-231/94 (1996).
12 Commissioner of Excise and Customs v. FDR, Case No: C/1999/0654 (2000).
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As in the case of composite supply, there are no guiding principles to
determine the scope of the components of the definition of expression
“mixed supply”, under the GST Act. Hence, reliance, yet again has to be
placed on the rule laid down in the CBEC Guide.

The concept may be explained with the help of an example, which has
been referred to in the CBEC Guide as well. Consider a building that has
to be put on rent by the owner. There are two storeys in the building, one
to be rented out for residential purposes, and the other for establishing a
printing press. This type of activity is not generally undertaken by a
supplier involved in such a business. Hence, keeping in view the principles
laid down above, it may be said that these services are not naturally
bundled in the ordinary course of business.

As per the abovementioned rule, if a transaction comprises more than
one component being supplied as a composite whole, the transaction will
be deemed to be a supply of the component that attracts the highest rate
of taxation among all the components.

II1. TREATMENT OF COMPOSITE AND MIXED SUPPLY IN SERVICE
TAX REGIME
The concept of composite and mixed supply is not a novel concept for
the Indian tax regime. The concept also found a mention in the previous
Service Tax regime. The form and manner of the provision and its
implementation were different from what it is in the GST era. However,
the basic premise on which the concept stands is similar.

A. Composite Service in the Negative List Regime
The year 2012 saw a landmark change in the way services were taxed
in India. The concept of “negative list” was introduced vide Finance Act
of 2012, amending the 1994 Act.”” The negative list of services was a list
of services which were exempted from Service Tax. This system was
different from the pre-2012 period, in the sense that earlier there was a
list of services which were taxable. Section 66F of the Finance Act, 2012

13 Finance Act, 1994, Act No. 32/1994 (India), § 66B.
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provided for classification of composite services under the service tax
regime of the negative list.

B. Specific Description Over General Description
Section 66F(2) provided the ‘more specific over general rule’,
according to which, if the services that are being provided can be classified
under more than one descriptions, the more specific description will
prevail over the general description. This is because of the reason that
differential treatment could have arisen due to the ad hoc abatement in

arriving at the value of taxable service, of certain services, after
Notification No 26/2012.

Ad hoc abatement was available only to the services specified in the
Notification, and not to all the services. The differential treatment could
have also only arisen for some of the services where the tax was payable
by service recipient and not by the provider."

For example, pandal and shamiana services are provided along with
catering services in conjunction with each other. Here, pandal and shamiana
service as a separate description was subject to Service Tax. Similarly, the
catering services were also subject to tax and were entitled to abatement.
Further, when these services were provided as a combination, there was
abatement too. Hence, the combination of these services was a specific
description, and these services when provided individually, fell under their
respective general descriptions. As a consequence, the concept of bundled
service was not applicable to such a combination of services, as there was
a specific description, and also neither of the two services formed an
essential character of the combination.

C. Input Services not Included in Main Service
It is clear from a bare perusal of Section 66F(1) that the main service
shall not include, within its fold, a service which is required to provide the

14 D. Shah, Bundled Services under Negative Service Tax Regime, [2013] 33
taxmann.com 301 (2013).
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main service. Such a service is referred to as an input service in order to
facilitate the provision of the main service.

As a corollary to this provision, it is followed that such an input service
will have its own classification and hence, will be considered as a separate
service in itself. In this regard, the Central Board of Excise and Customs
published some clarifications. " It is important to note that these
clarifications were released prior to the adoption of the new negative list
regime. Hence, it can be said that this concept was prevalent even in the
old service tax regime, prior to 2012.

In the above-mentioned clarificatory notification, the Central Board of
Excise and Customs clarified that services provided by architects and
consulting engineers cannot be classified as a works contract service, as

this category of services was classified under a specific description under
the Finance Act, 1994.'

CBEC issued the clarification in order to answer the representations
made before it regarding the classification of services of architect and
consulting engineers as a works contract, since these services are required
to provide works contract services. The purpose of the representations
was to ensure that these services can be entitled to exemption from
Service Tax, since works contract services of construction of bridges,
roads, dams, etc. were also exempt. However, CBEC was of the opposite
view. When description of a sub-clause is available for classification, the
same cannot be classified under any sub-clause which is general in

nature.”

D. Bundled Service
It was only in cases where it became impossible to categorize a service
under Section 66F(2), that Section 66F(3) came into picture. Both the sub-
clauses of clause (3) helped in determining the taxability of a bundle of
service. The first clause provided that when various elements of services

15 Central Board of Excise and Customs, Circular No. 138/07/2011-ST (May 6,
2011).

16 1d., 9 2(ii).

17 Shah, supra note 14.
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are naturally bundled in the ordinary course of business, it shall be treated
as a provision of a single service which gives it an essential characteristic.
According to a CBEC document, a service which provides economic
value to the service recipient will be considered as essential service for the
purpose of classification."®

The definition of taxable services was provided for under Section
65(105) of the Finance Act, 1994. CBEC had clarified that a single
composite service can be provided by the supplier of such service either
by bundling various services together or by disaggregation of an individual
supply into different bits."”

It was important to determine whether a component of supply was
ancillary to the main supply or it could be classified as a separate service
in itself. A composite service was classified on the basis of a particular
component of the service that formed the essential character of the
transaction as a whole.

The classification of a service was dependant on the fact that it
provides any economic value to the person to whom the service is being
provided. It is important to note that the courts had devised some
principles in order to determine the essential characteristic of products.
These principles can be used in order to determine the essential character
of a transaction.

In the case of Xerox India,”

the Supreme Court held that the cost of
component of the products is a factor in determining its essential
characteristics. The Hon’ble Court, in this case, was dealing with a
classification-dispute for the classification of multi-purpose printing

machines.

The question was whether it is to be classified under heading 8479.89
or heading 8471.60. The features of the machine included all the functions

18 Central Board of Excise and Customs, Letter No. DOF. 334/1/2008-TRU (Feb. 29,
2008).

Y 1d.

20 Xerox India Ltd. v. CC, 2010 (14) SCC430.
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of printing, copying, scanning and faxing. In the opinion of the Hon’ble
Court, the function of printing gave the machine its essential character
and hence it was the principal function of the machine, since more than
70% of the cost and the total components of the machine were dedicated
for performing the function of printing.

The Hon’ble Supreme Court, in the case of Bakelite Hylam 1.4d.,*'
devised the principle of ‘functionality of the product’, in order to
determine the classification of a product. The Court examined the issue
of classification of laminated sheet constituting only 30% plastic by
weight and the rest of the weight of the sheet being occupied by paper.
The Court held that plastic constituted the essential characteristic of the
laminated sheet as its strength, rigidity and resistance would depend on
the quality of the plastic used. Therefore, the product merits classification
as plastic.

E. Comparison with the GST Regime

Sub-clauses (a) and (b), provided in Section 66F (3), were essentially
the same concepts which have been defined under the GST law as
composite and mixed supply respectively. It is significant to note here that
the treatment under Section 66F (2) is similar to what has been accorded
to works contract and restaurant services under the GST laws.* Since
there is a prescribed rate of taxation for supply of these two categories of
services, a ‘principal supply’ is not required to be determined, even though
these services are in the nature of a composite supply as defined under
GST laws. Also, the rule of specific description over general description

has been provided for interpretation of classification of services under the
GST laws as well.

Iv. COMPARISON WITH RELEVANT PRINCIPLES OF EUROPEAN
JURISPRUDENCE
The European Value Added Tax model has in the last two years
proved to be one of the most significant resources to facilitate the
interpretation of ambiguous and unclarified concepts under the Indian

2L Collector of Central Excise v. Bakelite Hylam Ltd., 1997 (10) SCC 350.
22 CGST Act, sch. II.

51



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

GST model. The principles from the foreign model have helped GST
practitioners across the country in figuring out the object and purpose
behind incorporation of certain principles in the Indian model. Same can
be said for the provision of composite and mixed supply.

The concept of composite and mixed supply under Indian GST model
can be compared to the provisions of ‘single supplies’ and ‘multiple
supplies’ under the European model. It is significant to note here that one
of the basic differences between the two models is that while the GST
legislation in India itself lays down the concept of composite and mixed
supply, in Europe the concept of single supplies and multiple supplies has
been laid down by the judiciary over a long span of time and not by
statutory provisions.”

A. The Landmark Ruling of the European Court of Justice

The concept of single and multiple supplies was elaborated upon by
the European Court of Justice in the case of Card Protection Plan 1.td.**
wherein some principles for determination of different elements of a
supply were laid down. In this case, Card Protection Plan Ltd. (“CPP”),
was engaged in the business of providing insurance services. These
insurance services were to insure the loss incurred by the policy holder
due to any fraud or misuse of his credit card. The case of CPP was that
since ‘insurance services’ were exempted from VAT, the services
provided by it should also not be subjected to VAT.

The major hindrance in smooth acceptance of the claim of CPP was
that it was the contention of the department that CPP was mainly a card
handling service provider and provided insurance services in addition to
this card handling service. Hence, the issue before the Bench was to
determine the nature of services that were being provided by CPP. It was
held that the services provided by CPP were of the nature of ‘insurance
services’. The principles laid down by the Court, which formed the very
basis of the European jurisprudence on the concept, were:

2 Card Protection Plan Ltd v. Comm’r, Customs & Excise, C-349/96 (1999).
2 Id.
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e Inall cases of supply of a service, the supply should be considered as

“distinct and independent supply”.

e A supply which constitutes a “single economic service” from an

“economic point of view’ must never be split artificially.

e An examination of the essential character of the transaction is
necessary to decide whether a supply constitutes multiple distinct

“principal services” or a “single service”.

e When one component of a supply constitutes a principal service and

the other component(s) are merely ancillary services.

e An ancillary service is not an end in itself. It is merely a means to an

end for better enjoyment of the principal service.”

B. The Principles

The abovementioned ruling of the European Court of Justice is a
landmark in laying down the principle of bundled and split supplies. The
finding that each supply is “distinct” and “independent” in itself has
helped a great deal in determining the flawless treatment of various
supplies under VAT. There are additional problems that may arise with
respect to this concept as the transactions can get highly complex with
the evolving market demands. In order to determine the taxability of such
complex supplies, there are specific certainty principles that have been
evolved by the European courts and may also be relevant in the Indian
context when the need arises. These principles are similar to the principles
discussed above in reference to the CBEC Guide. These principles have
been discussed in the following paragraphs.

i.  Point of View of the Consumer
The perception of the person who is consuming the supply is a very
important factor in determining whether it is a single supply or a multiple

25 Commissioner of Customs & Excise v. Madgett & Baldwin, C-308/96 & C-
94/97(1998).
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supply. This principle has been coined as “from the point of view of a

typical consumer”.*

The purpose of receiving a supply for a customer is to fulfil a specific
aim. This aim may be a sole aim or may be manifold. It can be assumed
that if the consumer has only one aim to receive the supply and the other
components of the supply are merely the means to achieve that aim, the
supply can be said to be naturally bundled. Accordingly, the supply would
be in the nature of a composite supply. It is clear that the aim of the

consumer here would be derived out of the “principal supply” as defined
by the CGST Act.

On the contrary, if the consumer has multiple aims to derive from a
supply, the supply would be artificially bundled as each component of the
supply would be a distinct and independent supply. Since there is no
natural bundling, the supply would not be a composite supply, and hence
it would be a mixed supply.

i1. Principle of Economic Reality
The next important principle is that of “economic reality”. This simply
means to determine that component of a transaction, around which the
whole transaction revolves. A taxable person finds ways to reduce his tax
liability to the maximum extent possible. Hence, efforts shall be made to
look at the transaction with an economical perspective.

This principle helps in identification of economic substance while
taking into consideration all the business scenarios. Hence, it is similar to
the concept of determining the economic nature of the supply as
discussed in the previous chapter. The principle works on the basis of
examining the inter-relation between the components of the supply, if the
supply consists of multiple components. This examination would include
factors like mandatory nature of a component, the price fixation, and the
distinct and independent existence and value of each component.

26 Everything Everywhere Ltd. v. HMRC, C-276/09 (2010).
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In short, the principle of economic reality ascertains the object and
purpose of the supply from an economic perspective. Hence, if the
components are integral to the main supply from an economic aspect, the
supply may be said to be a composite supply.”’ In the same way, if the
economic reality of the transaction indicates that the consumer had
manifold aims in his mind, supply will be characterized as a mixed supply.

at. Aims versus Means

The abovementioned ruling in Card Protection Plan 1.td. also laid down
the principle of “aims v. means” when it discussed that the difference
between aims and means lies in the fact that while former demarcates the
purpose of the whole transaction, the latter is not a principal service and
merely an ancillary service. As discussed above, the difference between
both is that an ancillary service is just a means to fulfil that purpose, i.c.
principal service, more effectively. The Court laid down the principle that,
when there is a determinable principal component in the supply
transaction along with other ancillary components, the transaction is
deemed as a single supply of that principal component. It is clearly
inferable from this explanation that this concept is the same as the
concept of composite supply in Indian GST model, where the whole
supply is considered to be a supply of the principal supply.

It is amply clear from the above discussion that a transaction which
consists of various distinct components, may either be characterised as a
single supply or a multiple supply. The taxability will take a completely
different path in both the cases after the determination of the nature of
supply. Further, it is also significant to note that the principles of erstwhile
Service Tax regime in India, the CBEC Guide and the GST Flyers on
Composite and Mixed Supply, collectively constitute a very limited set of
principles for determining the complex vires of the nature of a supply.
Hence, the relevance of these principles of European jurisprudence
becomes all the more important for interpreting the provisions of the
Indian GST regime.

7 LevobVerzekeringen BVand OV Bank NV v.Staatssecretaris van Financién, C-
41/04 (2005).
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. The “Integral, Ancillary or Incidental” Principle

The Integral, Ancillary or Incidental (“IAI”) Identification principle is
similar to the principle of “aims vs. means” discussed above. It is clear
from the discussion in the preceding paragraphs that if there are multiple
parts of a supply, where there is only one essential part and the remaining
parts are merely IAI to the essential part, the supply may be termed as a
composite supply. In other words, it is fair to say that, even if the part
which is IAI is distinct and independent enough to become an individual
supply, they can only be ancillary and deeply entwined with the principal

supply.

In view of the above, it may be said that a component which is IAI to
the main supply, is not an end in itself but a means for better enjoyment
of the end. Further, such a component has its own significance, but is not
significant enough in the particular composite supply under consideration
as compared to the “predominant element”. Moreover, the IAI
component constitutes a marginal co-existent of the entire value of the
composite supply.

C. Comparison between European Principles and Section 8 under
CGST Act

The significance of the tests laid down by the ruling discussed above
cannot be emphasized enough. However, in case the abovementioned
principles do not help, some more principles have been formulated in this
regard over the last few years. One difference between the European
model and GST has already been mentioned above that while the former
has a set of judicial guidelines, the latter has a legislative framework.

t.  Single Supply vs. Compostte Supply
On a comparison between both the concepts, it may be inferred that
there are two alternatives to determine whether a supply is a single supply
under the European VAT model. First, the supply consists of a principal
supply and one or more ancillary supplies, or second, the elements are
closely linked. If either of the two tests is satisfied, the supply will be
considered as a single supply.
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On the other hand, section 2(30) of the CGST Act lays down two
conditions which are to be satisfied mandatorily for a supply to be
considered as a composite supply. These two conditions are: 1) principal
supply must be naturally bundled with non-dominant supplies; and 2)
supplies shall be made in conjunction with each other.

From the above-mentioned principles and provisions, a comparison
may be drawn between both the models. The two models differ in the
principles for determination of composite supply or single supply, as the
case may be. While the European model provides a two-way entry into
the applicability of the principle by providing two alternatives, the Indian
model lays down a dual test and both the conditions need to be complied
with. In any case, it may be said that a single supply under the European
model and a composite supply under the Indian model are similar
concepts.

i2. Multiple Supply vs. Mixed Supply
As already discussed above, two or more elements, if taken together,
do not constitute single supply, they are multiple supplies. Further, the
concept and definition of mixed supply has also been analysed above.

The line of distinction between the two concepts is very thin.
However, the determination of nature of supply may well be different in
both the models. The basic difference between the two is easily inferable.
While in multiple supplies, all the components are distinct and are taxable
individually, in mixed supply, the supply is considered the supply of those
goods or services which attract the highest rate of taxation.

At this point, a brief discussion about the expressions “single price”
and “in conjunction with” used in the expression “mixed supply” is
required. It may be noted that exclusion of these two expressions from
the definition of mixed supply would render the whole concept
purposeless. These two expressions prevent a taxable person from
making a composite supply, as the supply can be manipulated in a
composite supply according to the taxability, while in a mixed supply,
taxability is determined on the basis of the highest rate.
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The above problem may be understood with the help of an illustration.
Consider two goods, A, taxable at the rate of 12%, and B, taxable at the
rate of 18%. Now, if the supplier makes a composite supply of these
products at a single price, he may be able to manipulate the supply in a
way to make the principal supply. In that case the composite supply of A
and B would be taxable at 12%. Further, in case it is proved by the
department that the two supplies are separate supplies, both may be
taxable at their respective rates.

However, in the abovementioned illustration, if the supply is made as
a mixed supply, it will be taxable to GST at the rate of 18%, being the
higher of the two rates. Hence, the supplier might be able to manipulate
the supply in order to reduce his tax liability, if the essential expressions
from the definition of “mixed supply”, as discussed above are excluded.

D. The Concept Of Splitting of a Supply

At the outset, it is important to be clear about the proposition that the
concept of splitting of supply is only possible in a mixed supply. In the
Indian context, this proposition becomes more apparent as a mixed
supply is characterised by higher side of tax liability even if all but one
components of the supply are individually taxable at a lower rate. It is to
be noted that no such provision of taxing the supply at the higher rate
exists in the European VAT model.

i. Splitting of a Composite Supply
Though the very concept of composite supply makes it impossible to
split it, there may be scenarios which do allow for such a splitting. The
splitting in cases of composite supply has to be done rationally, with the
determination of value of each component. The CBEC Guide and GST
Flyers on Composite and Mixed Supply have recognised this kind of
splitting to a limited extent.

The example of supply of service by a hotel which has been booked
for a business conference, as discussed in the CBEC Guide, and as
elucidated in the introductory chapter above, is followed by explaining a
particular situation where, “it will be fully justifiable for the hotel to charge
individually for the services as long as there is no attempt to offload the
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value of one service on to another service that is chargeable at a

concessional rate”.*®

Further, there may be a possibility that supply of service of car-
servicing may be split into two components, i.e. service provided by the
supplier, and the goods supplied by the supplier in the form of spare parts.
This possible situation can occur only when the value of goods and the
value of services can be identified individually.”” Hence, the above two
official publications bear evidence to the fact that a contract of composite
supply may be a divisible supply in some specified circumstances.

Here, it is also important to refer to the expression “for a single price”
as used in the definition of mixed supply. The definition of composite
supply does not make it mandatory for the supply to be made at a single
price. Hence, it may be said that pricing is not a factor to determine
composite supply. This indicates that the above-mentioned proposition
of splitting the composite supply if the value of each component is
distinguishable, will be true for all composite supplies. However, this
cannot be the case, as this would bring out the biggest loophole in the
provision of composite supply.

Hence, the only viable way to interpret the above-mentioned
propositions of hotel service and service of car-servicing without
contradicting the very basis of section 2(30), is to consider the possibility
of having divisible contracts in a composite supply in reference to
particular services and not as an absolute concept.

. Splitting of a Mixed Supply
Prima facie, since a mixed supply consists of components which are not
naturally bundled, it must be easier to consider splitting a mixed supply.
The concept of splitting rationally on the basis of value of each
component, as discussed in the case of a composite supply, becomes
further less complex since mixed supply already consists of components

8Supra note 4, at 127.
2 Central Board of Indirect Taxes and Customs, Circular No. 47/21/2018-GST (June
8,2018).
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which are easily distinguishable from each other. However, different
methods for valuation of the components may be used. The Valuation
Rules under section 15(4) provide for methods such as “open market
value” of each component, “proportionate value” of each component and
“discount formulation”.

V. CONCLUDING REMARKS: CHALLENGES AND SUGGESTIONS

The concept of composite and mixed supply under the Indian GST
regime has so far proven to be one-of-a-kind provision. Though it is
similar to various principles applicable to the European VAT model and
those which were present even in the erstwhile indirect tax regime in
India, it has still proved to be unique.

If the principles pertaining to composite and mixed supply are not
clarified, it may lead to a plethora of litigation and issues might arise in
taxability and rate application. As the transactions are becoming complex
day by day, a humungous task lies before the Authorities for Advance
Rulings and the Appellate Authorities for Advance Rulings.

The most significant shortcoming of the GST framework in India is
the lack of guiding principles. As seen from the discussion above, the GST
law does not have answers to many questions, for which reliance has to
be placed on principles laid down by the CBEC Guide and the European
VAT model. This only leads to misinterpretations and assumptions, as the
provisions which are ambiguous in nature have to be interpreted in
reference to these principles which may or may not be fit to clearly
understand the intention of the legislature behind incorporating a
particular provision. Lack of guiding principles has also increased
litigation significantly, especially with regards to composite and mixed
supply, since it affects the taxability and rate of taxation of supplies.

Another difficulty in the framework of composite and mixed supply is
its interplay with the treatment of job work under GST. There were a lot
of ambiguities as to the difference between the definition of “composite
supply” and “job work™ in the initial days after the introduction of GST
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in India. According to the GST Guidance Note for Textiles Sector,” (“the
Guidance Note”) this difference has to be ascertained by understanding
the distinction between the expressions “naturally bundled” and
“unnaturally bundled”.

None of the expressions have been defined in the GST framework.
The Guidance Note observes that “the recipient of the supply has no
option to decide whether he wishes to receive the various elements of the
supply being provided as a bundled supply”. This means that if a recipient
has an option to refuse to receive an element of the supply, the supply
cannot be termed as a composite supply. “Job work” comes into picture
when the job worker, i.e. the supplier works upon the goods belonging to
the principal, i.e. the recipient. However, the position becomes ambiguous
when the job worker supplies some goods as part of the supply of job
work. It is yet to be clarified whether such a supply would still be
considered as a job work or not.

The next challenge involved in the concept of composite and mixed
supply is that of divisible and indivisible contracts. The concept of
splitting of composite as well as mixed supply has been discussed in this
paper. The question remains that since a mixed supply has to be made for
a “single price”, can the supply take place independently, but still qualify
as a mixed supply.

It may be concluded from a perusal of the above, that there is still a lot
which is required to be done to avoid litigation in this regard. Though the
CBIC and the Council have been highly vigilant to clarify all the
ambiguities with respect to composite and mixed supply, there is still a
long way to go.

As the Indian economy moves forward into a new era of becoming the
world’s fastest growing economy, the transactions will become much
more complex and the market will become more diverse. With this, the

30 CENTRAL BOARD OF INDIRECT TAXES & CUSTOMS, GST GUIDANCE NOTE FOR
TEXTILES SECTOR (2017).
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concept of composite and mixed supply would need further clarifications
and would be required to be developed further.
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DELIMITING THE WITHDRAWAL OF APPLICATIONS
UNDER IBC-EXCESSIVE LEEWAY TO THE DETRIMENT
OF THE RESOLUTION PROCESS

Shreyashi Himja*

The Insolvency and Bankruptcy Code, 2016 (“Code”) is a shift
from a debtor-centric model to a creditor-centric system,
implemented with the objectives resolution and re-organisation
of the company that has defaulted on its debt obligations in the
process of recovery of debt. The foundational principle behind
this shift was that a company is a going concern separate from
the members who constitute it. Section 124 of the Code, which
was added by the Insolvency and Bankruptcy Second
Amendment Act, 2018, allows the withdrawal of application
admitted under section 7 or 9 or 10, on an application made by
the applicant with the approval of ninety percent voting share of
the committee of creditors. Since its inception, Section 124 has
been the host of a number of cases that have brought out the
inconsistencies in the provision especially with regards to the
timeline for withdrawal. Such withdrawal applications are
particularly in consonance with the private settlements reached
between the committee of creditors (“CoC”) and the promoters
of corporate debtor. The Supreme Court in Brilliant Alloys
Limited v. Mr. S. Rajagopal (“Brilliant Alloys”) stated that the
application for withdrawal may be allowed in exceptional cases
even after the invitation of Expression of Interest (“EOI”),
rendering Section 124 with no limits as to timeline. The prime
issue in this paper is, “Whether an application for withdrawal
under Section 124 of the Code should be allowed to be filed at
any time after the admission of insolvency resolution process by
NCLT?”

The paper will look at the rationale for inclusion of Section 124
in the Code, and attempt to answer whether the objective of the
Code fits in with the rationale of the section, its subsequent
interpretation and legislative developments in India. Thereafter,

*The author is a student at NALSAR University of Law, Hyderabad.
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the paper would look into the issues and possible ramifications
of the current interpretation of Section 124.

I. INTRODUCTION

The Code mandates a time bound specialised resolution mechanism
with the aim of preserving the economic value of the entity and
reconstruction of the same in order to ensure that it steps out of the circle
of loans and default. The idea is based on the concept of the company
being a going concern. With this idea as its foundation, the Code aims at
mitigation of internal causes of default by the company while saving it
from going into liquidation whenever possible. The Code consolidates a
series of legislations dealing with different aspects of insolvency, stressed
assets and sick industries with the prime objective being revival and
reconstruction of the companies that have previously been stuck in the
entangled mess of regulations.

The second amendment to the Insolvency and Bankruptcy Code, 2016
was brought into effect in 2018. The said amendment introduced Section
12A to the Code, which allows withdrawal of application filed under
section 7, 9 or 10 after the same has been admitted by NCLT, subject to
the approval of ninety percent of the creditors forming a part of the
committee of creditors. Additionally, Regulation 30A was also added to
the Insolvency and Bankruptcy Board of India (Insolvency Resolution
Process for Corporate Persons) Regulations, 2016 (“CIRP
Regulations”) which specified that such an application for withdrawal
could be filed before the issuance of EOL

The introduction of Section 12A into the Code opened floodgates for
withdrawal petitions and as many as eighty cases of insolvency have been
withdrawn using this provision.! This beneficial legislation, which gives
an opportunity to the errant promoters of the corporate debtor to resolve
the debts post the initiation of the process as per Section 12A, has also
been under much debate because of the potential it has for misuse. The

! Dipak Mondal, Concerns being raised over misuse of IBC provision for withdrawal
of proceeding, BUSINESS ToDAY, (Mar. 29, 2019),
https://www.businesstoday.in/current/economy-politics/concerns-raised-misuse-ibc-
provision-withdrawal-proceeding/story/330888.html.
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landmark Case of Brilliant Alloys Limited v. Mr. S. Rajagopal” added a new
dimension to the debate as the Supreme Court allowed the withdrawal of
application after issuance of the EOI The Supreme Court further held
that Section 12A does not stipulate any time restriction and any
withdrawal post the admission of the insolvency petition can be accepted
subject to the conditions specified having been met appropriately.

This paper focuses on this interpretation laid down by the Supreme
Court and delves into the issue as to whether withdrawal of application
should be allowed at any stage in the process after admission under
Section 12A of the Code. In order to address this issue, the paper would
primarily look at, firstly, whether the current interpretation of Section
12A, as adopted in Brilliant Allpys aligns with the aims and objectives of
the Code; secondly, what could be possible ramifications of such an
interpretation that could have an adverse impact, and thirdly, whether the
promoters and Key Managerial Personnel be allowed to interfere after the
initiation of the resolution process. It would be pertinent to state at this
point that the paper would not delve into the question of regulatory
framework with respect to the last aspect in detail and would only look
into the normative aspect of it.

II. SECTION 12A - HISTORICAL BACKGROUND
Before delving into the analytical questions of this paper, it is necessary
that the theoretical background of its inclusion in the Code and its
jurisprudential development thereafter is first briefly established.

Rule 8 of the Insolvency and Bankruptcy (Application to Adjudicating
Authority) Rules, 2016 allows the adjudicating authority to permit
withdrawal of application before its admission.” The issue was whether in
view of Rule 8, the NCLAT could utilise its inherent power pursuant to
Rule 11 of the NCLAT Rules, 2016 to allow a compromise before it, after
the admission of the matter. This issue was addressed in the landmark
case of Lokbanwala Kataria v. Nisus Finance and Investment Managers 1.1.P

2 Brilliant Alloys Limited v. Mr. S. Rajagopal, (2019) 4 SCC 17.
3 Adjudicating authority under the Code refers to NCLT.
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(“Lokhandwala Kataria case”)." An appeal was brought before NCLAT
by the corporate debtor against the order of NCLT, Mumbai bench
rejecting the withdrawal application filed by the parties thereto
consequent to a settlement. The NCLAT, dismissing the appeal, stated
that with Rule 8 specifying that the withdrawal of application could only
be allowed prior to its admission; there were no grounds of infirmity upon
which it could interfere with the NCLT judgement. The appellate tribunal
went on to state that the inherent powers attributed to them under the
Rule 11 of NCLAT rules could not be used since the rule “has not been
adopted for the purpose of the Code and only Rules 20 to 26 have been
adopted in absence of any specific inherent power.” In the absence of
merit, NCLAT stated that it could not use its inherent power thereunder
to allow a compromise before it by the parties after admission of the
matter.

The matter went before the Supreme Court, which, while affirming the
stance of the NCLAT as the correct position in law, used its inherent
powers under Article 142 of the Constitution of India and decided in
favour of the appellants. Thereafter, in Uttara Foods and Feeds Limited v.
Mona Pharmachem, the Supreme Court took a similar view upholding the
order in Lokhandwala Kataria case and further directed the competent
authority to amend the law. It made the following observations: “We are
of the opinion that instead of all such orders coming to the Supreme
Court due to its power to exercise its powers under 142, the Code should
be amended, and the powers should be given to the adjudicating authority

5

to adjudicate on these cases, in order to obviate unnecessary appeals”.

Thereafter, Section 12A was included in the Code, along with the
corresponding inclusion of rule 30A which imposed a condition that the
withdrawal was allowed up to the time period before the issuance of
invitations for EOI This position was changed in the judgement of
Brilliant Allgys. The appeal arose against the NCLT Chennai bench where
the application was filed pursuant to a private settlement after the issuance

4 Lokhandwala Kataria Construction Limited v. Nisus Finance and Investment
Managers LLP, (2018) 15 SCC 589.
5 Uttara Foods and Feeds Limited v. Mona Pharmachem, (2018) 15 SCC 587.
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of EOL Section 12A along with Rule 30A specifically deals with the
withdrawal of CIRP after admission of the insolvency petition and states
that the insolvency application can be withdrawn if the same has been
approved by ninety percent vote from the Committee of Creditors
(“CoC”). The erstwhile Regulation 30A of CIRP Regulations further
imposed an additional restriction of allowing such withdrawals only
before the invitation of EOI under Section 36A of the Code. The
Supreme Court held that since the main provision does not contain any
such stipulation, there is no deadline to the withdrawals and Regulation
30A is merely directory.’ This decision has far reaching implications in the
practical scenario and could open the floodgates for misuse. The
Regulation 30A of CIRP Regulations was later amended in July 2019 to
permit applications for withdrawal after the issuance of invitations for
EOI, provided the applicant states the reasons justifying the withdrawal,
an amendment which only widens the scope for misuse.’

III1. ISSUES WITH THE CURRENT INTERPRETATION
The case of Brilliant Alloys is known to have wide ramifications on the
whole insolvency regime, but the discussion on the same must begin with
whether the development it has resulted in aligns with the aim and
objective of the Code.

A. Whether the Interpretation Aligns with the Aims and Objectives of
the Code?

The Code was brought in after the consolidation and replacement of
various statutes with the objective of revival and restructuring of the
companies in the process of resolution of default and recovery of debt. It
has been stated by the NCLAT that the order of priorities in achieving
the objectives of the Code from resolution, value maximisation and
testructuring must be considered time bound and sacrosanct.®

6 Supra note 2.

"IBBI (Insolvency Resolution Process for Corporate Persons) (Second Amendment)
Regulations, §30A (2019).

8 SC Upholds IBC Spirit, FINANCIAL EXPRESS, (Jan. 30, 2019),
https://www.financialexpress.com/opinion/sc-upholds-ibc-spirit-now-make-it-
resolution-centric-instead-of-liquidation-centric/1458786.
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The policy of the Code having a creditor-centric approach is to allow
creditors to join the action. In that context, after a petition is filed in the
NCLT by one or by a set of creditors, and the procedure for the same is
initiated and advanced to the point where EOI is issued, it is essentially a
collective action or a representative action. An Interim Resolution
Professional or a Resolution Professional processes the debtor’s books,
arrives at the liability position and prepares to handle the claims. In case
the Corporate Debtor is found unfit for revival, it is declared as insolvent.
Hence, one can state that the intent of the Code is not just to act on a set
of applications and dissolve the insolvency process but to resolve the
debts, restructure and revive the corporate debtor so that it survives. A
settlement between Corporate Debtor and Creditors trumps this, since
the true position and the financial viability is not assessed or addressed,
and the delinquencies cannot be brought out.”

IBBI Chairperson, MS Sahoo, has also asserted that the Code works
on the objective of reorganization and resolution of defaulting company.
He has further added that if creditors recover their dues one after another
or simultaneously, the company would bleed to death.™ Significant
amount of recoveries have been made from defaulting firms since the
implementation of the Code, which provides a robust framework for
market-driven and time-bound resolution process. Mr. Sahoo, who is at
the helm of the Insolvency and Bankruptcy Board of India (IBBI), noted
that the Code does not rule out recovery, but it must be incidental to
reorganization.!' However, with the number of withdrawals that have
occurred, there seems to be a back-track to a mere debt recovery regime,

9 Settlement of Cases Post Initiation of IRP, IPLEADERS, (Jan. 10, 2019),
https://blog.ipleaders.in/settlement-of-cases-post-initiation-of-irp/.

10 pTI New Delhi, Insolvency law’s objective is reorganization of defaulting firms,
not recovery of dues: Sahoo, THE HINDU BUSINESS LINE, (Mar. 31, 2019),
https://www.thehindubusinessline.com/economy/policy/insolvency-laws-objective-
is-reorganisation-of-defaulting-firms-not-recovery-of-dues-
sahoo/article26693761.cce.

N d.
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which is something the adjudicatory authorities have time and again held
to be not the primary goal of the Code."”

In Parker Hannifin India Private Limited v. Prowess International Private
Limted, the court took the view that the petition, post admission takes
“the character of a Representative Suit and cannot be dismissed based on a compromise
between a creditor and debtor, as other creditors wonld also have the right to file their
claim.”" The Insolvency Committee reiterated this view when it stated
that “insolvency is no longer a proceeding only between the applicant creditor and the
corporate debtor but is envisaged to be a proceeding involving all creditors of the debtor.
The intent of the Code is to disconrage individunal actions for enforcement and settlement
to the exclusion of the general benefit of all creditors.””™

Developing on this idea, the intent of the Code is not to support mere
individual actions of settlements to the exclusion of others, and Section
12A tends to do this by introducing a ninety percent approval from the
CoC. However, it leaves open the opportunity for the corporate debtor
to manipulate the opportunity, after expenditure of time and resources by
coming up with a settlement plan that tends to the benefit of the required
majority of creditors. The remaining minority creditors, which could
include small financial creditors holding smaller proportions of financial
debts, present and voting homebuyers, will be left worse off, only because
a larger group is manipulated to yield to their own interests.

Notwithstanding the superior status given to CoC under the Code, the
same has to be understood in the context of the law itself. Once the CIRP
is initiated, the CoC convenes a meeting to weigh various resolution plans
put forth before them to decide on the resolution plan that not only

maximises repayment of creditors, but also, and more importantly,

12 Insolvency Laws Objective is Reorganization of Defaulting Firms, Not Recovery,
THE HiNDU BUSINESS LINE, (Mar. 31, 2019),
https://www.thehindubusinessline.com/economy/policy/insolvency-laws-objective-
is-reorganisation-of-defaulting-firms-not-recovery-of-dues-
sahoo/article26693761.cce.

13 Parker Hannifin India Private Limited v. Prowess International Private Limited,
(2017) 205 CompCas 0304.

4 1d.
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ensures an effective restructuring of the company. The reality of private
settlement is in contrast with CIRP, since there is no provision or
necessity for discussing the best alternative for corporate debtor. Instead,
the ball falls in the court of the key managerial personnel ideally making
the bargain for they can promise to pay back their debts, and do so sooner,
to the requisite majority leaving the minority members of CoC as well as
operational creditors at a disadvantage.

There is no mechanism for ensuring that the objective of ensuring the
survival of corporate debtor does not take a backseat. What further adds
to the problem is excessive reliance on the business acumen of the CoC
to the point that courts have often chosen to not challenge it at all.
Therefore, it is not far-fetched to say that excessive and uninhibited
reliance on majority creditors of CoC is not a strong safeguard ensuring
the objective of reconstruction of corporate debtor is given sufficient
importance. It definitely is not a strong bulwark for interests of minority
creditors.

There is an argument that allowing withdrawal without any time
limitation post admission tends to the issue of value maximisation.
However, this value maximisation might happen at the cost of
compromise of the objective of the resolution and restructuring, and
might not even result in value maximisation if the creditors agree to a
haircut in the face of long drawn process of recovery under CIRP. A
compromise between the conflicting goals would have been served by the
erstwhile 30A which allowed for the withdrawal of plans at a point where
it values the time bound nature of the process and allowed the creditors
to go for a withdrawal before issuance of EOIL However, this gets
defeated with the interpretation adopted by the Supreme Court in Brilliant
Alloys, which allows withdrawal at any stage, rendering the whole process
redundant. The latest amendment to the regulation allowing withdrawal
applications post issuance of EOI only furthers this stance. It is submitted
that the excessive reliance on the commercial wisdom of CoC renders the
requirement of reasons justifying the withdrawal ineffective in reality.” In

15 K. Sashidhar v. Indian Overseas Bank, (2019) 12 SCC 150.
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conclusion, the unbridled allowance of withdrawal leaves space for private
settlements to the demerit of the corporate debtor itself for the focus
shifts on recovery of debts rather than revival of the corporate debtor.
This, in the opinion of the author, goes against the spirit of the regulation.

B. Whether there could be Adverse Ramifications and Significant
Possibilities of Misuse?

It is feared that allowing the withdrawal without any limitation
provides a potent weapon in the hands of the errant promoters to hang
on to their companies and assets. It is not far-fetched to imagine that the
move may help in diluting the fear of losing control of the companies
which have been dragged into insolvency. Satyanarayan Maln v SBM Paper
Mills Limited was yet another case wherein the withdrawal was allowed at
the stage when the resolution plan was pending for approval before the
NCLT." Thus, the extent to which the process can go before the debtor
comes with a proposal for private settlement keeps on widening, leaving
more scope for misuse.

These judgements rely on the objective of value maximisation while
favouring the withdrawal but they still pose certain issues. Such a broad
scheme of withdrawal has a potential to have an adverse impact on the
working of the Code, and achieving a swift resolution. These adversely
affect deal certainty and may practically render the bidding process as a
price discovery mechanism.'” Furthermore, such a withdrawal mechanism
could now serve as a tool in the hands of promoters aiding them in
deferment of payments of their liabilities.'® It may dilute the threat of use
of the Code which has prompted payments in the past. While this is surely
a deep cause of concern, this has failed to catch the attention of the
regulator or the judiciary.

At this juncture, it is essential to state that the Code sets out the
priorities with respect to the distribution of assets by the liquidator.

16 Satyanarayan Malu v. SBM Paper Mills Limited, (2019) 149 CLA 78.

17 Aayush Mishra, The Frustrated Resolution Applicant, INDIA CORP LAW, (Mar. 27,
2019), https://indiacorplaw.in/20
19/03/delimiting-boundaries-settlement-plan-insolvency-regime.html.

BId.
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However, allowance of private settlement would disrupt this order and
substitute it with a mechanism wherein priority is given to majority
creditors who have agreed to the settlement on an ad hoc basis, depending
on the private settlement deal. This in most cases would favour certain
groups of creditors over others in order to persuade them to withdraw. It
should be noted at this juncture that while Operational Creditors and
dissenting financial creditors are provided with a protection under Section
30 of the Code which mandates for a minimum quantum to be repaid to
them under any resolution plan, the same protection is not provided for
under any private settlement.”

In the case of Sterling Biotech, the NCLAT has decided against the
order of the NCLT, allowing the creditors to withdraw the application. It
is pertinent to note that at this juncture, the promoters were facing several
charges including corruption, had absconded and were being difficult to
be traced by the Enforcement Directorate. Halting the CIRP in favour of
private settlements in cases like these gives control back to these errant
promoters and defeats the purpose of the Code which furthers the
objective of restructure of the company. There is a greater chance that
instead of being revived, the corporate debtor is pushed into its own
entangled mess. But withdrawal in reference to the private settlement with
such promoters is only one aspect of the problem. The adjudicating
authority while deciding in favour of the withdrawal held that once the
application for the withdrawal is approved by more than 90 percent CoC,
it is not upon the adjudicatory authority to reject it. Section 12A allows
discretion of the Adjudicating Authority as the word employed is “may”,
however, if this judicial position prevails, in addition to no-restrictions
withdrawal that would just mean an open invitation to conundrums and
unjustifiable withdrawals. Relying blindly on the commercial wisdom of
the committee, the Adjudicating Authority has forgone its opportunity to
cross check any unjustified action that might be taking place or that CoC

19 Shefali Chawla, The Frenzy of Private Settlement Under the Insolvency and
Bankruptcy Code, IBBI, https://ibbi.gov.in/uploads/en
gagement/2ndPrizeShefaliChawlaNLIUBhopal.pdf.
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will keep their commercial interests over the restructuring of the
company.”’

C. Whether Promoters Should be Allowed to Intetfere with the
Resolution Process?

In making the CIRP a creditor driven process, there was a conscious
decision to notinclude the promoters into the process once an application
filed under section 7, 9 or 10 is admitted by the adjudicating authority.
The Interim Resolution Professional takes over and manages the
company while the decisions are taken by the CoC. However, there has
been a growing favourable shift towards the promoters of the corporate
debtors. Withdrawal pursuant to a private settlement gives the promoters
a chance to regain their company, which might not always be fruitful for
the company. This is further aided by the lack of window period for
withdrawal, favouring the promoters with opportunities to come up with
settlement offers at any stage of the ongoing CIRP. Directors and
Promoters that are not considered “Fit and Proper” under various SEBI
regulations® get a second attempt at gaining control of the company,
which sounds absurd and antithetical to the aim of the Code and the
resolution process. All these requirements make the process redundant
especially when it has been initiated and carried forward, with no
guarantee that the same will not be blocked by the promoters all the time
and the efforts will go to waste.

Yet another decision has muddied the waters, and gained importance
in the context of Section 12A and unrestricted withdrawal. In 1zay Kumar
Jain v Standard Chartered Bank,” the Supreme Court held that the board of
directors must be given copies of the resolution plan and must be
permitted to participate in the meetings of Committee of Creditors. It is

20 Section 124 IBC: Propriety of Allowing Withdrawal of CIRP At The Instance of
Defaulting Promoters, LIVE

Law, (Oct. 7, 2019), https://www.livelaw.in/columns/sec12a-ibc-propriety-
allowing-withdrawal-cirp-at-instance-of-defaulting-promoters-148787.

21 SEBI (Criteria for Fit and Proper Persons) Regulations, §3, (2004) specifies the test
to determine whether a person is “fit and proper”.

22 Vijay Kumar Jain v. Standard Chartered Bank, (2019) 8 SCJ 658.
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implied that these directors would include the promoter nominated
directots.

Given that the aforementioned judgement would now pave way for
the board of directors (including promoters) to have access to vital
documents including the proposed resolution plans, this is bound to
facilitate them in drawing up more robust settlement offers proposing
higher repayments that trump available resolution plans. This would
enable the erstwhile management to effectively gain control of the
company through the withdrawal process. Of course, while theoretically
the resolution professional would obtain an undertaking in the form of a
non-disclosure from the directors, its compliance in practical life is very
much questionable.

There is a reasonable apprehension that these directors would sit
through the resolution process, gain all material information in relation to
the bids, understand and manipulate the interests of the creditors and,
finally after knowing the plan, draw up a settlement offer at the end, only
to annul the whole process. The issue becomes especially significant in
the light of Section 29A, which specifies persons ineligible to be
resolution applicants and specifically bars promoters and various
categories of connected persons from submitting their resolution plans.
However, since its rigours would not be kicking in during withdrawal of
application, such withdrawals in the context of such private settlements
would aid the promoters gain access to the corporate debtor. A
backchannel is therefore created for the board as well as the promoters
who would otherwise not be a part of the process for gaining control of
the Corporate Debtor once again. This is in clear defiance of the doctrine:
“what cannot be done directly, cannot be done indirectly” and the
intention of the Code of keeping the promoters out of the CIRP. The
‘judicial hands-off” approach of the courts may further help these errant
promoters to advance their cause.

It can also be reasonably inferred that at the juncture when the process

is almost close to finalisation, the promoter could sweep in with a better
offer for the majority and walk away with the control of the corporate
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debtor even though the resolution applicant may have spent time and
money pursuing it. As we have seen in the past, it is unlikely that the CoC
would at that stage consider much about the resolution applicant or the
sanctity of the process if they are able to fetch better numbers.”

Not-withstanding that the CoC might have its own reasons prompting
it to opt for accepting the settlement and applying for withdrawal of
CIRP, the issue arises from the lack of scrutiny of the causes and
consequences of such withdrawal. The excessive reliance on the
commercial wisdom of CoC tends to limit the scope of scrutiny to cases
with blatant unreasonableness. The unbridled, unrestricted allowance for
withdrawal is limited only by proviso to Regulation 30A(1) of CIRP
Regulations asking justifications for withdrawal post issuance of EOI
which in the context of Judicial Hands-off approach does not hold much
ground. It, therefore, creates an alternative for the promoters and
defaulters to be involved in the CIRP indirectly. This is in clear defiance
of the Section 29A as well as the intent of the Code.

IV. CONCLUSION
The abovementioned issues in light of the upcoming decisions hint at a
path that is paved for the increasing involvement of promoters in a
process that was originally supposed to be creditor driven. Economic
analysis of law, among other things, aims to study the efficiency of law. If
a law does not incentivise the desired behaviour it seeks to achieve, it
cannot be granted as effective.” In this context, the legal developments
in the context of Section 12A of the Code seem to be rather inefficient.
From the above discussion, it is not far-fetched to conclude that such
development is most likely to cause more harm than good.
Notwithstanding the laudable intent behind these decisions, the
combined effect of the judicial decisions and the resultant developments
in the provision might not be very favourable. Not only do they
compromise the process, but also cause an imbalance in favour of the

2 Supra note 11.

24 Paul H Rubin, Law and Economics, ECONLIB (Sep. 2, 2020),
https://www.econlib.org/library/Enc/LawandEcon

omics.html.
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promoters and against corporate applicants. Arguably, while this might
result in value maximisation, it might be achieved at the cost of
destruction of the faith in the system. To allow last-minute proposals to
overturn months of work and thwart the process would simply be a failure
in the system itself. The paper has attempted to highlight these very issues
present in the current understanding of Section 12A of the Code, read
with Regulation 30A of the CIRP Regulations. The unrestrained timeline
allowed for withdrawal of application, coupled with judicial hands-off
approach when it comes to the scrutiny of CoC’s decision have been at
the crux of all the issues. In this context, it seems fitting that a timeline
should be defined for application of withdrawal. The erstwhile Regulation
30A provided a window period of up to issuance of invite of EOIs. This
window period could close the backchannel created due to unrestrained
allowance of withdrawal, since the same would not have contradicted
Section 29A of the Code. Further, it seems that a balance has to be
achieved at the hands of Judiciary in its scrutiny of CoC’s commercial
wisdom, since a blind faith in the CoC would only defeat the purpose of
the court in this process. The Code is therefore in need of a careful
inspection and analysis of the costs and benefits of the withdrawal without
a definitive timeline, in order to keep its functioning under check.
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ANALYSIS OF THE SECURITIES APPELLATE TRIBUNAL’S
DECISION IN PRICE WATERHOUSE & CO V. SECURITIES
AND EXCHANGE BOARD OF INDIA - ANOTHER
REGULATORY OVERLAP? THE NEED TO REGULATE
THE REGULATOR

Ujjwal Jain®

The Securities and Exchange Board of India, being constituted to
‘protect the interests of the investors in securities’, is entrusted
with a wide range of powers. Sometimes, entrusting such wide
range of powers backfires when similar powers are vested with
other regulators as well, leading to the overlapping of powers.
This paper dissects what took the Securities and Exchange Board
of India a decade long time to investigate and pronounce a
decision in the multi-billion-rupee Satyam scam. The contention
and the objective of this paper arose when, in 2019, the Securities
Appellate Tribunal reversed the Securities and Exchange Board
of India’s 2018 decision citing lack of jurisdiction to decide on
the same, as it is in the domain of the auditing regulator, Institute
of Chartered Accountants of India. This paper posits that such a
power, to investigate chartered accountants auditing the books
of accounts of listed companies, should be vested with the capital
market regulator Securities and Exchange Board of India and not
with the Institute of Chartered Accountants of India. On the other
hand, this paper also brings forth various concerns of vesting
SEBI with such enormous powers and cautions about a future
discord between Securities and Exchange Board of India and the
National Financial Reporting Authority. The paper concludes
that though the market regulator needs to be vested with
appropriate legislative and executive functions (like carrying out
investigations), it can immensely raise its efficiency standards if

* The author is a student at Tamil Nadu National Law University. The Author remains
indebted to his divine mother Smt. Deepaa Jain for her assiduous and relentless
support and is also grateful to Shri Saai Sudharsan (Associate, Offices of Advocate
Shri R. Venkatavaradan) for his insights and inputs. The Author can be contacted at
udjain07@gmail.com.
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the power to adjudicate is divorced from its other functions, thus
upholding the trite principle of judicial independence.

I. INTRODUCTION

The raison d'etre for constituting a regulator like the Securities and
Exchange Board of India (“SEBI” or “Board”) is to protect the interests
of the investors vis-a-vis the dynamism of the capital markets. To ensure
that the same is executed, wide powers unhedged by any restrictions are
vested with the market regulator. The objective being that to protect the
larger interests of the investors, adequate powers are vested with SEBI to
thrust itself into action whenever the circumstances required. Not in its
entirety, but some similar powers are vested with other regulatory bodies
which might result in possible overlaps in their functioning,.

This paper begins with tracing the judicial decisions pronounced by
various authorities in the Satyam Computers Services Limited (“SCSL”)
scandal with a brief analysis of the decision of the Securities Appellate
Tribunal (“SAT”), followed by bringing into light the inter-regulatory
overlaps witnessed in the past. Further, the paper graduates to analyse the
contours of the enabling powers of SEBI and also critically analyses them
in the light of the SAT’s Satyam decision.

II. JOURNEY OF THE SATYAM CASE AND BRIEF ANALYSIS

It all started when SEBI had commenced investigation into the affairs
of the SCSL, upon receiving a mail' from its director, wherein he admittedly
stated that the statement of accounts of the company submitted to various
stock exchanges carried large scale financial manipulations and thus, was
not true and fair. The investigation found that certain directors and
employees of SCSL had connived in falsification and window dressing of
the books of accounts of SCSL. Subsequently, the statutory auditor (“Price
Waterhouse” or “PW”), individual auditors, and network of firms involved
in the audit services, were served with Show Cause Notices (“SCNs”),
directing them (i.e., “noticees”) to show cause as to why directions under
Sections 11(4) and 11B of the Securities and Exchange Board of India Act,

! Mail dated 09-01-2009.
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19927 (“1992 Act” or “SEBI Act”) should not be issued for violation of the
relevant sections of and regulations framed therein.

Replying to the allegations levelled in the SCNs, the noticees had also
raised the objection of the Board exercising jurisdiction over them and
insisted on the same being decided at the outset before delving into any the
matter pertaining to the case. This plea was turned down by the Whole
Time Member presiding over the matter, who ‘indicated’ that the issue of
jurisdiction would be determined in a common order along with the other

issues.’

Aggrieved, as the adjudication was underway, the noticees approached
the Bombay High Court' (“Bombay HC”) seeking to quash and set aside
the SCNs issued and proceedings initiated therein by the Board. The
petitioners raised the contention that the Board lacked ‘inherent
jurisdiction’ to enquire into the conduct of the noticees, who were
discharging their professional duty with the Company and are hence,
regulated by the Institute of Chartered Accountants of India (“ICAI”) by
virtue of the Chartered Accountants Act, 1949° (“1949 Act”). The
Bombay HC took cognizance of the exclusive jurisdiction vested with the
ICAI by virtue of the 1949 Act and concomitantly examined the powers
enshrined under Sections 11 and 11B of the SEBI Act. Pursuant to this,
the Court, dismissing the petition, held that the provisions of the SEBI
Act are of wide amplitude which makes the Board duty-bound ‘to take all
ancillary steps and measures to ensure that the interest of investors is

26

protected.” Further, as provisions of the SEBI Act do not prevent the

Board from exercising the jurisdiction of enquiring into noticees and

2 Securities and Exchange Board of India Act, (Act No. 15/1992) (India).

3 Price Waterhouse Bangalore, In re (Jurisdiction), 2010 SCC OnLine SEBI 218,
(2010), see 92 and 3.

4 Writ Petition filed, under Article 226 of the Constitution of India, 1950, in July
2010.

5 Chartered Accountants Act, (Act No. 38/1949), Preamble (India): “An Act to make
provision for the regulation of the profession of chartered accountants.” Also see, §
24A(1)(iii) (1949).

¢ Price Waterhouse and Co. and Another. v. Securities and Exchange Board of India
and Another, 2010 SCC OnLine Bom 1197) (“2010 Bombay HC judgment”), see
925.
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going by the principle of what is not prohibited is permitted, the Court
emphatically held that SEBI could issue directions to chartered
accountants (“CAs”), acting in their professional capacity. Further, the
Court also set out the scope and extent of the Board’s powers and
circumstances in which such powers could be exercised in the given case.’

After almost a decade long investigation and enquiry, the Board by an
order in 2018 (“2018 SEBI order”), held that noticees displayed a complete
disregard for the prescribed auditing practice which indicated ‘its complicity
in the manipulation’ and thus, barred them from auditing any listed
company in India for a period of two years.” Upon appeal’, the Appellate
Tribunal, agreeing with the findings of “professional lapse” but lacking
connivance, quashed the ban imposed on PW network of firms, as the
findings of the enquiry did not fall within the ambit laid down by the
Bombay HC in its 2010 judgment (“2019 SAT order”)." The Tribunal
further held that the role of debarment is beyond the scope and powers
of the Board under section 11 and 11B of the 1992 Act."" An appeal™ was
preferred on the 2019 SAT order to the Supreme Court of India (“SC”)
and the Apex Court stayed" the observations made by SAT in Para 78 of
its decision, which was further extended.'* The Division Bench of the SC
boiled down the matter to, whether SEBI is entitled to impose a ban on
the Chartered Accountants."

A. Brief Tri-Sectional Analysis of the Bombay HC, SEBI, and SAT

decisions:

7 Ibid.

8 Price Waterhouse, In re, 2018 SCC OnLine SEBI 3.

® Securities and Exchange Board of India Act, (Act No. 15/1992), § 15T (India).

10 Price Waterhouse and Others v. Securities and Exchange Board of India, 2019 SCC
OnLine SAT 165, see 199, 100 and 121.

" Ibid, q78.

12 Securities and Exchange Board of India Act, (Act No. 15/1992), § 15T (India).

13 Securities and Exchange Board of India v. Price Waterhouse, Civil Appeal 8567-
8570/2019, Supreme Court of India.

1 Ibid, dated 10-02-2020.

15 PTI, Supreme Court Extends Interim Stay On Appellate Tribunal’s Observation on
SEBI’s Power to Bar Auditors, BLOOMBERG QUINT (Feb. 10, 2020, 08:45 PM),
https://www.bloombergquint.com/law-and-policy/sc-extends-interim-stay-on-sat-s-
observation-on-sebi-s-power-to-bar-auditors/.

67



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

The 2010 judgment of the Bombay HC, fencing the scope of the enquiry
to be carried out by the Board against the noticees, had in a way allowed
the capital market regulator to proceed against the CAs. The decision
reiterated the Board’s powers to take any remedial or preventive measures
against the professionals if found that they have fabricated the books of
accounts. Pursuant to this Board could enquire and investigate CAs and
pass orders preventing them from auditing listed companies, thereby,
keeping them ‘at a safe distance from the securities market’.'* With this, the
Bombay HC had set the stage on which SEBI performed investigations and
conducted enquiries. Upon conclusion, when the Board passed an order
barring the auditors from issuing an audit certificate with respect to any
listed company, the Appellate Tribunal, on appeal set it aside, and stated
that such a direction was neither remedial nor preventive but in fact held
the same to be punitive. Furthermore, by holding that the role of
debarment is beyond the scope of Sections 11 and 11B, the decision of
SAT" is diametrically opposed to the 2010 decision of the Bombay HC. By
deciding so, the Appellate Tribunal had in a way rendered the Board
toothless when deciding upon manipulation of accounts of the listed
entities. It is pertinent to ask if the effect of the 2019 SAT order left SEBI
in a helpless position to twiddle its thumbs and gaze at the investors’
wealth being eroded away? On a regulatory parlance, it is similar to ask
that, if a co-operative bank is being mismanaged, should Reserve Bank of
India, the banking regulator, be a mute spectator.'® Thus, staying of the
operative part of the SAT’s 2019 decision by the Apex Court can be
justified.

II1. REGULATORY GAPS AND OVERLAPS IN THE PAST
Turf Inter-Regulatory-Body battles are not new to the Indian financial
sector and have been witnessed in the past.

16 Supra Note 6, 9 25 and 28.

17 Supra Note 10, 978.

18 Mehal Jain, "If A Co-operative Society Is Being Mismanaged, Should the RBI be A
Mute Spectator": Senior Advocate Shekhar Naphade, LIVE LAW (March 3, 2020,
10:33PM), https://www livelaw.in/top-stories/if-a-co-operative-society-is-being-
mismanaged-should-the-rbi-be-a-mute-spectatorsenior-advocate-shekhar-naphade-
153523.
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A. The Gold Exchange Traded Funds (GETF) Conundrum

An announcement was made in the Budget for the financial year 2005-
06 about the introduction of the GETT and proposed SEBI to introduce
it as mutual funds after ‘consultation’ with the banking regulator, RBL."
Pursuant to the announcement SEBI constituted a committee and based
on its recommendation made suitable amendments, thus, permitting
mutual funds to introduce GETFs in India.*” The RBI raised objections
that gold being a substitute for currency and GETFs would involve
exchange and trade, hence, the initiative of setting up of fund must be
under its aegis. The erstwhile commodity regulator, Forward Markets
Commission (“FMC”), contended that gold being a commodity, GETFs
are under its jurisdiction.” Later, in 2015 FMC was merged with SEBL.*

B. The Race to Regulate Unit Linked Insurance Products (ULIP) —
‘SEBI v. Insurance Regulatory Development Authority of India

(“IRDAT”)

Almost four decades after ULIPs were first launched, the Board in
2010 passed a suo moto Order, under Sections 11 and 11B of the 1992 Act.
By virtue of this order SEBI concluded that ULIPs were similar to mutual
funds and the companies which launched them had not obtained the
requisite certificate of registration from SEBI and thus, barred the 14
insurance companies from issuing ULIPs until such permission was
obtained from the Board.” Taking note of this, the IRDAI stated that
SEBI does not have powers or jurisdiction in the matter of ULIPs and
instructed the Insurance companies to go ahead with their business of

19 Part A, Chapter VIII, ‘Budget 2005-06°, Speech of P. Chidambaram, Minister of
Finance, (Feb. 28, 2005), https://www.indiabudget.gov.in/doc/bspeech/bs200506.pdf
20 SEBI, SEBI Annual Report at 4 (2005-06).

2! Ravi Krishnan, Launch of gold ETF options deferred as FMC cries foul, LIVE MINT
(April, 29, 2010), https://
www.livemint.com/Money/vAIYFUrvgxdH5BU7LdI0vM/Launch-of-gold-ETF-
options-deferred-as-FMC-cries-foul.html.

22 Finance Act, (Act No. 20/2015), § 131 and 133 (India) and amendments therein to
the Securities Contract Regulation Act, 1956, (Act No. 42 of 1956) (India); Forward
Contracts Regulation, (Act No. 74/1952) (India) read with Government Notification,
S.0. 2362 (E) and 2363 (E), Gazette of India (Aug. 28, 2015). See Press Release,
SEBI PR No.: 237/2015, (Aug. 28, 2015).

23 Aegon Religare Life Insurance Company Limited., In re (Compulsory
Registration), 2010 SCC OnLine SEBI 112.
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offering the products as per IRDAI guidelines “notwithstanding the said
Order of SEBL” * To resolve the deadlock, an ordinance, * which
subsequently metamorphosed into Bill and then to an Act”® was introduced
and it clarified that, ULIPs will be regulated by IRDAI and not SEBL

C. Simultaneous Action under Prevention of Money Laundering Act
(“PMLA”) and 1992 Act

Pursuant to the enactment of PMILA, SEBI enacted circulars® in order
‘to assist the authorities in the enforcement’ of the PMILLA.”’ According to
these circulars the market intermediaries were required to, iter alia, furnish
details of the suspicious transactions to the designated authority i.., the
Director, Financial Intelligence Unit (established under PMLA). Where a
stockbroker had executed trades in the sctip of a company on behalf of
members of a family, it was alleged that these transactions were fictitious in
nature and raised suspicion as they did not have any economic rationale.
Since these transactions were not reported by the financial intermediary to
the designated authority, SEBI issued an SCN to him and after following
due procedure the Adjudicating Officer held him guilty of violating the said
two circulars and imposed a minor penalty, under section 15HB of the 1992
Act”

24 Order No. WTM/PS/IMD/06/APR/2010, Insurance Regulatory and Development
Authority of India (IRDAI), (April 10, 2010).

25 Securities and Insurance Laws (Amendment and Validation) Ordinance 2010,
(India).

26 The Securities and Insurance Laws (Amendment and Validation) Act, (Act
26/2010) (India).

27 Prevention of Money Laundering Act, (Act No. 15/2003) (India).

28 ‘Guidelines on Anti Money Laundering Standards’, ISD/CIR/RR/AML/1/06 (Jan 18,
2006) and ISD/CIR/RR/

AML/2/06 (March 20, 2006) issued under § 11(1) of SEBI Act,1992 and Rule 7 of
Prevention of Money-laundering (Maintenance of Records of the Nature and Value of
Transactions, the Procedure and Manner of Maintaining and Time for Furnishing
Information and Verification and Maintenance of Records of the Identity of the Clients
of the Banking Companies, Financial Institutions and Intermediaries) Rules, 2005.

2 Prevention of Money Laundering Act, (Act No. 15/2003) (India).

30 SEBI Adjudicatory Authority (Feb 28, 2011) as referred to in Marwadi Shares and
Finance Limited v. Securities and Exchange Board of India, 2012 SCC OnLine SAT
118, q1.
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On appeal, the appellant contended that the PMLA and the Rules therein
impose an obligation on agencies to report, and the Board only has a
facilitating role at the grass root level to administer PMLA. Furthermore,
they contended that merely referring to Section 11 of the 1992 Act in the
circular and any violation which arises thereon, does not confer any
jurisdiction on SEBI to initiate action against the intermediaries and
therefore, only the authority under PMLA, not SEBI, can initiate action.
SAT, rejecting the arguments and upholding the Board’s Otrder, analysed
the wide scope of powers enshrined in Section 11 of the 1992 Act and held
that SEBI is competent to take action under SEBI Act for violation of
provisions of circulars issued by it mandating intermediary to comply with
certain provisions under PMLA.> The net effect being that action against
the appellant-stockbroker could be initiated under both these legislations.

The above case did not make it to the cause list of the Supreme Court,
but it patently raises substantial questions of constitutional law, as the
legal maxim goes nemo debet bis vaxari pro una et eadem cansa (no man should
be vexed twice for the same cause).

As illustrated above, there have been instances in the past wherein each
regulatory body, functioning as an independent silo, has inexorably
encroached into the jurisdiction of another regulatory or statutory body.
Similar is the case of the 2018 SEBI order, wherein the market regulator,
with all bona fide intentions of protecting the %nterest of the investors,
initiated enquiries against the auditors; it was contested that the same was
an encroachment into the ICAT’s ambit. Closely analyzing each of the
aforementioned cases in this part of the paper, a discussion is warranted
over the provisions which actually empowers SEBI — Section 11 and 11B
of the 1992 Act, and this will be done in the next part of the paper.

IV. ANALYSING THE CONTOURS OF SECTION 11 AND 11B OF SEBI
ACT, 1992

The powers of the Board are enshrined under Section 11. Sub-section
(1) is very widely worded and casts a duty on the Board to protect the interest

3! Marwadi Shares and Finance Limited v. Securities and Exchange Board of India,
2012 SCC OnLine SAT 118.
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of the investors’ and promote, develop and regulate the securities market by
such measures as it deems fit, and mutatis mutandis found across regulatory
statutes.”” Sub-section (2) neither restricts nor narrows down the wide
scope of Sub-section (1) and the powers enumerated therein are not
exhaustive® and merely illustrative. Section 11(4) together-with 11B are
referred to as enabling provisions, as these are the provisions which teeth
the Board to issue ‘reasoned’ orders and directions in the ‘in the interest
of investors or securities market.” As conceded by the Delhi HC, the
power under Section 11 is of a very wide nature and is not hedged in by
any restrictions.”

It is trite that if any authority, established by law, is vested with
unconfined powers and the discretion therein is to be exercised blindly
without adhering to any basic norms, framework, or guidelines which are
inherent safeguards, then such an empowering clause is violative of
Article 14.” for the reason that it leads to arbitrariness in state action.

A. Constitutionality of Section 11 and 11B
If any law grants unconfined power to any authority, then the
constitutional validity of such law is bound to be questioned. Sections 11
and 11B of the SEBI Act (“said provisions”) also share the same fate:

1. Ramrakh Bobra v. SEBI’: Pursuant to an order passed by SEBI
directing the petitioners not to undertake any fresh business as
brokers till the inquiry proceedings which have been initiated
against them concludes, the petitioners approached the HC
challenging the vires of the said provisions. They contended that
the said Orders were passed disregarding the procedure laid down
by the Act, thereby bypassing principles of natural justice.

32 Pension Fund Regulatory and Development Authority Act, (Act No. 23/2013), §
14(1) (India) and Insurance Regulatory Development Authority of India Act, (Act
No. 41/1999), § 14(1) (India).

33 Chanchal Jain v. SEBI, (2009) 163 DLT 95, see 5.

3 M.Z. Khan v. SEBI, AIR 1999 Delhi 164, see q18.

35 Constitution of India, 1950, art 14. See E.P. Royappa v State of Tamil Nadu, (1974)
4 SCC 3.

36 Ramrakh R. Bohra v. SEBI, 1998 SCC OnLine Bom 684 [§ 11(4) was not inserted
by this time].
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2. Apnand Rathi v. SEBI”: The petitioner stock-broker had misused
his official position by seeking price sensitive information from
the surveillance department in respect to certain specific scrips.
The Board, exercising its powers under the said provisions,
directed the petitioner %ot to undertake any fresh business as a broker
til] further Orders are passed by SEBI in this regard.’ This Order was
later ‘confirmed’, after an investigation and a post-decisional
hearing was afforded to the petitioner. Aggrieved, the petitioner
challenged the vires of Section11B on the touchstone of Articles
14 and 19(1)(g) of the Constitution.

3. 21" Century Entertainment Pot. Ltd. v. UODI* (‘21% Century”): Where
the petitioners, aggrieved by an ex-parte order passed by the Board
restraining them from accessing the security market, and
prohibiting from buying, selling and dealing in the securities, in
any manner, till further orders, approached the Rajasthan High
Court and challenged the constitutional vires of the said sections.
Their contention was that the Orders that had passed sections
11(4) and 11B were in violation of principles of natural justice and
hence must be struck down.

The constitutional challenge in the above cases was made on two
planks: firstly, that the passing of ex-parfe orders by SEBI violates
rudimentary principles of natural justice which amounts to arbitrariness
violating Article 14 and second)y, that such order restraining the aggrieved
persons from carrying out business or trade violated their right to do so by
virtue of Article 19(1)().* The High Courts in each of the above three
cases rejected these arguments and dismissed the petitions. Notably, the
Rajasthan High Court relying on a Division Bench decision* of the
Supreme Court reasoned that by giving a purposive interpretation to the
objects of the SEBI Act, which is a social-welfare legislation, the powers
enshrined under Sections 11 and 11B should be ‘construed as to sub-serve

37 Anand Rathi v. SEBI, 2001 SCC OnLine Bom 38]1.

38 215t Century Pvt. Ltd. v. Union Of India, 2010 SCC OnLine Raj 3814.

39 Constitution of India, 1950.

40 Ibid.

4! Securities and Exchange Board of India v. Ajay Agarwal, (2010) 3 SCC 765, §35-
38.
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the purpose for which it has been enacted’, namely, ‘the duty to protect the
integrity of the capital markets.” The two decisions of the Bombay HC also
echoed a similar reasoning. In 2019, the SC upheld* a similar power of the
Reserve Bank of India to issue directions to concerned entities under
Sections 35-AA and 35-AB of the Banking Regulation Act, 1949, by
attributing the reason to the fact that since the impugned sections belonged
to economic legislations, they must be given a generous and liberal
interpretation and must be viewed in great latitude.”

B. SEBI’s Power to Investigate People Acting in Professional Capacity

In the context of such enormous powers vested on a capital market
regulator, the British Columbia Court of Appeal in Exchange Bank and
Trust v. British Columbia Securities Commission* appositely observed:

“There are few areas in onr public life that are as dynamic and as innovative as
our capital markets. For the most part, that dynamism and innovation ensure to
the benefit of the economy at large and individual investors in particular. But that
same dynamism and innovation can, and does, lead to abuse. A regulatory agency
charged with oversight of the capital markets must have the capacity to move
quickly to stop transactions which it considers to be injurious to the capital
markels.”

As mentioned eatlier, prima facie the 1992 Act does prevent the Board to
initiate such an investigation and pass a direction thereon. But the limitation
which can be inferred thereon is that, such a person must be one ‘associated
with securities market...or dealing in securities.”®

The 2010 Bombay HC judgment had emphatically held that the
statutory duty regarding auditing the accounts of the Company has a
direct nexus with the interest of the investors and the stability of the
securities market. It brought the CAs auditing the accounts of listed
companies within the ambit of the phrase ‘associated with the securities

42 Dharani Sugars and Chemical Limited v. Union of India, (2019) 5 SCC 480.

43 Swiss Ribbons v. Union of India, (2019) 4 SCC 17 at § 21,23.

4 Exchange Bank and Trust v. British Columbia Securities Commission, 2000 BCCA
389 (Canada).

45 Securities and Exchange Board of India Act (Act No. 15/1992) (India), § 11(4)(b).
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market.™" 1t is pursuant to this and joint reading of Section 11C of the
1992 Act which empowers the Board to initiate an investigation.

Further, in order to bring any person within the four walls of Section
12A of the 1992 Act, it is essential for such a person to be ‘dealing in securities.
The phrase is defined in SEBI (Prohibition of Fraudulent and Unfair Trade
Practices relating to Securities Market) Regulations, 2003 (“2003

Regulations”). The definition underwent an amendment

and as per the
amended 2003 regulations, the phrase now includes ‘acts which may be
knowingly designed to influence the decision of investors in securities.” Reading the 2010
Bombay HC decision, which propounds the ‘actions which influence the
shareholders theory’ into Section 12A(b) of the 1992 Act indicates that the
amendment made is clarificatory in nature, one which was done to
overcome the obvious omission in the eatlier definition and bring it with
the tandem of Section12A.*

Strangely, the said changes were not reflected in the 2019 SAT order.
Even though the 2019 SAT order came neatly seven months after the said
amendment, but the 2019 SAT order still dealt with the old definition.*
The amendment empowers the Board to bring in persons like auditors (or,
for that matter any other corporate violators) under the 2003 Regulations.
The benefit being that, it would attract the rigours of Regulation 2 and 3
of the 2003 Regulations which brings with them penal consequences.
Further, to attract the rigours of Regulations 3 and 4 mens rea is not an
indispensable requirement and the correct test is one of preponderance of
probabilities. ¥ The 2019 SAT Order refused to bring the appellants
therein within the framework of 2003 Regulations and consequently set

46 Regulation 3 of SEBI (Prohibition of Fraudulent and Unfair Trade Practices
relating to Securities Market) (Amendment) Regulations, 2018.

47 Director of Income Tax v. New Skies Satellite BV, (2016) 382 ITR 114, 9 39.

48 Supra note 10, 936. Sometimes, amendments are not brought before the notice of
the Courts: ‘SC fixes it’s January 7 verdict; Teachers can now claim gratuity under
Payment of Gratuity Act.” See: Birla Institute of Technology v. State of Jharkhand,
(2019)4 SCC513,9 2.

49 SEBI v. Kanaiyalal Baldevbhai Patel, (2017) 15 SCC 1 at 31, § 62.
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aside the 2018 SEBI Order, which had arrived at a conclusion on the basis
of preponderance of probabilities.

In the 2019 SAT order, the SAT also held that violation of auditing
standards by a Chartered Accountant is a professional misconduct and
can only be considered by the ICAL> This is a dangerous interpretation
to make and in the Author’s opinion, it would invite future jurisdictional
conflicts between regulators. This can be best understood by an
illustration where a statutory auditor of a listed company has conveyed
unpublished price sensitive information in violation of the SEBI
(Prohibition of Insider Trading) Regulations, 2015. Treading on the
aforesaid interpretation and observations of SAT, such an act of
misconduct would have to be dealt with by ICAI as it is a violation of
Standards of Auditing’' and Code of Ethics™ and resultantly, SEBI would
be left twiddling its thumbs, which would be detrimental in the ‘zuzerest of
investors and the securities market.

As a result of the separation of ownership and control of a company,
financial statements are the primary mechanism for its shareholders to
monitor the performance of directors. When professionals like statutory
auditors are scrutinising the books of accounts of a listed company, they
fit themselves into the larger shoes by executing the responsibility and duty
of reporting, to investors and other stakeholders, a true picture of the
financial statements of the company.” In such a backdrop the real test
should be looking at the function of the regulated entity which it is
discharging and not the structure or the organization to which such a
regulated entity belongs. Going by this and also by the recommendations
of the Committee of Corporate Governance,™ it would be best to leave

30 Supra note 10, 148.

5 A15, Standard on Auditing (SA) 200, “Overall Objectives of the Independent
Auditor and the Conduct of an Audit in Accordance with Standards on Auditing”
should be read in the context of the “Preface to the Standards on Quality Control,
Auditing, Review, Other Assurance and Related Services.” ICAI (2010).

52 See Code of Ethics, ICAIL § 100(4), 140.

33 < Agency Theory and the Role of Audit’, INSTITUTE OF CHARTERED ACCOUNTANTS
IN ENGLAND AND WALES, (Dec. 2005).

34 Uday Kotak, Report of the Committee of Corporate Governance, SEBI (June 2017)
atp. 88.
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the task of regulating the profession of the CAs with ICAI On the same
hand, the task of disciplining the relatively smaller world of listed-
companies’ auditors who, neglectfully or otherwise, publish accounts
which are neither true nor fair should be in the realm and domain of SEBI.

The times ahead seem to be increasingly tough, as one of functions of
the newly constituted National Financial Reporting Authority >
(“NFRA”) is same as that of SEBL, viz. to ‘protect the interests of investors™, it
also ousts the jurisdiction of ‘other institute or body’ to ‘nitiate or continue any
proceedings’ in which the NFRA has initiated an investigation.”” Thus, one
may foresee a ‘game of thrones’ between the NFRA and SEBI, instead of
enhancing the financial regulatory governance mechanisms.

C. Concerns of Unbridled Powers under Sections 11 and 11B of the
SEBI Act

Regulatory independence is essential to support the functioning of the
regulator as an expert body. But independence is not an unmixed blessing:
when unelected officials are given strong powers, this needs to be
accompanied by appropriate accountability mechanisms.” The 1992 Act
makes it the duty of the Board to ‘protect the interests of investors and securities
market’, and empowers it to pass directions and frame regulations in those

strides - a phrase so widely ranged that it can engulf within it the painting
of Mother India by M F Husain.”

Section 11(4) of the 1992 Act empowers the Board to debar a person
from accessing and dealing with the securities market ‘until further notice’
without even affording a hearing. Though the proviso to Section 11(4)
vouchsafes the Board to give an opportunity to hear such a person a post-
decisional hearing raises the fundamental question whether the hearing
granted would be a fair one — free from bias and closed minds? If not,

55 Companies Act (Act No. 18/2013) (India), § 132(1).

56 Rule 4(1), National Financial Reporting Rules, 2018 (India).

57 Companies Act, (Act No. 18/2013) (India), § 132(4)(a).

58 Financial Sector Legislative Reforms Commission, Report of the Financial Sector
Legislative Reforms Commission, Volume I, (March 2013), p.16.

% Somasekhar Sundaresan, How Constitutional are SEBI Directions, BUSINESS
STANDARD (March, 2015), https://www.business-standard.com/article/opinion/how-
constitutional-are-sebi-directions-115032900678 1.html.
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then such a heatring would prove to be sham and fruitless.”” The powers
are so vast and unrestricted that the Bombay HC was asked to intervene
to decide on the Board’s jurisdiction. Subsequently, it had to also lay down
the parameters for investigation which the Board was to undertake against
the petitioner-CAs. Shouldn’t safety valves, like the parameters, be
implanted within the legislation itself?

i.  Prolonged Investigations — A Cause for Worry
“For who would bear the Whips and Scorns of time, The Oppressor’s wrong...”
(Hamlet). .. the Law’s delay!

Concerns are also that SEBI exercises all the three functions of a State
— the legislature, the executive, and the judiciary. The investigations
commenced by the Board are not reviewed by any Body and has time and
again received directions from anti-corruption watchdog Central
Vigilance Commission and transparency panel Central Information

Commission®', asking the Board to “finish the probes on time.”** Numbers

,
reveal disturbing facts, over 350 cases are pending before the Board for
adjudication, out of which nearly half have been awaiting their fate for
more than 2 years now.”’ Such trends of pendency and consequent delays
tend to reflect on our ease of doing business ranking on the parameters

of legal enforceability.”!

In the whole Satyam Scandal and PW episode, it took SEBI “nine long

years”® to pronounce its final decision. Pertinently, by that time ICAT had

already stripped their Institute’s membership of the auditors of SCSL.

60 James O- Freedman, Summary Action by Administrative Agencies, 40 UNI. OF
CHICAGO L.R. 1 at 3-4 (1972); Jain S.N., Administrative Law aspects of “Maneka
Gandhi”, 21 JOURNAL OF THE INDIAN LAW INSTITUTE 3 at 387.

6l Mamata Chandra Pal v. SEBI, CIC/SEBIH/A/2018/113737-BJ, Central
Information Commissioner Order.

92 Reena Zachariah, ‘Finish Probes on Time, CVC to SEBI’, ECONOMIC TIMES,
March, 1, 2018.

3 Table 3.50: ‘An Age-Wise Analysis of Enforcement Actions under § 11, 11b and
11d of the SEBI Act, 1992°, SEBI (2018-2019) at p. 159,160.

64 See: Economic Survey, Ease of Doing Business’ Next Frontier: Timely Justice,
Vol. 1, Chapter 9 (2017-2018).

85 Supra Note 10, 9 132-133.

% Press Release on the Satyam Verdict, ICAI, (Apr. 09, 2015).
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Notably, the CBI had also concluded its investigations and the Special
Session Court Hyderabad had also pronounced the decision in April
2015. " Even the US’ market regulator, Securities and Exchange
Commission, had settled the SCSL case way back in 2011. The latter fact
was obsetved in the 2018 SEBI order® and upon appeal SAT expressed
its dissatisfaction on the fact that SEBI has taken an unreasonably long
time to pronounce the decision in this case.” Prolonged investigations
coupled with unbridled powers of SEBI to pass ex-parte interim orders
has forced SAT to caution the Board, on numerous occasions, to exetcise

3570

such powers “sparingly and only in extreme urgent matters”" and not

when there is no real urgency.

It is submitted that there emerges palpable inconsistency within sub-
sections (4) and (10) of Section 11C of the SEBI Act. The former sub-
section prescribes 6 months as the maximum time period for
Investigating authorities to analyse the seized information, while the latter
provision authorizes SEBI to keep in its custody such information until
“the conclusion of the investigation.”

Amidst all this, it was also proposed that SEBI be empowered to
intercept phone calls to aid investigations.”' It raises a fundamental
question: Do lofty ideals justify faux measures?

Notably, the Madras HC has decided to test the constitutional validity
of Section 36B, Advocates Act, 1961, due to which cases are piling up
with the State Bar Council, which is the arbiter of disciplinary actions to
be taken as per the provision.”” Prolonged investigation is a cause of worry
because, pursuant to Section11(4), the Board has the deleterious potential

87 State represented by CBI, SPE, Hyderabad v. Byrraju Ramalinga Raju in CC 1,2
and 3/2010, 2015.

%8 Supra Note 8, § 193.

% Supra Note 10, 9 133-134.

70 North End Foods Marketing Pvt. Limited v. Securities and Exchange Board of
India, 2019 SCC OnLine SAT 6, 4 13. Also see: Udayant Malhoutra v. Securities and
Exchange Board of India, 2020 SCC OnLine SAT 76, § 11.

"L SEBI, Report of the TK Viswanathan Committee on Fair Market Conduct (Aug,
2018).

72 PL Sunder v. Bar Council of India, WP No. 3610/2020.
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by way of an interim order to debar a person from accessing and dealing
with the securities market until further notice or conclusion of
investigations, without even affording a hearing.

i2. Dilution of Separation of Powers Principle

In the Price Waterhonse case,” the noticees were asked to prove the
jurisdiction of the Board to investigate them before the adjudicatory
authority, which was the Board itself. This is in direct inconsistency with
the principle #emo judex in cansa sua — that no one should be a judge in its
own cause. Even the SC has expressed its concerns over such an
arrangement, stating that it runs counter to the doctrine of separation of
powers'* and undermines the principle of judicial independence. The only
body to which the Board is accountable (apart from High Courts and SC)
is the Securities Appellate Tribunal, which too has rapped the Board for
passing non-speaking orders,” orders without application of mind and has
imposed costs thereon."The SAT also rapped the boatrd for not having
communicated the pronouncement of its (Board’s) own order to the
aggrieved party and in dismay, observed that the ‘systernz undertaken by the
SEBI needs a revisit.””’

It is observed that though the subordinate legislations which are to be
framed under the 1992 Act are, as per Section 31, to be routed through
the Parliament, the same does not apply for the ‘directions’ [s. 11(4)]. Itis
bound to raise eyebrows when, in absence of safeguards in the 1992 Act,
the Board issues (colourable) directions which in pith and substance are sub-
ordinate legislations, thereby bypassing the Parliament.

3 Supra Note 3.

" Clariant International Limited v. SEBI, (2004) 8 SCC 524 at p. 550 q 75
(hereinafter “Clariant International”).

75 JK Paper Limited v. SEBI, Appeal No. 155 0f 2020 decided by Securities Appellate
Tribunal, § 11, 12 and 13.

76 Sanjay Gupta v. SEBI, Misc. Application No. 148 /2019 and Appeal No. 89/2019,
SAT order. See, Harsh Patidar, Imposition of Cost on Regulators: An Invidious
Practice, [2019] 108 taxmann.com 519 (Article).

7 Dr. Prannoy Roy v. Securities and Exchange Board of India, 2019 CC OnLine SAT
37.
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The intervention of the Central Vigilance Commission and Apex
Court’s concerns in Clariant International validates the fact that there are no
policies, guidelines or norms in place to ensure that Board treads within
these boundaries while exercising its powers under the 1992 Act. The
regulatory bodies which stand on such a bedrock of legislations do tend
to cross lines. For instance, the Gujarat HC, coming down heavily on the
RBI who had issued directions to the NCLT, warned the banking
regulator to be “careful while issuing press releases”; and “it nrust be in consonance
with the Constitutional Mandates, based upon sound principles of Law.””® Notably,
the European Courts of Human Rights had interdicted similar such
enormous powers of the Italian securities regulator, when it disregarded
basic principles of natural justice while carrying out investigations.”

V. CONCLUSION AND WAY FORWARD

Regulatory authorities are vested with the task of regulating a particular
area, function or entity for twofold reasons: firs#y, that the said body will
have the specialised workforce combined with superior technical
knowledge, and second}y, that the regulating authority as a whole remains
insulated from changes in the political executive thus, enabling it to spring
into action to tackle the dynamism of the area(s) which it is entrusted to
regulate. But when two regulatory bodies lock their horns over regulating
a specific sector/entity, it defeats the entite purpose of setting up and
delegating the task to an executive arm. The legislation governing SEBI
vests it with a larger responsibility of ‘profecting the interests of investors’ and
jurisdiction to discipline those CAs associated with the securities market,
which will override the ICATD’s role with respect to those areas.

One would have expected NFRA, after its constitution, to address the
issues of accounting manipulation and frame robust policies to prevent it.
But the current legislative framework gives a strong belief that if an
incident of manipulation of books of accounts in a listed company, like
the Satyam Scandal, is unearthed then there would be a race between
NFRA and SEBI to regulate the concerned entity. To put it in
perspective, the two entities would find themselves in a 100 metre sprint,

8 Essar Steel v. Reserve Bank of India, (2017) SCC OnLine Guj 995 J45A.
7 Grand Stevensv. Italy, ECHR 062 (2014).
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whereas it was expected from them to play a cooperative role like that of
a team in a 4¥100 metre relay race!

The fact that there are enormous powers vested with the regulator and
no external body to review those, raises concerns about the accountability
of the regulator. Resultantly, it took nearly a decade to dissect an event
that had a cascading effect on the securities market. It is true that the
Board needs to be vested with such powers to spring into action whenever
it is expected to, but if the actions are taken after a prolonged time, the
very purpose to vest such power is frustrated. It is true that investor
protection brings with itself investor confidence and coupled with
dynamism, it justifies the need to vest the Board with the powers and
functions of making regulations and executing them. On the same hand,
it is imperative in the interest of effective implementation of these two
functions that the first instance of adjudication be separated from the
Board. The manner in which Satyam episode has been dealt by SEBI is a
wake-up call for reforms in the regulatory governance mechanisms of the
capital markets regulator.
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REGULATING MANDATORY ARBITRATION:
HARMONISING WORKING WORLD REALITIES WITH
DUE PROCESS CONCERNS

Shivani Iyet”

In debating mandatory arbitration, most critics ignore the
commercial and logistical hurdles that all employee-plaintiffs
face, irrespective of their claim. However, these realities must
not be ignored in evaluating what is an efficient redressal
mechanism  for employment disputes. By juxtaposing
employment arbitration with its litigation counterpart, this
paper makes a case for the use of regulated mandatory
arbitration over the tedious court system. The harsh criticisms
that mandatory arbitration faces today are not to be considered
permanent failures of the system, but lacunae that can be
legislatively filled. It is argued that the potency of party
autonomy allows the conception of a regime that is not only
equitable and efficient but also uniquely alive to the special
needs of a victim of sexual harassment or discrimination. This
regime can be achieved by way of a legislation that aims to
govern mandatory arbitration of employment disputes by
imposing certain restrictions on its use and contains a “Model
Mandatory Arbitration Clause” that will act as a blueprint for
dispute resolution clauses in employment contracts. This novel
solution will not only validly address all that is currently wrong
with the system, but by marrying the best features of arbitration
with due process guarantees, make it the dispute resolution
mechanism employees have been desperately waiting for.

I. INTRODUCTION
It is widely agreed that arbitration offers many advantages compared
to litigation, as it is faster, simpler, less expensive and disruptive, and far
more flexible.' If the course of arbitration is traced through centuries, one
can find that it was used in most primitive societies as well as in modern

* The author is a student at Gujarat National Law University, Gandhinagar.
! Circuit City Stores, Inc. v. Adams, 532 U.S. 105, 123 (2001); Epic Sys. Corp. v.
Lewis, 138 S. Ct. 1612, 1623 (2018).
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civilizations.” This must be true for employment disputes too, as it has
been noted that industrial controversies were arbitrated even in ancient
times in matters of master-servant relations, terms of employment,
working conditions, and wages. One of the very first disputes submitted
to the earliest known American arbitration tribunal, organized in 1786 by
the Chamber of Commerce of New York, involved the wages of seamen.’

Mandatory arbitration is a practice in which a business requires
employees or consumers to agree to arbitrate legal disputes with the
business, rather than going to court. Mandatory arbitration clauses in
employment contracts effectively bar employees or consumers from
going to court and instead divert legal claims into an arbitration procedure
that is established by the clause.® These clauses have dramatically
increased over the past twenty-eight years.” They are now the norm in
industries such as financial services, health care, engineering, and
information technology,® with an estimated sixty million American
employees subject to mandatory arbitration clauses. © Mandatory
arbitration of employment disputes has been the subject of lively public
policy debate among legislators, courts, administrative agencies,
alternative dispute resolution providers, and legal scholars,’® but recently
the scales have more than tipped against it. What was conceptualised as a
dynamic institution for the peaceful settlement of discord, differences,
and disputes,” is being justly condemned for having been used in one of
its ugliest forms as a tool of suppression to silence the claims of hundreds
of victims of sexual harassment and discrimination. Additionally,

2 Frank D. Emerson, History of Arbitration Practice and Law, 19 CLEV. ST. L. REV.
155, 156 (1970) [hereinafter “Frank Emerson™].

3 Id. at 156.

4 Alexander J. S. Colvin, The Growing Use of Mandatory Arbitration: Access to the
Courts is now barred for more than 60 million American workers, ECONOMIC POLICY
INSTITUTE, 2 (2017), https://www.epi.org/files/pdf/135056.pdf [hereinafter
“Colvin™].

SId at 1.

® Christine M. Reilly, Achieving Knowing and Voluntary Consent in Pre-Dispute
Mandatory Arbitration Agreements at the Contracting Stage of Employment, 90 CAL.
L. REV. 1203, 1208 (2002) [hereinafter “Christine Reily™].

7 Colvin, supra note 4, at 1.

8 Christine Reily, supra note 6, at 1206.

® Frank Emerson, supra note 2, at 164.
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mandatory arbitration has been censured for having other major

10

drawbacks for employees™” that makes it a mechanism skewed in favour

of employers.

One major criticism is the “repeat player” problem, wherein certain
employers are advantaged by virtue of being frequently involved in
arbitrations and employees are unlikely to win in an arbitration or recover
significantly less than what they would get through a court action. The
employers further gain a substantial advantage when they are allowed to
choose their arbitrators and tailor arbitral procedures according to their
needs."" While these points of concern make mandatory arbitration seem
insidious and one-sided, this paper will show that these apprehensions are
not inherent defects, but are just temporary setbacks capable of
rectification. Over the course of this paper, a case will be made for using
legislative resources to mend the broken system of mandatory arbitration
in employment disputes. Although arguments against mandatory
arbitration are conceptually powerful, especially when sensitive issues are
at stake,"” it would be unreasonable to shun an otherwise equally effective
system" simply because it is currently being abused, especially when such
abuse can be checked. In fact, it will be shown that once mandatory
arbitration is sufficiently regulated, with a special focus on discrimination
and sexual harassment claims, this system will present itself as not only a
commercially and logistically viable option but also a fair and equitable
redressal mechanism for all employees, regardless of the kind of claim.

This paper, firstly, weighs employment arbitration against its
alternative, employment litigation. Secondly, it examines the urgent
legislative need in the field of mandatory employment arbitration in order
to successfully harmonise ground realities with the want of a fair and
impartial grievance redressal mechanism. Thirdly, it proposes the

10 Kathleen McCullough, Mandatory Arbitration and Sexual Harassment Claims:
#MeToo - and Time’s Up Inspired Action Against the Federal Arbitration Act, 87
FOrRDHAM L. REV. 2653, 2658 (2019).

1 Id. at 2659.

12 Theodore J. St. Antoine, Mandatory Arbitration: Why It’s Better Than It Looks, U.
MICH. J. L. REFORM 783, 787 (2008) [hereinafter “St. Antoine”].

13 Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth, Inc., 473 U.S. 628 (1985).
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introduction of a new law, and a “Model Mandatory Arbitration Clause”
to sufficiently, if not perfectly, achieve the goal of this harmony.

II. A THOROUGH APPRAISAL: EMPLOYMENT ARBITRATION OR
LITIGATION?

Employers today draft employment agreements singlehandedly, or use
boilerplate employment contracts and the mandatory arbitration clauses
therein, which often define the procedures, scope, and location of the
potential arbitration as well as the process through which arbitrators will
be appointed. Additionally, employers are known to mandate
confidentiality agreements on all parties involved with the proceedings,
limiting public knowledge of the dispute in a selfish attempt to protect
their reputation in the market and prevent any hits to share prices. For
employers today, mandatory arbitration is an attractive choice because it
wards off protracted and expensive litigation, which often poses the threat
of inconsistent jury awards,'* and more so because employers are typically
in a more powerful bargaining position compared to the employee. This
results in a serious power disparity between both parties at the time of
contract conclusion, forcing the employee to often accede to terms
without negotiation. This allows an employer to dictate critical aspects of
the arbitral process by framing a one-sided ‘mandatory’ arbitration clause,
which makes it difficult for the employee to obtain justice later when a
claim arises. Consequently, opponents to these mandatory arbitrations
argue that employees do not truly consent to such atbitration clauses,"
more so, as they often fail to even read or understand the terms of their
employment agreements, including any provisions mandating

16

arbitration.”® Even if they do read their contracts, they are unlikely to be

able to alter them since they may be denied a benefit related to the

14 Alexander Colvin, From Supreme Court to Shopfloor: Mandatory Arbitration and
the Reconfiguration of Workplace Dispute Resolution, 13 CORNELL J. L. & PUB.
PoL’y 581, 585 (2003).

15 Ralph Baxter, Jr. & Evelyn Hunt, Alternative Dispute Resolution: Arbitration of
Employment Claims, 15 EMPLOYEE REL. L.J. 187, 191 (1989) [hereinafter “Ralph
Baxter”].

16 Jean Sternlight, Creeping Mandatory Arbitration: Is It Just, 57 STAN.L.REV. 1641,
1636 (2004) [hereinafter “Jean Sternlight”].
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employment or denied employment altogether if they do not agree to the

ptovisions.17

Private or confidential arbitrations are also deemed to be unfair
because of lack of public scrutiny, limited discovery, and insufficient
damages.'® Further, some employers, known as “repeat players,” gain an
advantage, merely by virtue of being frequently involved in similar
arbitrations. This is because an arbitrator is more likely to decide in favour
of the “repeat player” due to the potential financial incentive of being
appointed again. This is common in both institutional and ad-hoc
arbitrations. Furthermore, a “repeat player” is doubly advantaged because
not only does he possess the power to offer an implied financial incentive,
but an arbitrator is unlikely to decide against the employer in fear of
developing an anti-employer reputation in the industry, likely to affect
future prospects of being appointed by other employers. Opponents

<

explain that this “repeat provided bias” or “selection bias” further
militates against incorporating mandatory arbitration clauses in

employment disputes."”

In an effort to remedy these issues, most particularly the lack of real
consent, some commentators have suggested that pre-dispute mandatory
arbitration be abolished and instead, arbitration be presented as an option
to the employee after the dispute has arisen.”” Even the Task Force on
Alternative Dispute Resolution in Employment recognised the dilemma
inherent in the timing of an agreement to arbitrate statutory disputes.”!
Although submitting the dispute to mandatory arbitration after it has

17 Ralph Baxter, supra note 15.

18 Heidi Hellekson, Taking the Alternative out of the Dispute Resolution of Title VII
Claims: The Implications of a Mandatory Enforcement Scheme of Arbitration
Agreements Arising out of Employment Contracts, 70 N.D. L. REV. 435, 451 (1994)
[hereinafter “Heidi Hellekson™].

19 Jean Sternlight, supra note 16, at 1631.

20 Heidi Hellekson, supra note 18, at 456.

2L 4 Due Process Protocol for Mediation and Arbitration of Statutory Disputes
Arising out of the Employment Relationship, AMERICAN ARBITRATION ASSOCIATION
(1995),
https://www.adr.org/sites/default/files/document_repository/Employment%20Due%
20

Process%20Protocol 0.pdf.
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arisen is an appealing concept this may just be another instance where the
best is the enemy of the good.”” This is because it is important to realise
that in the vast majority of cases, one of the parties will not agree to
arbitrate, as arbitration forecloses using the threat of litigation as a
strategic tool.”” Employers employ dilatory tactics in matters of discovery
in an attempt to force a plaintiff to compromise or accept a reduced
settlement. Equally, employees with frivolous claims designed to extort
their employers by threatening high costs of litigation may be deterred by
a requirement to submit disputes to arbitration.**

The only situation in which both the employer and the employee will
agree to arbitrate is one where they both truly believe that they can prove
their respective cases. This represents an insignificant number of claims.”
Additionally, according to one of the views on this issue presented in the
Due Process Protocol, postponing such an agreement until a dispute
actually arises, when there will likely exist a stronger re-disposition to
litigate, will result in very few agreements to arbitrate. This negates the
likelihood of effectively utilising alternative dispute resolution and
overcoming the problems of administrative and judicial delays which
plague the system. Therefore, the author argues that the relevant debate
is not between mandatory pre-dispute and voluntary post-dispute
arbitration, but rather between mandatory arbitration and litigation of
employment disputes.

A remarkable lack of procedural protection in mandatory arbitration
proceedings has resulted in a perception that mandatory arbitration is
inherently biased against the employee and skewed in favour of the
employer. It must come as no surprise that employees find due process
protections to be more explicitly instituted in the courts than in

22 St. Antoine, supra note 12.

2 David S. Sherwyn et al., In Defense of Mandatory Arbitration of Employment
Disputes.: Saving the Baby, Tossing Out the Bath Water, and Constructing a New Sink
In the Process, U. PA. J. LAB. & Emp. L. 73, 129 (1999) [hereinafter “David S.
Sherwyn™].

2 Id. at 129-30.

B .
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* However, unlike the volumes of academic attention

arbitration.
previously devoted to this subject, the author does not view mandatory
arbitration in a vacuum. Too often, mandatory arbitration is rejected
because of its alleged faults without being compared to its alternatives®

or acknowledging ground realities.

A. Undervalued Confidentiality

Numerous scholars have criticised arbitration for being secretive or
opaque. However, the public aspect of litigation is potentially detrimental
to employees and employers alike” and there are many situations when
an employee himself would prefer confidentiality rather than a public
hearing. This is especially true in cases of sexual harassment or even
discrimination claims, where a more private and intimate setting is a better
alternative to an open-court where attorneys tend to badger the victims
and unnecessarily delve into their past or sexual history in an attempt to
assassinate their character and integrity or intimidate them into
withdrawing their case.” Further, the employet’s defence might be that
the employee had engaged in misconduct, was careless or incompetent.
In such cases, the employee would largely benefit from a confidential
arbitration process because there is a risk that the airing of such allegations
in public would damage the employee’s reputation. Whistle-blowers and
victims who allege discrimination in the workplace might find their future
job prospects harmed if their dispute is aired publicly. Following the trial,
those employees may be blacklisted, disrespected, and distrusted when
they attempt to return to work.”

B. Inexpensive, Short-Lived and Successful
Another misjudged criticism is that arbitration imposes a one-sided
cost regime on the employee. This argument obviously ignores the cost
realities of a court action. Employment litigation is a costly option for

26 Jean Sternlight, supra note 16, at 1642-43.
27 David S. Sherwyn , supra note 23, at 75.
8 Id. at 98.

2 Id

074
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both employers and employees.”’ Whether arbitration is costlier than
litigation or not depends overall on how attorneys’ fees and other costs
compare. Survey evidence and business experience provide some
evidence that the total costs of arbitration are lower than in litigation.”” In
the court system, the employee will necessarily have to engage a

competent attorney >

not only to navigate through the complex
procedures and legalese of the courtroom, but to also defend their claim
against a financially stronger employer’s proverbial army of lawyers. But
unfortunately, many lawyers will not even agree to invest their time in
statutory-discrimination court suits,’ which account for a majority of
employment disputes. In most cases, courts also require the payment of
recurrent administrative fees before a judge hears the dispute, even after
which the court finds it difficult to allocate time to appropriately
investigate the matter and adjudicate the complaint.” On the other hand,
an employee can, if need be, represent themselves in an arbitration while
not being bogged down by the combative nature of litigation and
courtroom complexities.

A key determinant for both sides, apart from cost-effectiveness, is
time. “Justice delayed is justice denied” aligns well with economic theory.
A recent study quantified the significant time differences between
litigation and American Arbitration Association administered arbitration
from the initiation of a case to its final determination. It concluded that

arbitration accelerates the pace of dispute resolution.™ It was found that

31 The Dunlop Commission on the Future of Worker-Management Relations - Final

Report (1994),
https://digitalcommons.ilr.cornell.edu/cgi/viewcontent.cgi?referer=https://www.goo
gle.com/&httpsredir=1&article=1004&context=key workplace [hereinafter

“Dunlop Commission Report™].

32 Christopher R. Drahozal, Arbitration Costs and Forum Accessibility: Empirical
Evidence, 41 U. MICH. J. L. Reform 813, 840 (2008).

33 David S. Sherwyn, supra note 23, at 89.

34 Theodore J. St. Antoine, Why Mandatory Arbitration May Benefit Workers (1997),
https://repository.law.umich.edu/articles/1433/ [hereinafter “Theodore J. St.
Antoine”].

35 Dunlop Commission Report, supra note 31, at 55.

36 Roy Weinstein & Cullen Edges, Efficiency and Economic Benefits of Dispute
Resolution through Arbitration Compared with U.S. District Court Proceedings,
MICRONOMICS (2017),
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on average, U.S. district court cases took more than 12 months longer to
get to trial than cases adjudicated by arbitration. When the comparison
involved time through appeal, US district and circuit court cases required
at least 21 months longer than arbitration to be resolved.”” In another
recent assessment more relevant to our context, where each day spent in
dispute resolution is a possible loss of much needed income, it was found
that half of the cases that employees initiated in litigation in US federal
courts and prevailed during 2014-18 required at least 532 days, with an
average of 665 days.” This was compared to the median and average
number of days from initiation to termination, 523 and 569 respectively,
for arbitration.” In light of the costs associated with the delays caused in
the judicial process, other things equal, parties must consider arbitration
for dispute resolution.”

A further argument advanced by critics of mandatory arbitration is that
employees do not fare as well in arbitration as they do in litigation.
However, in a report comparing over 10,000 employment arbitrations
with over 90,000 employment lawsuits in US federal courts that
terminated between 2014-18, it was found that not only is employment
arbitration quicker than litigation," but employees ate also three times
more likely to win in an arbitration than in court. It also found that
employee-plaintiffs receive higher monetary awards in employment
atbitrations than in litigation. * It concluded, in line with empirical
evidence, that employment arbitration is an effective process for resolving
employment disputes, and is faster and more favourable to employees

http://www.micronomics.com/articles/Efficiency Economic Be-

nefits Dispute Resolution through Arbitration Compared with US District Cou
rt_Proceedings.pdf [hereinafter “Report on Efficiency and Economic Benefits of
Dispute Resolution”].

371d. at 2.

38 Nam D. Pham & Mary Donovan, Fairer, Better, Faster: An Empirical Assessment
of Employment Arbitration, INSTITUTE FOR LEGAL REFORM (2019),
https://www.instituteforlegalreform.com/uploads/sites/1/Empirical-Assessment-
Employment-Arbitratio-n.pdf [hereinafter “An Empirical Assessment™].

¥ 1d.

40 1d. at 26.

Id ats.

21d at 8.
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than litigation.” It is safe to say that the figures will be worse in countries
with underfunded judicial systems and poor quality of judicial processes
including court structure and proceedings, case management, and court
automation. A much wider range of logistical factors can cause delays in
those situations. The Law Commission of India reports that the judicial
system is unable to deliver timely justice because of a huge backlog of
cases for which the strength of judges is completely inadequate.*
Needless to say, the more the delay in litigation, the higher the costs
involved. It is not surprising that arbitration is touted to be the quickest
method of labour dispute settlement in India.*

I11. MANDATORY EMPLOYMENT ARBITRATION & THE NEED FOR
LEGISLATIVE MANDATE

The current system for adjudicating discrimination cases is so
expensive and inefficient, that it is unfair to both employers and
employees.*” In most countries, employment disputes are governed by
local labour laws. These laws determine how economic risks are shared
between workers and their employers. In order to better deal with
employment-related disputes, most countries have adopted an approach
that aims to decentralise the administration of justice. Nations such as
South Africa, Australia, India and most European states including Ireland,
Germany, the UK, France, and Belgium, amongst others, have a
specialised judiciary dedicated to labour disputes. This may be in the form
of “labour courts”, “industrial tribunals”, etc. These forums were
introduced with the objective of expedited adjudication of employment
disputes. Supporters of specialised judiciaries have asserted that
specialised judges can resolve disputes faster and more efficiently since
they can devote more time to individual cases.”” But since labour coutts
are part of the same national judicial system, it follows that they would
usually face the same challenges. These, as previously discussed include,

B Id at 16.

4 LAw COMMISSION OF INDIA, ARREARS AND BACKLOG: CREATING ADDITIONAL
JUDICIAL (WO)MAN POWER, Report no. 245, 2014.

45 An Empirical Assessment, supra note 38.

46 David S, Sherwyn, supra note 23, at 80.

47 LAW CoMMISSION OF INDIA, FORUM FOR NATIONAL UNIFORMITY IN LABOUR
ADJUDICATION, Report no. 122, 1987 [hereinafter Law Commission Report].
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inter alia, back-log of cases, inordinate administrative and judicial delays
and high costs.

In India for instance, the labour court generally takes a minimum of
three to four months to make a decision.” A party to the litigation can
then prolong the proceedings further by requesting postponements. To
compound the situation, the backlog of the labour courts is so severe that
many cases taken up for hearing on a particular day get adjourned.”
Additionally, in spite of having specialised labour courts, the judiciary is
unified by way of the appeals process in most countries. In India,
decisions of the labour court may be appealed by either party in the High
Court of each state. Consequently, a labour court ruling often takes
considerable time to be implemented as it is not necessarily final.”
Conscious of such inherent defects in the judicial system across countries
today, there are good reasons to advise an aggrieved employee that they
refrain from hurrying to the court, specialised or otherwise. Instead, they
ought to give alternate dispute resolution mechanisms a fair chance,
including those mandated by their employment contracts. In asking
employees of this, the author is ever mindful of the pre-requisite of
adequate legislative protection to ensure that such alternate dispute
resolution process is fair and equitable.

One of the best ways to tackle mandatory arbitration clauses that are
heavily criticised to be unreasonable, and to also check the rampant abuse
of power by employers, is for the legislature to step in. Since the employee
is, in most cases, deprived of any agency to alter any terms in their
standard employment contracts, it is the legislature’s duty to help restore
this unchecked power disparity in employment contracts by introducing
a law that governs the resolution of disputes arising out of these contracts.
This duty does not warrant wholly eradicating mandatory arbitration, as

4 A. AGGARWAL, INDIAN AND AMERICAN LABOUR LEGISLATION AND PRACTICE: A
COMPARATIVE STUDY (1966).

49'S. NAGARAJU, INDUSTRIAL RELATIONS SYSTEM IN INDIA, 286-88 (1981).

50 Law Commission Report, supra note 46.
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proposed by the Forced Arbitration Injustice Repeal (“FAIR”) Act’ —
that bans companies from requiring American workers and consumers to
resolve legal disputes in private arbitration.”

That Act opens up the court procedure for more than 60 million
American workers. What may seem like a noble legislation that aims to
better employee redressal is not necessarily the best step forward. This is
because instead of regulating the way mandatory arbitration works, the
U.S. Congtress has issued a blanket ban on an alternative mode of dispute
resolution even though it has the potential to significantly benefit both
sides.

Ensuring effective redressal of every case, and not just having a day in
court, ought to be the ultimate aim, especially in today’s fast-moving
commercial world. It is not uncommon for most employees to sign their
contracts without diligently going over each clause, or understanding the
legal consequences of each provision,” because it is far more important
for an employee to secure employment than mull over fine-print in their
lengthy employment contract. This commercial reality is difficult to do
away with. A legislative framework becomes even more pertinent then,
because even if an employee signs an employment contract, ignorant of a
mandatory arbitration clause, they can rest assured that their grievances
will be effectively redressed if they do come up eventually. In light of the
various benefits that an arbitration offers compared to other forms of
dispute resolution, the author proposes that efforts be put in formulating
a law that governs pre-dispute mandatory arbitration of employment
disputes in order to deal with its harsh criticisms, in line with commercial
and logistical realities.

5! Forced Arbitration Injustice Repeal Act, H.R. 1423, 116TH CONG. (2019),
https://www.congress.gov/116/crpt

/hrpt204/CRPT-116hrpt204.pdf.

52 Alexia Fernandez Campbell, The House just passed a bill that would give millions
of workers the right to sue their boss, VOX (Sept. 20, 2019, 11:30AM EDT),
https://www.vox.com/identities/2019/9/20/20872195/forced-mandatory-arbitration-
bill-fair-act.

53 Christine Reilly, supra note 6, at 1206.
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A. Liberating Victims & Taking-on Non-Disclosure Agreements

Mandatory arbitration suffers from the same attacks as arbitration.
These include, #nter alia, confidentiality, cost-effectiveness, and delay. The
author has expressly dealt with these criticisms in the preceding part.
Other criticisms include the absence of public scrutiny’* and employer
accountability in the process. These must be similarly dealt with in a
manner that agrees with the formerly discussed benefits of a confidential
arbitration process. Presently, most employers use the fine print of
employment contracts to not only draft one-sided mandatory arbitration
clauses that disregard due process, but to also include some form of a
Non-Disclosure Agreement (“NDA”), which does not allow the
employee to reveal the existence, details or outcomes of the dispute
resolution.” There is an urgent need for a legislative mandate in this area.

As noted earlier, confidentiality in the process of arbitration is a boon
for victims of sexual harassment or discrimination; but even so, an NDA,
which imposes confidentiality on the very existence or the outcomes of
the dispute is unreasonable and a tool for suppression. Mandatory
arbitration is currently a sexual harasser’s best friend because it keeps
proceedings secret, findings sealed, and victims silent.” But this does not
mean that it has to stay that way. In an attempt to marry the rewards of
confidential arbitration and the need for transparency, especially in how
employers handle harassment, unequal pay or discrimination claims, it is
proposed that if a law is brought in, the law must also contain a
prohibition on mandatory NDA clauses in employment contracts in
respect of such claims and a ban on confidentiality agreements tied to
settlements. Additionally, employers will be required to maintain and if
asked, be required to publish the latest data on sexual harassment and

5 Richard Shell, ERISA and Other Federal Employment Statutes: When is
Commercial Arbitration an “Adequate Substitute” for the Courts?, 68 TEX. L. REV.

568 (1990).
55 Hiba Hafiz, How Legal Agreements Can Silence Victims of Workplace Sexual
Assault, THE ATLANTIC (2017), https://www.t-

heatlantic.com/business/archive/2017/10/legalagreements-sexual-assault-
ndas/543252/.

56 Gretchen Carlson, The Supreme Court Tried to End #MeToo. Here’s How We're
Fighting Back, FORTUNE (2018), http://fortune.com/2018/05/31/gretchen-carlson-
supreme-court-ruling-arbitration-metoo/.
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discrimination claims, including their management, redressal and final
outcomes, if any.

Such a law will grant the freedom of choice to a victim of workplace
discrimination or harassment to be able to choose not only whether they
wish to reveal the existence of their claim, but also the outcome of the
dispute and how the employer handled the claim overall. This will foster
accountability and public scrutiny of the employer’s claim management,
as well as create deterrence against any potential abuse of power by the
employer surrounding the resolution process.

IV. DUE PROCESS PROTECTION: MODEL MANDATORY
ARBITRATION CLAUSE

Time and again, mandatory arbitration has been criticised for the lack
of due process guarantees.” In 1997, the National Academy of
Arbitrators issued a statement opposing mandatory arbitration as a
condition of employment, in which it urged its members to “consider and
evaluate the fairness of any employment arbitration procedures” if they
are presented with a case that resulted from a forced arbitration
provision. * The United States’ Equal Employment Opportunity
Commission has described forced arbitration as being “structurally biased
against applicants and employees.”” It has also been argued that by
denying employees access to the civil justice system, forced arbitration
robs them of a fair forum in which they can meaningfully remedy

violations of their workplace rights.(’o

Despite these criticisms, 80% of the companies in the Fortune 100,
including subsidiaries or related affiliates, have wused arbitration

57 Carmen Comsti, 4 Metamorphosis: How Forced Arbitration Arrived In The
Workplace, 35 BERKELEY J. EMP. & LAB. L. 5, 7 (2015) [hereinafter “Carmen
Comsti”].

8 Michael Z. Green, Debunking the Myth of Employer Advantage from using
Mandatory Arbitration for Discrimination Claims, 31 RUTGERS L. J. 399, 426
(2000).

% EEOC, Policy Statement on Mandatory Binding Arbitration of Employment
Discrimination  Disputes as a  Condition of Employment (1997),
http://www.eeoc.gov/policy/docs/mandarb.html.

60 Carmen Comsti, supra note 54, at 10.
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agreements in connection with workplace-related disputes since 2010.
These are some of the most successful and powerful companies in
America, with combined annual revenues totalling over 7.6 trillion dollars
according to Fortune magazine." It is thus all the more pertinent to
employ regulatory resources in ensuring due process guarantees in
mandatory arbitrations arising from employment contracts, with a special
focus on discrimination, sexual harassment, and other public law claims.

A. Scope of the Model Clause

In order to harmonise commercial realties with due process concerns,
it is proposed that the new law include a stipulated “Model Mandatory
Arbitration Clause” or “Model Clause”. This clause would have to be used
by employers as a guideline, if not verbatim from the statute, if they wish
to include a mandatory arbitration clause in an employment contract,
whether as a pre-condition of employment or not. The objective of such
a Model Clause is to provide procedural protection that will guarantee
compliance to due process during the arbitration. This will be done by the
imposition of certain conditions under the Model Clause that will serve
as unique protections built into the arbitration process such that they
minimize the risk of unfairness or error by the arbitrator. Consequently,
if an employer forces an employee to arbitrate their claim under a
mandatory arbitration clause that does not conform to the one that is
prescribed by the law, such a clause will be held as void and unenforceable
by the courts.

The importance of due process issues was also addressed in the
Dunlop Commission Report on the Future of Worker-Management
Relations of 1994 (the “Dunlop Report”) and in the Due Process Protocol
for Mediation and Arbitration of Statutory Disputes Arising Out of the
Employment Relationship of 1995 (the “Protocol”). The Dunlop Report
was prepared by the Commission on the Future of Worker- Management
Relations, with an aim to make recommendations for US labour law

ol Imre Szalai & John Wessel, The Widespread Use of Workplace Arbitration Among
America’s Top 100 Companies, 4 EMPLOYEE RIGHTS ADVOCACY (2017),
http://employeerightsadvocacy.org/wp-content/uploads/2018/03/NELA-Institute-
Report-Widespread-Use-of-Workplace-Arbitration-March-2018.pdf.
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reform. The Commission reported to the then Secretary of Labor Robert
B. Reich and the Secretary of Commerce Ronald H. Brown.

Both the Dunlop Report and the Protocol contained closely parallel
standards for arbitrating employment disputes.”” The Protocol established
minimum guidelines for procedures to ensure a fair system for the
arbitration of employment disputes, including fundamental due process
safeguards, fair and appropriate discovery procedures, the right of
employees to be represented by counsel, and the selection of an arbitrator
who is neutral, familiar with the statutory issues and authorized to grant
the same remedies available in court.”’ It is proposed that the Model
Clause contain provisions relating to, zuter alia, selection, scope of
authority and duties of the arbitrator(s), right of representation which
includes being given sufficient time to arrange for competent legal
representation, if they so choose, discovery procedures, requirements as
to the final award and finally, scope of judicial review.

B. The Nitty-Gritty’s of Model Mandatory Arbitration: Appointment of
Arbitrators, Procedure & Award

Having discussed the “repeat player problem”, it is crucial that
selection of arbitrators be done in the most unbiased and equitable
manner possible. Under the Model Clause, appointment may be done by
way of applying to an independent agency or body that is created or
sanctioned by the State for such purpose. Such an agency will be
responsible for maintaining a roster of arbitrators that are qualified to
preside over an employment dispute and randomly assigning them to a
panel on receiving an application for the same. However, if the dispute
concerned claims of sexual harassment by a female employee, there must
necessarily be at least three arbitrators on the panel, with a minimum of
one female arbitrator.

Additionally, the roster must reflect adequate representation of gender
as well as racial backgrounds. The arbitrators must have some experience

62 Theodore J. St. Antoine, supra note 34, at 16.
8 BEvan J. Spelfogel, 4 Focus on Fairness, Due Process in ADR, 21 NAT’L. L.J.10
(1999).
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and expertise in employment law. These could be employment law experts
or scholars, previously practicing employment lawyers or retired judges of
the national labour courts or tribunals. They can even be certified by
professional associations specializing in such dispute resolution.” These
stipulations will not only facilitate the selection of an unbiased, diverse,
and qualified panel of arbitrators, but will also tackle the “repeat player”
problem head-on by financially disincentivising the arbitrators, ad-hoc or
institutional, to decide in the favour of employers that are frequently party
to employment disputes. The panel so selected will have the power to
decide from a range of remedies, equal to those available through
litigation. This must include reinstatement, back pay, additional economic
damages, punitive awards, injunctive relief and attorney’s fees, that would
be available in court under the law in question.” While atbitrators in
mandatory employment arbitrations do not have to usually put their

decisions in writing,” the panel so appointed under the Model Clause
must necessarily give a well-reasoned written award, explaining the factual

setting of the case and rationale for the outcome in understandable terms.

Discovery plays an important role in building a proof of employment
discrimination.”” This is because the weapon of discovery acts as a critical
means of securing justice when information is exclusively in the hands of
the adversary — often the case in employment discrimination cases.®”
Unfortunately, discovery in arbitration proceedings is perceived as
abbreviated and unsatisfactory.®” It is thus critical that discovery or
evidentiary procedures under the Model Clause be adequate and fair. The
procedures may include the right to cross-examination, testimony under
oath, depositions, official interviews, access to personnel files, and other
procedures that the panel allows based on the needs of the case. It is also

% Dunlop Commission Report, supra note 31, at 57.

% Id., at 58.

6 Elizabeth Roma, Note, Mandatory Arbitration Clauses in Employment Contracts
and the Need for Meaningful Judicial Review, 12 AM. U. J. GENDER SOC. POL’Y & L.
519, 524 (2004).

87 Christine Cooper, Where Are We Going With Gilmer? Some Ruminations on the
Arbitration of Discrimination Claims, 11 ST. Louis U. PuB. L. REv. 203, 218 (1992).
8 Montalvo v. Hutchinson, 837 F. Supp. 576, 582 (S.D.N.Y.1993).

 Cole v. Burns Int’l Sec. Serv., 105 F.3d 1465, 1478 (D.C. Cir. 1997); Alexander v.
Gardner-Denver Co., 415 U.S. 36 (1974).
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important for the panel to have the freedom to expand discovery to
include any material it finds valuable for resolving the dispute.”” For an
even-handed cost regime under the Model Clause, both the employee and
the employer should contribute to the arbitrator’s fee, but the employee’s
contribution should be capped in proportion to the employee’s pay so as
to avoid discouraging claims by lower-wage workers.”

Although according to the Due Process Protocol, the award must be
final and binding and the scope of judicial review must be limited, it is
important to ensure that it not be made too narrow. The scope of judicial
review of an award under the Model Clause must be sufficient enough to
ensure that the arbitral award reflects an appropriate understanding and
interpretation of the relevant legal doctrines.”” Albeit in cases of purely
contractual disputes, judicial review may not be appropriate to second-
guess an experienced arbitrator,” courts must be especially careful while
dealing with awards of discrimination or sexual harassment claims. This
is because in these cases, the employment arbitrator is charged with
tesolving a public matter privately.” It is crucial that judicial review be
strong enough” to ensure individuals are not forgoing their substantive
rights merely because they are subjecting their statutory claim to a
different legal forum.”

V. CONCLUSION
There is no denying that the status quo is skewed. Victims of
workplace sexual harassment and discrimination deserve a fair and
equitable redressal mechanism that is both effective and efficient.
Currently, mandatory arbitration is being used in a way to prevent that
from happening, but the world is not black and white. We do not have to
choose between using mandatory arbitration in its current state or not

70 Dunlop Commission Report, supra note 31, at 58.

.

2.

3 Upshur Coals Corp. v. UMWA District 31, 933 F.2d 225 (1991).

" Cole v. Burns Int’l Sec. Serv., 105 F.3d 1465, 1488 (D.C. Cir. 1997).

75 Reginald Alleyne, Statutory Discrimination Claims: Rights “Waived” and Lost in
the Arbitration Forum, 13 HOFSTRA LAB. & EmP. L.J. 381, 410 (1996).

76 Cole v. Burns Int’l Sec. Serv., 105 F.3d 1465, 1468 (D.C. Cir. 1997).
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using it at all. It is important to keep in mind that for the vast majority of
ordinary, lower and middle-income employees, the only practical hope is
the generally cheaper, faster, and more informal process of arbitration, so
it must not be wholly abandoned. The mechanism should be such that it
is fair, transparent, and receptive to the special needs of a victim of
workplace sexual harassment or discrimination in terms of procedures
and grants them the agency to tell the world about it. Such a mechanism
can be achieved by the use of regulatory resources. As proposed, this can
be done by the introduction of a new law, containing a Model Clause
which will not only be especially sensitive to the needs of a sexual
harassment or discrimination victim but will also help get rid of a
multitude of existing defects in the present system, ranging from one-
sided drafting of arbitration clauses to the “repeat player” problem and
uniquely offer freedom from logistical encumbrances that so rigidly grip
courts today.

As far as mandatory arbitration in employment is concerned, it is time
we stop talking about the theoretical deprivation of traditional court
procedures and recognize the realities of the working-world.”” The hurdle
of commercial and logistical realities, from overburdened courts, costly
and time-consuming litigation to the difficulty of finding competent legal
representation affect all employees regardless of the type of claim. Thus,
mandatory arbitration should not be automatically rejected without
attempting to incorporate appropriate due process protections.

7 St. Antoine, supra note 12.
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RELEVANCE OF TAXATION ON THE DIGITAL
PLATFORMS AND THE POSITION IN INDIA

Dhruvi Shah* and Disha Tulsyan™

The advent of internet has incentivised and given an
unprecedented edge to corporations. It has allowed everyone to
create a virtual presence for themselves, leading the
corporations to transcend physical boundaries. This process has
organically created a need for coordinated functions of nations
to assure that the transactions are taking place in an appropriate
manner. These virtually distorted boundaries create several
issues in the administration of taxes. The OECD BEPS project,
in our opinion, is a milestone that one must acknowledge when
analysing digital taxation. In the wake of the Digital India
programme and India’s mission to become a trillion-dollar
digital economy by 2024, it becomes imperative to analyse and
understand the taxation regime associated with digitisation.
Traditionally, the international taxation regime was built
keeping in mind a brick-and-mortar economy and the rise in the
magnitude of digitisation has raised several complexities in
adapting the taxation regime in light of a digital economy.
Multinationals like Google and Amazon are enjoying high
income and profits, partially because of the lacunae in digital
taxation, and a resultant low tax contribution by these
organisations, raising the urgency for a comprehensive and
precise reform in digital taxation. This paper seeks to analyse the
present taxation regime along with the unilateral measures
taken by India to inculcate a new taxation regime, considering
the complexities of today. This paper neither seeks to ring-fence
digital taxation, nor does it seek to inculcate a new regime for
the digital sphere, which is individualistic. This paper seeks to
cater to the peculiar characteristics of the digital sphere and
address issues that are specific to a digital economy taxation
regime. While inculcating an evolved taxation regime for digital
transactions, the basic principles of taxation law, i.e.,

* The author is a student at Symbiosis Law School, Pune.
* The author is a student at Symbiosis Law School, Pune.
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transparency, fairness, certainty, etc., are also sought to be
imbibed in the new taxation regime.

I. INTRODUCTION
A. Digitisation of the Economy

The advent of digital platforms has given quite a boost to the economy.
It has provided a wide platform for the companies to perform. It has
expanded the market by transcending geographical boundaries. When the
sovereign states come together to draft a coherent tax legislation, one can
expect some friction to arise in the process of implementation.

The digitisation has come in as an innovation that the businesses are
exercising to further their interests. This innovation is helping them to
participate in the international market and compete globally. Digitisation
has helped them to dispense with the need of a physical establishment.
This virtual market might soon overtake the geographical market as it
offers greater convenience to the customer. The affability towards
technological devices is what has in a way converged this world where
everything today is literally - just a click away’.

The digital economy can be defined as ‘the global network of
economic and social activities that are enabled by platforms such as the
Internet, mobile and sensor networks.”

The nature of the web is universal and hence, there is a need to arrange
for greater coordination between the nation-states. The countries can
establish a stringent taxation system by tightening their own domestic
laws to ensure that there is no business or enterprise, especially those with
a digital presence, that are escaping the payment of taxes. There is also
the option of entering into bilateral or multilateral treaties with nation-
states that can be seen as an effort to allocate the taxing rights. These
treaties go a long way in establishing coordinated efforts in the sphere of
taxation.

! CHRISTIAN FUCHS, A METHOD FOR TAXING ONLINE ADVERTISING AND DIGITAL
VALUE, THE ONLINE ADVERTISING TAX AS THE FOUNDATION OF A PUBLIC
SERVICE INTERNET (University of Westminster Press, 2018).
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The digital presence of the enterprises allows them to establish a
market presence without necessarily being ‘present’ in that respective
market. For the purpose of taxation, this means that the tax base might
not necessarily be present.

B. Challenges of the Digital Economy
Digital economy has made it difficult, essentially, to attribute tax to the
actual value that is created. In the arena of taxation, the advent of the
digital economy has raised many challenges. For convenience, they can be
categorised into the following™:

1. Nexus: With the increasing use of digital platforms, which allow
users to create value online, the base for taxation stands
diminished. For the purpose of taxation, the jurisdiction of a
particular State must be established to simplify attributability.
However, the digital taxation system does not really work in
creating a nexus with the concept of jurisdiction.

2. Data: There is an extensive amount of data exchange over digital
platforms. This leads to the creation of value. This value has to
become the subject of taxation over these platforms. This value
that is created must be attributed to the original data for the
purpose of taxation. Over the digital platform, this becomes
confusing. Not only is the generation of data inconclusive, but the
attribution is also uncertain.

3. Characterisation: This characterisation is with respect to the
monetary aspects of the transactions that take place on the digital
platforms. These payments further create confusion for the
purpose of taxation.

Digital taxation poses many challenges to the process of taxation in
the sense that there is decreased transparency in the process. Taxation has
become more data intensive, making the trace of value creation for the

2 OECD, Broader Tax Challenges raised by the Digital Economy, Addressing the Tax
Challenges  of  the  Digital  Economy  (2014),  https://www.oecd-
ilibrary.org/docserver/9789264218789-10-
en.pdf?expires=1605587980&id=id&accname=guest&checksum=991A4D349A697
227C9642925971846EB.
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purpose of taxation a magnanimous task. The lack of physical presence
of several of these corporations makes the attribution of appropriate
jurisdiction extremely difficult. Since there is a global presence, the
jurisdiction of several countries comes into the picture and there is a need
for increased co-ordination between the nations to successfully tax the
value creation by such global enterprises. There needs to be an
improvement in the reporting to the authorities as well.

C. Tech Giants’ Fiasco
In 2014, the European Union had initiated a formal complaint against
Amazon who was being incentivised via an unfair tax ruling. A ‘sweetheart
deal’ between Amazon and Luxembourg had allowed Amazon to pay
lesser taxes in the nation and this led to the breach of the fair rules of
competition within Luxembourg.’

Google has also played unfairly when it comes to paying its taxes. It
used a ‘Double Irish scheme’ to lower the tax rate to 2.4% in Ireland.
Even though the license for their search and advertising technology was
issued to the branch of Google in California, the payments for the use of
this technology were made to the subsidiary in Ireland. The price kept was
very low. This is how Google managed to avoid the tax rate of 35% in the
US. It cleverly shuffled its profits to avoid taxation.*

Every country needs to establish a set of well laid down rules to create
some assurance at the global level that a fair taxation policy is in existence.
The aim is to minimalize the avoidance of tax by the big enterprises and
tax every cross-border transaction, through a coherent, well-coordinated
system. The countries can mutually agree to provide relief to enterprises
if they have already paid taxes in the other country that is in concern.

D. Indian Scenario

3 Kelly Couturier, How Europe is Going After Google, Amazon, and Other U.S. Tech
Giants, NEW YORK TIMES (Dec. 20, 2016, 4:48 PM),
http://www.nytimes.com/interactive/2015/04/13/technology/How-Europe-Is-Going-
After-U.S.-TechGiants.html? r=0.

‘Id.
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The Digital India campaign of 2015, which was started with a vision
to transform India into a hub of digital empowerment, has led to India
becoming one of the top three global economies in terms of global digital
consumers.’ In response to this, e-commerce has evolved to become a
norm rather than an exception and has invaded every facet of life, from
ordering food online, to purchasing a smartphone. E-commerce has
moved beyond the confines of physical space, and involves transactions
that take place without actual physical contact between the buyers and
sellers.’ It is not merely electronics and commerce moulded together as
one, but also includes strategy, business, and effective use of technology.’

One of the major challenges posed by the increasing digitisation of
trade and commerce is the associated jurisdictional issue. This is
accompanied by the problem of appropriate characterisation of income,
using either the residence-based or source-based income approach.® Tax
evasion has always been an issue of concern in India. With the advent and
expanse of the digital economy, tax evasion has become even easier due
to the vagueness in the taxation regime, with a majority of online
transactions falling outside the ambit of being taxed, it becomes pertinent
to analyse and update the existing taxation laws to meet the requirements
of the evolving economy.

II. THE OECD - G20 ‘BEPS’ PROJECT
BEPS or ‘Base Erosion and Profit Sharing’ refers to instances where
countries, in an attempt to successfully tax global enterprises, often fail to
appropriately tax the enterprises.” The tax administrators fail to attribute

> MINISTRY OF ELECTRONICS AND INFORMATION TECHNOLOGY, INDIA’S TRILLION-
DOLLAR DIGITAL OPPORTUNITY, 5 (2018).

®  Vladmir Zwass, FE-commerce, BRITANNICA (Feb. 10,  2000),
https://www.britannica.com/technology/e-commerce.

" Didar Singh, Electronic Commerce: Issues of Policy and Strategy for India, 8
INDIAN COUNCIL FOR RESEARCH ON INTERNATIONAL ECONOMIC RELATIONS,
WORKING PAPER NoO. 86 (2002).

8 Kirti & Namrata Agrawal, Impact of E-Commerce on Taxation, 4 1JICT 99, 100
(2014).

® Mindy Herzfled, The Case Against BEPS: Lessons for Tax Coordination, in 110
PROCEEDINGS. ANNUAL CONFERENCE ON TAXATION AND MINUTES OF THE
ANNUAL MEETING OF THE NATIONAL TAX ASSOCIATION, 32 (2017).
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relevant taxation to the creation of value by these businesses. The global
presence makes the process even more complex, none of the relevant
countries are able to implement the relevant taxation and it is avoided
altogether. These enterprises also conspire to evade the process of
taxation by shifting their profit bases to a jurisdiction where minimal or
no tax is charged.

The most common methods of Base Erosion and Profit Shifting that
are practiced by the corporations are:"

1. Preferential tax regimes: the corporations often conduct their
business across the globe, however, their intangible assets are
owned by the principal branch that is conveniently located in a
low tax jurisdiction and this helps them to avoid heavy fees.

2. Internal debt shifting: the subsidiaries are shown as having debt
towards another subsidiary in such a way that the interest rate is
high. This allows a higher amount to be exempted from taxation
and the profits of the receiving subsidiary are also increased.

3. Transfer pricing: there might be a sale of goods or services within
the subsidiaries themselves with an aim to enrich either one of
them. These are artificial transactions made with an aim to avoid
taxation.

The difficulty in establishing the jurisdiction forms the very core of the
issue. The value creation and the intangible nature of the asset is the
matter of concern. The internet is an open platform and everyone is
allowed to add value to the creations over this platform. This creates
major issues when it comes to the attribution of jurisdiction and that is
what further makes the evasion even simpler. The source or the
destination, which often become the main categories of taxation, cannot

1 EUROPEAN PARLIAMENT- DIRECTORATE GENERAL FOR INTERNAL POLICIES, TAX
CHALLENGES IN THE DIGITAL EcONOMY, IP/A/TAXE2/2016-04 (June 2016).
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be traced. There is constant relocation of the core functions of the
business and every time the system of taxation is different."’

The intention of the BEPS framework was not to overlap the domestic
legislation but to complement any such legislation that was directly aiming
to prevent the evasion of taxation. Apart from becoming a part of the
international legislation, the aim was also to apply coherently with the
domestic legislation. The following have been contained in the BEPS
project:'?

A. Actionl

Address the tax challenges of the digital economy: This directive talks about
the enhancing of international cooperation with respect to the process of
taxation. Ideally, the first step is to recognize the main challenges that the
digitisation of the economy is posing to taxation."” In the article above,
we have tried to isolate the major issues that digitisation is posing. The
scope of taxation over the digital platform is vast and may also be subject
to the jurisdiction in question. There was a pressing need for international
coordination in the field of taxation because the domestic laws alone
would not suffice in covering all the international subjects.'* Taxation is
at the very core of the sovereignty of a nation.”” It is only fair that each
country gets to decide the policies that are in the best interest of the State
because the production and consumption conditions are very different in
each State. However, this stands completely nullified when one takes into
consideration the digital platforms as the countries functioning in
isolation are bound to leave gaps for the process of tax administration. A
hybrid mismatch of the taxation rules is what is suggested as the solution.

' OECD, Action Plan on Base Erosion and Profit Shifting, OECD PUBLISHING
(2013), https://www.oecd.org/ctp/BEPS ActionPlan.pdf.

21d. at11.

13 OECD, Action 1, Addressing the Tax Challenges of the Digital Economy, Inclusive
Framework on Base Erosion and Profit Shifting, OECD (2019),
https://www.oecd.org/tax/beps/beps-actions/actionl/.

14 Julie A. Roin, Rethinking Tax Treaties in a Strategic World with Disparate Tax
Systems, 81 VIRGINIA LAW REVIEW 1753, 1763 (1995).

15 DENNIS WEBER, EU LAW AND THE BUILDING OF GLOBAL SUPRANATIONAL TAX
Law (IBFD 2017).
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B. Action 2
Neutralise the effects of hybrid mismatch —arrangements: After having
established the need for having an international, coordinated framework
for taxation on the digital platform, the next step was to create a design
for implementation. This design should neutralise all the differences that
would arise from this hybrid set-up. The suggestions under this action
plan were:

1. changes to the OECD Model Tax Convention to ensure that
hybrid instruments and entities are not used to obtain the
benefits of treaties unduly;

ii. domestic law provisions that prevent exemption or non-
recognition for payments that are deductible by the payer;

iii. domestic law provisions that deny a deduction for a payment
that is not includible in income by the recipient (and is not
subject to taxation under the controlled foreign company
(CFC) or similar rules);

iv. domestic law provisions that deny a deduction for a payment
that is also deductible in another jurisdiction; and

v. where necessary, guidance on co-ordination or tie-breaker
rules if more than one country seeks to apply such rules to a
transaction or structure.'’

Emphasis was placed on efforts to equalize the domestic and the
international provisions drafted by the OECD for the purpose of
international taxation.

C. Action3
Strengthen CFC rules: Controlled Foreign Company/Cotrporation ot
‘CFC’ 1s a corporation that is allowed to conduct business in a jurisdiction
that is different from where the controlling unit is situated. This structure
intends to prevent the evasion of taxes with a better coordinated effort
by the concerned jurisdictions and the application of the domestic laws

16 OECD, Action 2-Neutralise the Effects of Hybrid Mismatch Arrangements,
Inclusive Framework on Base Erosion and Profit Shifting, OECD (2019),
https://www.oecd.org/tax/beps/beps-actions/action2/.
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of the respective countries. The CFC rules were drafted to prevent the
shifting of profits to third countries where the tax rates were minimal.

D. Action 4

Limit base erosion via interest deductions and other financial
payments: Multinational companies often function through smaller
groups and these groups are used to adjust the debt in different nations.
These corporations place higher amounts of debts in states that charge
higher amounts of taxes in order to achieve exemption. The deductions
in the interest amount are often shown in excess than the actual debt
amount.'” In this way, businesses evade their taxes. The OECD aims at
increasing transparency in these matters to counter tax evasion.

E. Action5

Counter harmful tax practices more effectively, taking into account
transparency and substance: This action consists of steps taken to revamp
and co-ordinate the existing taxing systems of the various nations. Every
enterprise that is functioning on an international scale has several chains
around the world and each of these contributes to the process of value
addition. The aim is to develop a coherent structure that will achieve a
smooth taxation procedure despite the overlapping between several
jurisdictions. Even under arrangements like bilateral treaties, a third
country is made a partner with the sole aim of shifting the taxation base
to a nation with a low taxation rate. The aim is also to align the domestic
and international taxation in a way that both of them are abided by. It was
also mentioned that the anti-treaty clause should be strengthened enough
to tighten the payment of taxes and create deterrence.

F. Action 6
Prevent treaty abuse: Each country is expected to take into account all
the tax policy considerations and the amount of effort that will go into
working out the treaty provisions with another country. The intention of
this action plan is to clarify the stand of the taxation treaties and avoid

17 OECD, Action 4-Limitation on Interest Deductions, Inclusive Framework on Base
Erosion and Profit Shifting, OECD (2019), https://www.oecd.org/tax/beps/beps-
actions/action4/.
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‘double non-taxation’. The treaty provisions, if left ambiguous, result in
gaps that lead to the exploitation of the provisions to the advantage of the
wrongdoer.

G. Action 7

Prevent the artificial avoidance of PE status: This action plan
concentrates on the definition of ‘permanent establishment’” and intends
to remove all the ambiguity around the same. By tightening the definition,
it would then be possible to avoid any sort of deviance from tax payments
by denying the status of a permanent establishment. Income of the
multinational corporations are often shifted to low-tax environments.
Assets and other tangibles might not be valued to the full extent and this
discount is then used to evade the true amount of tax. Under this action,
the authorities have also developed the anti-fragmentation rule where in
the corporate cannot be unnecessarily split into entities to avoid the status
of a permanent establishment." To prevent the circumvention of the
status of a ‘Permanent Establishment’, the authorities are also trying to
counter the trick where the corporates are splitting the contract of their
work between various auxiliaries to avoid the status. The execution of the
contracts is often carried out separately. A principal test rule has been
suggested for the same where the nexus between the parent and its
auxiliaries are studied and if the principal business appears to be the same
then the contracts are not allowed to be split."”

H. Action 8,9 and 10
Assure that transfer pricing outcomes are in line with value creation:
These actions discuss the principle of transfer pricing at length. It is a
method by which the profits of a Multi-National Entity (“MINE”) to
those jurisdictions where such a company is operating its own subsidiary

18 Deloitte, BEPS An India Perspective on Critical Areas, DELOITTE (Nov. 2015),
https://www?2.deloitte.com
/content/dam/Deloitte/in/Documents/tax/in-tax-cii-publication-beps-noexp.pdf.

Y Id. at 16.
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as a Controlled Foreign Corporation.zo The transfer price is the exchange
between the MNE and its subsidiary for the goods or services.”!

. Action8
This action aims at preventing BEPS by appropriately shifting
intangibles among the various chains of the multinational companies. This
would include ways like:

1. adopting a broad and clearly delineated definition of

intangibles.

ii. ensuring that profits are appropriately associated with the
transfer and use of intangibles and in tandem with value
creation;

iii.  developing transfer pricing rules or other measures for

transfers of intangibles; and

iv. updating the guidance on cost contribution

arrangements. 2

. Action 9
This action discusses the allocation of risk and capital in accordance
with the actual activity of value creation that is carried out. When the value
of capital does not match with the actual activity that is being carried on,
the same is allowed to be corrected and this action guides it.

20 Mary Riley, Transfer Pricing and International Taxation: A Continuing Problem
for Taxing Authorities, LEXIS NEXIS (Nov. 17, 2014),
https://www .lexisnexis.com/legalnewsroom/tax-
law/b/internationaltaxation/posts/transfer-pricing-and-international-taxation-a-
continuing-problem-for-taxing-authorities.

2! John McKinley & John Owsley, Multinational Companies Face High-Risk Tax
Accounting Transfer Pricing and Its Effect on Financial Reporting, JOURNAL OF
ACCOUNTANCY (Oct. 2013), http://www.
journalofaccountancy.com/Issues/2013/Oct/20137721.htm.

22 OECD, Action 8-10-Transfer Pricing, Inclusive Framework on Base Erosion and
Profit Shifting, OECD (2019), https://www.oecd.org/tax/beps/beps-actions/action8-
10/.
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2. Action 10
This action discusses the management of high-risk transactions.

I. Action11

Establish methodologies to collect and analyse data on BEPS and the actions to
address it. 'This action plan is in place to serve as a feedback mechanism
for the functioning of the BEPS framework. Post the implementation, the
next step was to assure that there is a track being kept for the progress
made under the framework. There must be an identification of the data
and of its appropriation. A detailed economic analysis has also been
suggested. There must be the availability of all the relevant information in
a comprehensible manner so that the same can be used for further
analysis. Tax administrators are expected to keep the relevant information
for the same and from here there should be a proper flow of all the
relevant information.

J. Action 12
Reguire taxpayers to disclose their aggressive tax planning arrangements: This
action requires the taxpayers to mandatorily disclose their transactions
that were abusive in nature or any such arrangements that could have
taken place. The intention is to cover every tax benefit that is being
achieved by the corporations and then analysing the same for compliance.
This will help the authorities to point out the discrepancies.

K. Action 13
Re-examine transfer pricing documentation: The corporations are required to
provide all the relevant information on their incomes, economic activity
and taxes paid to all the governments.

L. Action 14

Make dispute resolution mechanisms more effective: This step is indispensable
to any legislation. The dispute resolution clause is vital. It provides a way
to overcome obstacles to smoothen the process of taxation. Arbitration
has also been mentioned here and this can be attributed to the increasing
preference for arbitration as the means of dispute resolution. This also
includes methods that will be used to implement measures of the BEPS
framework better.
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M. Action 15
Develop a multilateral instrument. This instrument is the one that is
expected to be the coherent result of both the domestic as well as
international taxation rules.

I11. DIGITAL TAXATION REGIME IN INDIA - AN OVERVIEW

The Digital Taxation Regime is at a nascent stage in India when
compared with the rest of the world. In December 1999, a High-Powered
Committee was constituted by the Government of India to recommend
suggestions for the implementation of a taxation regime for the e-
commerce sector by analysing and understanding the position of the
current taxation regime in light of growing digital transactions.” In the
report submitted by the Committee in 2001, it was recommended that a
broader interpretation must be accorded to ‘royalty’ and ‘fee for technical
services’, and that a majority of the e-commerce transactions should be
taxable under the Indian taxation statues as these heads.”* Later, in 2016,
the Akhilesh Ranjan Committee was established by the Ministry of
Finance to understand the implications of Action 1 of the BEPS Model.
In addition to this, the Committee was also supposed to answer questions
related to the nexus and characterisation of digital income.” Direct and
indirect taxes, both pose their own peculiarities when it comes to the
taxation of a digital economy.

Iv. DIRECT TAXATION
The tax levied on a person by the virtue of the Income Tax Act, 1961
is referred to as Direct Tax.* While all income earned by resident Indians

is taxable under the Income Tax Act, only the income earned inside India

2 Yadawananda Neog, Taxation and Economic Growth-A Critical Assessment of
Literatures Specially Related to India, 2 1JRSS 626, 628 (2012).

24 GOVERNMENT OF INDIA-INCOME TAX DEPARTMENT, PROPOSAL FOR
EQUALISATION LEVY ON SPECIFIED TRANSACTIONS, 41 (2016).

25 Rashmin Sanghvi, International Taxation Challenges for Digitalised Economy,
OECD/G20’S Public Consultation Document, RASHMIN SANGHVI & ASSOCIATES
(Mar. 5, 2019),
https://www.rashminsanghvi.com/articles/taxation/electronic_commerce/Detailed-
Paper-presented-to-Shri-Akhilesh-Ranjan-Member-Legal-CBDT.html.

26 Muhammad Aamir & Arslan Qayyum, Determinants of Tax Revenue: A
Comparative Study of Direct Taxes and Indirect Taxes of Pakistan and India, 2 1JBSS
173,173 (2011).
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by non-resident Indians is taxable under the Income Tax Act.” A
company is to be treated as a resident of India when it satisfies the
following conditions: (a) it has been incorporated in India, or (b) its place
of effective management or control and management of its affairs is
located in India.*® Despite the fact that a company has been incorporated
outside India, it shall be taxable under the Income Tax Act as a resident
company if it has enjoyed a place of effective management in India during
that year.” Therefore, every income, irrespective of its source or the
resident status of the person earning it, if received in India, is subject to
the taxation laws of India.

If the turnover of the resident company is more than INR 250 Crores,
its business profits, after permissible deductions, are taxed at the rate of
30 percent. Non-resident Indian companies are taxed at the rate of 40
percent of the net profit earned. In order to avoid double taxation, India
has signed Double Taxation Avoidance Agreement (“DTAA”) with 88
countries. When an Indian company is a resident of a country with which
India has a DTAA, the company can choose whether to be taxed
according to the terms of the treaty or the Income Tax Act, based on
which of the two proves to be beneficial for the company.”

When the place of establishment of the office of the digital business
and the recipient of the service is located within the territorial boundary
of India, then the income from such a business would be taxable in the
same manner as any other transaction of a similar nature, carried offline.”
However, complications arise when one of the two parties is outside the
territory of India. In such a case, several taxation principles and
international treaties are to be considered to calculate the amount of tax
payable.

27 Income Tax Act (Act No. 43/1961) (India), §5.

28 Income Tax Act (Act No. 43/1961) (India), §6(3).

2 Income Tax Act (Act No. 43/1961) (India), § 6(4).

30 Income Tax Act (Act No. 43/1961) (India), § 90(2).

31 Vikrant Shetty, Computing the Tax on Cloud Computing, 8 LAW REvV. GLC 159
(2014) [hereinafter Shetty].
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Two of the major issues associated with digital economy and direct
taxation are a) Characterisation of Income and b) Establishment of a
Permanent Establishment in India.

A. Characterisation of Income
The taxability of an income depends upon the characteristic feature of
the income, which has become a complicated issue in the light of the new
business models that have come up within a digitalised economy. The
income can be characterised as follows:

1. Business Income: Business income refers to the income received
as a result of any trade, commerce or manufacture or any other
activity in the nature of the same.” According to the OECD
Model Tax Convention, a business income of a foreign enterprise
is taxable in a country only if it has a permanent establishment or
a business connection located in that country.”

2. Royalty: Royalty is defined as the consideration received for the
transfer of all or any rights with respect to intellectual property
like copyright, patent, design, trademark, etc. This is inclusive of
the grant of a licence to a third party.** A narrower interpretation
is given to royalty under Article 12.2 of the OECD Model Tax
Convention and DTAAs. Royalty is taxable in the country of
source as per the tax treaties signed by India.”

3. Fee for Technical Services (FTS): FTS comprises of the payments
made by a person for managerial, technical or consultancy

services.”

The issue of characterisation of income determines the tax slab that
the income from a particular business activity would fall into, depending
upon its categorisation as business income, royalty, or FTS. In cases where
an income is classified as a royalty or FTS, regardless of whether it is a

32 Income Tax Act (Act No. 43/1961) (India), § 2(13).

33 The OECD Model Tax Convention, art. 7.1.

3% Income Tax Act (Act No. 43/1961) (India), § 9(1)(vi).

35 Shetty, supra note 31.

36 Income Tax Act (Act No. 43/1961) (India), Explanation 2, § 9(1)(vii).
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resident or a non-resident individual/company without a permanent
establishment in India, the income is taxed at 10 percent. As opposed to
this, when the income is classified as business income, it is taxable at 40
percent only when the non-resident has a permanent establishment in
India. > This difference in taxation, makes it imperative to clearly
distinguish between the three. An important factor to be kept in mind
while distinguishing between royalty and fee for technical services is that
while royalty implies an extended use of the right, which might even be
perpetual in nature, the fee for technical service is usually a one-time
payment for the services received or rendered.”

B. Taxation Issues Associated with a Few E-Commerce Models
Major e-commerce business models and the taxation issues associated
with them are as follows:”’

i.  Omnline Marketplace Model

In this business model, a website operator normally offers a wide range
of products and services from a vast number of merchants through its
website. Usually, there is no contractual relationship between the website
operator and the merchant, but the website operator merely offers the
merchant’s products and it is the merchant’s prerogative to accept and
fulfil the orders placed by customers. In return for this service, the
merchants pay a commission or user fee to the website operator. The
taxation issue associated with this model is the question of
characterisation of income into business income or FTS, for the purpose
of tax. In the case of Ebay International AG," it was held that the user fee
levied by Ebay does not comprise fee for technical or managerial services,
since the services provided by Ebay are not in the nature of effecting a

37 Income Tax Act (Act No. 43/1961) (India), § 206AA.

3% GOVERNMENT OF INDIA-INCOME TAX DEPARTMENT, ROYALTY AND FEES FOR
TECHNICAL SERVICE, TAXPAYER INFORMATION SERVICES SERIES 44 (2013).

3 SKP, E-Commerce Taxation: Direct Tax Issues, SKP GROUP (2014),
https://www.skpgroup.com/data/resource/skptaxationofecommerceinindia_directtax
issues_.pdf.

40 Ebay International AG v. Deputy Director of Income Tax, (2014) 61 SOT 62
(Mum).

109



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

sale, rather it is a place for the sellers to meet the buyers. Therefore, such

an income is business income.

it. Subscription Based Services Model

In this business model, the business service provider, provides the
customers with access to digital content like music, movies, e-books,
information, etc., in return for the payment of a fixed amount to the
website on a periodical basis. The taxation issue associated with this
model is the question of characterisation of income into business income
or royalty. There is a conflicting viewpoint on the same. In the case of Re:
Dun and Bradstreet Espana,*' it was held that mere provision of compiled
reports formulated on the basis of public information, on a subscription
basis, does not amount to royalty. However, in the case of CIT ». Wipro
Limited,” it was held that the provision of the right to access the database
maintained by a website to another, comprises royalty payment. This is
because the payment is made for the licencee to use the database.

@21. Dugital Advertising
In this model, advertisers advertise or market their products by
displaying it to users visiting a particular website or network. Advertisers
usually pay a fee to the website their product is advertised on, depending
upon the number of views it gets or the number of times the user clicks
on the link showcasing the advertised product.

Just like the online marketplace model, the taxation issue associated
with this model is the question of characterisation of income into business
income or FTS, for the purpose of tax. In response to this, the Indian
government has chosen to levy an equalisation tax of 6 percent on digital
advertisements.*

4! In Re: Dun and Bradstreet Espana, S.A., (2005) 193 CTR (AAR) 9.

42 CIT v. Wipro Limited, (2013) 355 ITR 284 (KAR).

43 Madhav Chanchani & Neha Alawadhi, Equalisation Levy of 6% on Digital Ad,
EconoMmic TIMES (Mar. 2, 2016), https://economic
times.indiatimes.com/news/economy/policy/equalisation-levy-of-6-on-digital-ad-
government-finds-a-way-to-tax-companies-like-google-
facebook/articleshow/51216310.cms?from=mdr.
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C. Establishment and Attribution of Profit to Permanent
Establishment in India

If the income is characterized as business income, it is to be
determined whether the business has a permanent establishment or
business connection in India. This becomes increasingly difficult to
determine in the light of a digital economy. The concept of permanent
establishment in international trade treaties is the same as the concept of
business connection in the Income Tax Act of India.** Permanent
Establishment refers to a fixed place of business through which the
business’ activities are carried out, wholly or in part. It does not include
places maintained solely for auxiliary or preparatory activities of the

business.*”

More often than not, in the case of a digital economy, the location of
the business is established in a country where neither the parent company
nor the customer base resides. This is done to take advantage of the tax

benefits offered in other nations.*®

A digital business mostly relies upon
intangible assets like algorithms, software, etc., which is easier to manage
from one location, while carrying on the business in another. This can be
seen in the case of Uber India Services 1.td.,*" wherein, Uber had
incorporated its business in the Netherlands to enjoy tax benefits and had
taken the argument that it merely offers support services and acts in
accordance with the instructions of the parent company, to escape its tax
liability. Sometimes, the businesses are such that they do not need to
establish a physical presence in India to carry on their business, like
Netflix, Amazon, Bumble, etc. In doing so, they try to limit their tax
liability in light of limited extraterritorial reach of taxation laws. *

# Income Tax Act (Act No. 43/1961) (India), Explanation 2, § 9(1)(i).

4 Article 5(1), OECD, Model Tax Convention on Income and on Capital: Condensed
Version, (2005).

46 Allison Christians, How Starbucks Lost Its Social License-And Paid 20 Million
Pounds to Get it Back, 71 TAX NOTES INTERNATIONAL 34, 36 (2013).

47 Uber India Services Limited v. JCIT, SA NOS. 436 & 437/MUM/2018
(Unreported).

48 Ashish Goel & Shilpa Goel, Has the ‘Permanent Establishment Rule’ Outlived Its
Utility in a Digitalized World?, 11 NUJS L. Rev. 25, (2018).
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Rule 10 of the Income Tax Rules, 1962, states that in order to
determine the profit of a foreigh company by virtue of its operations in
India, a profit rate can be applied to the same and taxed accordingly.”
The attribution of profit to a permanent establishment is either done
based on the principle of transfer pricing,” or in an ad hoc manner, i.e.,
case-to-case basis.”’

V. MEASURES UNDERTAKEN BY INDIA
Keeping in mind the limitations of the existing taxation regime, the
concepts of equalisation levy and Significant Economic Presence were
evolved to tackle specific problems associated with a digital economy.

A. Equalisation Levy

The equalisation levy was enacted as a result of the OECD Report on
Action 1.”* As per the Economic Sutvey, 85 percent of India’s net income
falls outside the scope of the existing tax laws. Equalisation levy proves
to be the right step in bringing digital products under the bracket of
income taxation.” This levy falls beyond the scope of corporate income
tax and is used to tax businesses which do not have a physical presence in
the country but enjoy a digital presence.” It is levied at the rate of 6

percent on “specified services”, which are mainly for the purpose of

bl

equalising the tax burden or levelling the playing field, and are levied on
online advertisements.”

4 Rav P. Singh & Vinti Agarwal, Taxation of Digital Economy in India, VIDHI
CENTRE FOR LEGAL PoLicy (Mar. 2019), https://vidhilegalpolicy.in/wp-
content/uploads/2020/06/DesignedReport TaxingDigitalEconomyinIndia-
TheWayForward.pdf.

S0 DIT v. Morgan Stanley & Co., (2007) 292 ITR 416 (SC).

51 Chand Mills Ltd v. CIT, (1976) 103 ITR 548 (SC) - (15 % of profits); Rolls Royce
Plc. v. DDIT, (2008) 113 TTJ (Delhi) 446- (35% of Global Profits).

52 Shreya Rao, The Indian Equalisation Levy: Inelegant but Not Unexpected, 2 NLS
Bus. L. REV. 25, (2016).

53 Ganesh Aravindh & Shobhana Krishnan, 4 Detailed Analysis of the “Equalisation
Levy”, 42 NLUJ L. REV 35, (2017).

54 Press Information Bureau, Regulation of E-Commerce Companies, PIB (Dec. 4,
2019), https://pib.gov.in/Pressreleaseshare.aspx?PRID=1594910.

55 The Finance Act (Act No. 28/2016) (India), § 162(i).
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It is not levied at the time of payment made by the service receiver; it
is levied on a non-resident service provider when the annual receipt of

> However,

one service provider exceeds Rs. 1,00,000 in a financial year.
the equalisation levy is not charged when the non-resident has a
permanent establishment in India to carry out the business, or when the
permanent establishment is for personal purposes. In a period of 6
months after its inception, equalisation levy was able to generate an
income of Rs. 146.50 crores, proving its effectiveness if implemented

;
correctly.’

One of the biggest criticisms of equalisation levy is that it results in
double taxation as online advertisements are already taxed under Section
7 of the Integrated Goods and Service Tax Act, 2017 (“IGST”).”® While
there is no explicit bar on double taxation under the Constitution of
India,” it is still frowned upon. Double taxation is not permissible when
the same interest is chargeable more than once, and for the same set of
refractions.”” For a tax to amount as double taxation, the tax should be
levied by the same authority, on the same subject matter, and for the same
purpose.’’ Therefore, while equalisation levy and IGST are both levied on
online advertisements, the purpose of equalisation levy is to level the
playing field and minimise the unfair advantage given to foreign players
who have a mere digital presence in the country, and the purpose of IGST
is to levy a tax on the inter-state transfer of goods or services. Therefore,
this does not amount to double taxation.

B. Significant Economic Presence
With the onset of equalisation levy in India in 2016, the scope of
‘business connection’, was expanded to include non-resident businesses

56 The Finance Act (Act No. 28/2016) (India), § 165.

57 Anumeha Chaturvedi, Google and Other Digital Service Providers Generate Over
Rs. 560 Cr in Equalisation Levy, EcoNomiC TIMES (Apr. 27, 2018),
https://economictimes.indiatimes.com/tech/internet/google-and-other-digital-
service-providers-generate-over-rs-560-cr-in-equalisation-
levy/articleshow/63933584.cms?from=mdr.

58 The Integrated Goods and Service Tax Act (Act No. 13/2017) (India), § 7.

59 Krishna Das v. Town Area Committee, Chigaon, AIR 1991 SC 2096.

60 CIT v. Damani Brothers, (2003) 259 ITR 475 (SC).

61 Kerala Colour Lab. Association v. Union of India, 2003 264 ITR 633 Ker.
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having Significant Economic Presence (“SEP”) in India, which were to
become enforceable from April 1, 2019.% However, SEP temains
ineffective when it comes to business profits because new rules are yet to
be introduced in Treaties regarding this concept.”’

SEP depends upon the sustained and purposeful interaction of a
company with the economy of the country.® It goes a long way in
ensuring taxation of the profits earned by digital companies who, despite
having no permanent presence in the country, still reap ample profits.
SEP is inclusive of transactions in goods, services, and property indulged
in by non-residents; transaction in the download of software or data in
India; and continuous and substantial interaction with customers or
users.” All of this has a minimum threshold limit, which is yet to be
prescribed. Every such transaction shall constitute SEP regardless of
whether the contract for such activities was formulated in India or not,
whether there is a residence or place of business in India or not, and

whether the actual service is rendered in India or not.®

C. Application of BEPS Provision in India

India is not only a part of the G20 countries but is also a participant
of the BEPS project. In view of the same, it is committed to applying the
BEPS framework. India has made relevant changes to its domestic law in
line with the framework. It is a developing nation and, on the economy
front, has been making quite a progress. Despite the slowdown in the
economy, the purchasing power of India has expanded greatly. With
globalization, the customers are now looking to buy global goods and are

62 Finance Act (Act No. 13/2018) (India), § 4.

83 Nishith Desai Associates, Digital Economy in India, Direct and Indirect Taxation,
NISHITH DESAI (Mar. 2018),
http://www.nishithdesai.com/fileadmin/user upload/pdfs/Research%20Papers/DIGI
TAL ECONOMY _IN_INDIA-web.pdf.

8 PTI, India Pitches for ‘Significant Economic Presence’ Concept to Tax Global
Digital Companies, FIRSTPOST (Jun. 10, 2019),
https://www firstpost.com/business/india-pitches-for-significant-economic-
presence-concept-to-tax-global-digital-companies-at-g-20-meet-6783071.html.

5 MINISTRY OF FINANCE, INDIAN APPROACH TO TAXATION OF DIGITAL BUSINESS-
CENTRAL BOARD OF DIRECT TAXES (2018).

% Income Tax Act (Act No. 43/1961) (India), § 9(1)(i).
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expecting superior quality, which is at par with the products offered by
developed nations.

Apart from the E-commerce platforms, there is a rise in the number
of MNCs that function from India as well. All this has led to the
complexities with respect to the tax administration. In accordance with
the BEPS provision, authorities now require that the taxpayers document
all their activities and the risks that are borne by them for the purpose of
value creation by the corporate.”’

In line with Action 13 of the BEPS Project, the Finance Act of 2013%
introduced the Country-by-Country reporting whereby every corporation
that has its headquarters in India or other global corporations have to file
their CbC report with the Indian authority. India is also keenly paying
attention to the value chains of global corporates that function through
India to ensure that there is an appropriate allocation of profits.”

VI.  FINANCE ACT, 2020, THE AMENDMENT
The Finance Act, 2020, which received the President’s assent on March
27, 2020, has brought about significant changes in the domain of digital
taxation.”’ These changes can be categorised under three heads:
A. Equalisation Levy

Equalization Levy, that was attempt by India at digital taxation, has
now been severely amended by the passing of the Finance Act, 2020."

7 Id. at 16.

%8 Finance Act (Act No. 28/2016) (India).

% Deloitte, Base Erosion and Profit Shifting [BEPS] Analysis and India Perspective,
DELOITTE (2017),
https://www?2.deloitte.com/content/dam/Deloitte/in/Documents/tax/tax-2016/in-tax-
deloitte-beps-analysis-and-india-perspective-noexp.pdf.

70 Deloitte, Parliament Enacts Finance Act 2020 with Amendments in Certain
Finance  Bill 2020  Proposals, DELOITTE (Mar. 28, 2020),
https://www?2.deloitte.com/content/dam/Deloitte/in/Documents/tax/Global %20
Business%20Tax%20Alert/in-tax-gbt-alert-parliament-enacts-finance-act-2020-
with-amendments-in-certain-finance-bill-2020-proposals-noexp.pdf.

"' Ernst & Young, India Extends Equalization Levy Scope to Cover E-Commerce
Supply or Services, EY (Apr. 15, 2020), https://www.ey.com/en _in/alerts-
hub/2020/04/india-extends-equalization-levy-scope-to-cover-e-
commerce-supply-or-services.
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Notoriously referred to as Indian Equalization Levy 2.0 online, the Indian
Government has implemented this decision to tax non-residential e-
commerce operators.”” The definition of ‘Equalization Levy’ has been
amended by adding the clause “or e-commerce supply or services” to the
definition. ” The charge is being levied at 2% on the “e-commerce
operator” from the supply of his goods or services, when the sales,
turnover, or gross receipts extend two-crore rupees, being made to:

1. aperson resident in India;

2. a non-resident under specified circumstances, being the sale of
advertisement targeting a resident of India or a customer who
accesses the same using an IP address in India, and the sale of data
collected from a resident or a person who uses an IP address
located in India; and

3. aperson who purchases such goods or services or both using an
internet protocol address located in India.™

The “e-commerce operator” means a non-resident who owns,
operates, or manages digital or electronic facility or platform that
conducts sale of goods or for provision of services.”

Every income arising for the e-commerce operators post April 1, 2021
will be exempted from Income Tax. Apart from the B2B transactions that
were brought within the purview of equalization levy under the Finance
Act, 2016, the introduction of the levy to e-commerce transaction also
intends to cover B2C transactions.”® The amendment has stated that the

equalization levy has to be paid quarterly by every e-commerce operator

72 Jiger Saiya & Jagat Mehta, Taxing the Digital Economy: Indian Equalization Levy
2.0, BDO TAX NEWS (Jun. 30 2020), https://www.bdo.global/en-gb/microsites/tax-
newsletters/world-wide-tax-news/issue-55-june-2020/india-taxing-the-digital-
economy-indian-equalisation-levy-2-0.

3 Finance Act (Act No. 28/2016) (India), §164(d).

74 Finance Act (Act No. 28/2016) (India), §165 A.

75 Finance Act (Act No. 28/2016) (India), §164(ca).

76 Parul Jain, Meyyappan Nagappan & Ipsita Agarwalla, India Equalization Levy
Expanded—a  Surprise  Move!, BLOOMBERG TAxX (May 29, 2020),
https://news.bloombergtax.com/daily-tax-report-international/india-
equalization-levy-expanded-a-surprise-move-part-1.
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to the credit of the Central Government. The amendment has specified
the quarterly due dates.”

The decision to bring the e-commerce sector under the application of
this tax comes with a background of deferment of the application of
‘Significant Economic Presence’ in lieu of the BEPS Action Plan 1.7

The scope of the amendment is vast in the sense that it has been made
applicable to every non-resident e-commerce operator, for every sale of
either a good or service. The term ‘operator” has been intended to include
every seller or reseller who makes a sale at their end. It has been defined
as a non-resident, who owns, operates or manages digital or electronic
facility platform, for online sale of good and services.” However, there is
a lot of uncertainty that is being attached to the amendment since the
practical implication of the amendment seems a little far-fetched since
they have tried to implicate within the scope, every single transaction that
will operate through the dominion of India.

While the charge is being levied on the consideration that is being paid
to the e-commerce websites, there is a necessity to clearly define
‘consideration’. Returns and exchanges are very common on the e-
commerce platforms and in such a scenario this is likely to lead to a

confusion.

The implementation of the equalization levy under the Finance Act,
2020, also comes as a surprise to a group of nations since the measure is
a unilateral one and further has been implemented under a domestic Act.
The exemptions that the groups might benefit from the Income Tax Act
will be separate from the charges under the amended Finance Act. Unlike
the Income Tax Act, credit facilities will not be available to the subjects
of this charge. Withholding tax like the income tax are charged at higher
rates.

7 Finance Act (Act No. 28/2016) (India), §166 A.

8 Daniel Bunn, India Pushes Digital Taxes in a Difficult Time, Tax Foundation (Mar.
26th, 2020), https://taxfoundation.org/india-digital-tax-in-a-difficult-time/.

7 Finance Act (Act No. 28/2016) (India), §164(ca).
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Furthermore, the treaties entered into by India for the purpose of
avoiding tax treatments are covering of Income Tax and other similar
taxes. For this reason, a claim for credit that is available for non-residential
businesses in their country of residence, will not be probable against the
payment of the equalization levy. Now the very obvious inference of this
being that the overall costs for the e-commerce operators are likely to
increase in India. Exemptions under the Income Tax Act might provide
some relief to the players.

E-commerce has captured a booming market in India and, at this stage,
such a levy might be viewed critically. India’s obligations under the
taxation treaties might also be questioned since the move to implement
the equalization levy was an unaccounted one.

B. Significant Economic Presence

The concept of Significant Economic Presence (SEP), under the
Income Tax Act, 1961, has been further amended by the virtue of the
Finance Act, 2020 to extend the criteria for an income to be deemed to
accrue or arise in India. As per the new amendment, the SEP, as
prescribed under the Section 9 of the Income Tax Act, 1961, would
include every economic presence of a non-resident, regardless of the fact
that the entity has a permanent establishment or physical presence in
India.*” This essentially implies that all such activities which are prescribed
under Section 9 would signify a significant economic presence of an entity
in India regardless of the fact that the agreement for such a transaction
had been entered into India or not; the non-resident entity in the
transaction has a place of residence or business in India or not; and
whether such an entity offers any services in India or not.*'

However, the date of application for this amended provision has been
deferred to the next financial year of 2021-22, post the G20-OECD talks
that are expected to take place in December 2020, so as to reach the

80 Megha Sengupta, India: Taxation in a Digital Economy: Review of Recent
Developments in India, MONDAQ (May 5, 2020),
https://www.mondaq.com/india/tax-authorities/929104/taxation-in-a-digital-
economy-review-of-recent-developments-in-india.

81 1d.
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needed consensus between the countries with which India has signed the
Double Taxation Avoidance Agreement. This is because the presence of
these DTAAs trumps any amendments made to the Income Tax Act. This
deferred application of the amendment enables the businesses to
restructure their business models to mitigate any risks that may arise and
also gives them time to ensure their adherence to any additional
compliance requirements that may arise.”

C. Withholding of Taxes

The Finance Act, 2020 has brought the transactions between e-
commerce operators and e-commerce participants under the purview of
the tax laws. While an e-commerce operator is the entity that owns,
operates or manages the digital platform enabling the e-commerce, the e-
commerce participant is the entity which is a resident of India, that offers
services or products for sale over the digital platform. As per Section 194-
O of the Income Tax Act, 1961, the e-commerce operator is to withhold
1% of the gross amount of the sale of goods or provision of services
provided through the digital platform run by him.* When the e-
commerce participant is not registered under the Indian Income Tax Act,
i.e., he does not have a permanent account number, the amount to be
withheld is 5% of the gross amount of the sale of goods or provision of
services by that particular e-commerce participant. This amount is to be
withheld either at the time of credit itself or at the time of payment to the
participant, whichever happens to be earlier. The accountability and

responsibility for the same rests upon the e-commerce operator.” This
change in TDS is to be applicable from October 1, 2020.

VII. CONCLUSION AND RECOMMENDATIONS

82 Prashant Bhojwani & Sandeep Bhalla, India: Amending the Tax Framework to
Move Towards a Digital Economy, INTERNATIONAL TAX REVIEW (Apr. 6, 2020),
https://www.internationaltaxreview.com/article/b112slw8nq6wzh/india-amending-
the-tax-framework-to-move-towards-a-digital-economy.

8 Income Tax Act (Act No. 43/1961) (India), § 194-O.

8 India Tax & Regulatory Services, Amendments to the Finance Bill, 2020, As Passed
By the Lok Sabha, PWC (Mar. 27, 2020), https://www.pwc.in/assets/pdfs/news-alert-
tax/2020/pwec_news_alert 27 march 2020 amendments to the finance bill 2020
_as_passed_by the lok sabha.pdf.

119



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

Taxation, in the digitalized world today, seems to be an extremely
complex subject. There are several authorities in place that ensure a fair
system in place to smoothen the taxation process. Every sovereign state
has the freedom to draft its own tax legislation that is convenient to its
setting. In the authors’ opinion, considering the ubiquitous presence of
digital platforms, it makes sense to have a single, coherent set of rules in
place. However, it is also important to note that the nature of the
economy of every state is different and that these rules might only be able
to help out in establishing a network. The implementation has to be left
to the individual state. The developed nations might like to exercise
unilateral control over taxation since they have the required resources.

Most importantly, there needs to be a discipline that needs to be
achieved by the international rules in place as the nations themselves are
unable to come to any sort of consensus. In order to gain monetary profits
and attract fancy investments, the nations are competing within
themselves to charge lower taxation rates. This would be the first step in
countering the unfair benefits that are achieved by mala fide evasion of

taxes.

In addition to this, the principle of destination seems like a plausible
solution to the large-scale evasion of taxes. Over the digital platform, it
might become very difficult to trace the process of production or value
addition. This problem can be solved if the tax is simply charged at the
place of consumption. The final price that is paid for the product is
inclusive of all the production charges and hence, the tax can be fairly
deducted. For the same reason, the supply of either the goods or the
services will have to be aptly divided into supplies that are directly made
to the customers and those that are made to businesses that is, B2C and
B2B respectively.

In light of the discussion above, the authors are of the view that the

following suggestions would help clarify and improve the position of law
with respect to taxation on the digital space:
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1. The scope of equalisation levy should be expanded beyond online
advertisements to include online marketing and cloud storage
services.

2. Adequate measures need to be taken to ensure that equalisation
levy does not result in an event of double taxation.

3. Bilateral treaties must be amended to include the concept of a
virtual permanent establishment, in light of the increasing
digitisation of the global economy.

4. The law with respect to SEPs needs to be given clarity as several
terms used in its definition, like “user”, have not been clearly
defined in the Act. This results in ambiguity and increases the
probability of future litigations. The threshold limit needs to be
prescribed.

5. E-commerce companies must be mandated to establish a local
server in India, so as to bring them under the garb of domestic
taxation laws.

The 2020 Amendment seems to be a progressive step in the direction
of successfully implementing digital taxation; however, the challenges still
stand. While most experts are calling it an abrupt step-up, it is vital to
study the amendment with a practical point of view.

Being a unilateral measure, the Indian authority will be the only one
in-charge of the taxes and in the absence of any backing from the resident
country, it should be interesting to note the relationship that will develop
between India and several such countries. United States has gone on a
spree to launch investigation against India and 9 other jurisdictions for
the potential their digital service taxes have to harm the American
Companies.” The US Trade Representative (“USTR”) has launched a
probe into the digital taxation realm in India. The investigation is being
conducted under Section 301 of the Trade Act of 1974.% They are looking
to defend their businesses staunchly. While it is difficult to predict the

85 Shritama Bose, Digital Tax Row: US probing ‘Google Tax’ by India, Financial
Express (Jun. 4, 2020), https://www.financialexpress.com/industry/digital-tax-row-
us-probing-google-tax-by-india/1980246/.

8 U. S. Trade Act, 1974, 19 U. S. C. 2411, § 301.

121



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

impact that will fall upon India-US trade relationship, it is bound to bring
some friction between the nations.

Digitalization is going to be pervasive in the near future, and every
MNC that is currently operating in India is likely to go through such a
transformation. Keeping this development in mind, it would be
reasonable to expect India to solidify their stance on digital taxation and
make it less vague.
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CROSS JURISDICTIONAL ANALYSIS OF CROSS-BORDER
INSOLVENCY

Dhanshree Sharma*

Many countries around the world have recognized the
importance of establishing a regime for addressing cross-border
insolvency, which has become all the more significant given the
ever-increasing globalization of the world economy. The
UNCITRAL Model Law on cross-border insolvency,
promulgated in 1997, has so far been adopted by 44 jurisdictions
across the world. The states that have adopted the Model Law
reflect an economically diverse group of countries. But the
varied implementation of this regime across various
Jurisdictions poses a significant challenge to the interpretation
and apt implementation of the law. The paper has identified
certain jurisdictions that have successfully implemented the
Model Law and dealt with cross-border insolvency. Moreover,
since India is on the verge of implementing a cross-border
regime, the paper would be useful to understand the prevalent
international practices. In light of the recent issues that arose in
the Jet Airways insolvency, there are many lessons for India to
undertake an extensive procedure to address the concerns of
cross-border insolvency. Since the Indian government is yet to
adopt the Model Law, interplay of different approaches and
mechanisms will certainly be effective to cater the law to the
Indian economic environment.

I. INTRODUCTION

The globalization of business activity necessarily entails contact with a
diverse array of legal systems. The insolvency of such multinational
businesses would then also hold transnational consequences and cross the
boundaries of domestic jurisdictions. There are some further challenges
in the way of cross-border insolvency laws even after the enactment of
relevant body of legislations around the world. Such issues include
ensuring procedural fairness, certainty about the wvalidity and

* The author is a student at Rajiv Gandhi National University of Law, Punjab.
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enforceability of security, delays in disbursement of assets, difficulty in
protecting a diverse array of national public policy goals and more.'

The UNCITRAL Model Law (“Model Law”) on cross-border
insolvency, promulgated by the United Nations in 1997, has so far been
adopted by 44 jurisdictions across the world. The growing integration of
the economies into a complex globalized economic system may face a
rising number of cross-border insolvencies at some point in the future.
The foreign investment flowing into the emerging economies might
eventually give rise to situations where the inbound cross-border
insolvency proceedings for the emerging economies would be in
question.” Conversely, outward foreign investment from the emerging
economies might lead to situations where these economies will prefer
their own domestic insolvency proceedings recognized in foreign
jurisdiction. Nevertheless, the current absence of cross-border insolvency
regime among developing countries may pose challenges for the
international insolvency framework.’

The Model Law has been adopted by a number of countries as has
already been stated. Japan, for example, under the mechanism of the Law
on Recognition of and Assistance in Foreign Insolvency Proceedings,
provides the districts courts with absolute jurisdiction of recognition of
foreign proceedings along with additional assistance comprising of
actions such as administrative order, injunction, provisional attachment,
cancellation of execution procedures, suspension of foreclosure of
security interests.*

The report and judicial perspective of Model Law highlights that while
the Model Law emphasizes the desirability of a uniform approach to its
interpretation based on its international origins, the domestic laws of most
of the states are likely to require interpretation in accordance with national

! Riya Bains, Cross-Border Insolvency Reform,12 HK. J. LEGAL STUD. 129 (2018).
2 Jason Jack, A Missing Variable: The Impact of Cross-Border Insolvency Laws On
Foreign Direct Investment, 27 MINN. J. INT'L L. 313 (2018).

3> GOVERNMENT OF INDIA-MINISTRY OF CORPORATE AFFAIRS, Report of the
Insolvency Law Committee, Oct. (2018).

4 Shinjire Takgai, Cross Border Insolvency in Japan, 32 INT'L BUS. LAW 15 (2004).
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law except for a situation where the enacting State has endorsed the
“international” approach in its own legislation. Universalism is one pillar
that divides the academic opinion on international insolvency while the
other approach is territorialism.” While the universalist approach is
premised on the view that the governing law must be that of the debtor’s
jurisdiction and the courts of the debtor’s jurisdiction must administer the
debtor’s assets; the territorialist approach is one where if the debtor’s
assets are located in multiple jurisdictions there would be multiple
proceedings. However, the Model Law represents the third pillar which is
that of modified universalism. Under this, diverse national laws are
allowed to co-exist with an emphasis on cooperation. Modified
universalism has the virtue of flexibility and acknowledges deeply held
divisions between nation states about the applicability of their policy
preferences to assets located within their jurisdictions. Even so, any court
considering legislation based on the Model Law is likely to find the
international jurisprudence of assistance to its interpretation. Despite this
recognition early on in the drafting process, the Model Law does not
specifically deal with the enforcement of judgments, and there has been
significant controversy in the recent years on this topic.

As transplanting legal ideas without due consideration of domestic
factors does not yield desired results, many countries have taken necessary
steps before embracing a comprehensive cross-border insolvency
regime.’

I1. COMPARATIVE STUDY OF SELECT JURISDICTIONS
The cross-border insolvency regimes of the United States of America
(“US”), United Kingdom (“UK”), Australia, Singapore,” Canada, New
Zealand and Japan are studied in this article. This is done for varied
reasons, for example in the case of UK, a well-developed mechanism for

cross border insolvency has already been existing for more than a decade

5 Emilie Ghio, 12 Cross-border insolvency and rescue law theory: moving away from
the traditional debate on universalism and territorialism, INTERNATIONAL COMPANY
AND COMMERCIAL LAW REVIEW 713-728 (2018).

¢ PrzemysacawSzmyt, 4 Cross-Border Insolvency: Comparative Dimensions, THE
ABERYSTWYTH INSOLVENCY PAPERS, L.J.I.L. 335 (1991).

7 Companies Act 2006, art 1, Tenth Schedule.
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now. Not only is the UK Insolvency Act, 1986 in place, but also the
relevant rules and regulations have been in existence since 2006.° Chapter
15 of the US Bankruptcy Code, on the other hand, has long been
considered a major regime to govern the conduct of cross border
insolvencies. Lastly, the inclusion of the cross-border insolvency regime
in Australia serves as an important example, for Australia is a
Commonwealth Nation, akin to India. Other factors, such as there being
no formal principle of reciprocity when it comes to their international
dealings generally, find a common place within the system in India too.

The US utilizes a universalism regime which requires the countries
with the company’s assets to transfer them to the main court proceeding,.
Chapter 15 of the US Bankruptcy Code’ adopts the Model Law neatly
verbatim. From an American perspective, the benefits of universalism
provide certainty regarding bankruptcy laws to the corporations that
conduct business in the country. While in England, there are four main
sources of law regarding cross border insolvency, pursuant to which the
English court may recognize and give assistance to a foreign insolvency
proceeding: The EC Regulation on Insolvency Proceeding, the Cross
Border Insolvency Regulations, 2006 (implementing the Model Law
adopted by the United Nations Commission on International Trade Law),
Section 426 of the Insolvency Act 1986, and the common law.

In effect, other jurisdictions such as Australia follow an approach that
is described best as ‘Modified Universalism’. Australia’s response to
international insolvency is the Cross-Border Insolvency Act 2008, which
implements the Model Law. After a shift from their earlier laws on the
subject, the Model Law has been explained as reflecting a Universalist
rather than a Territorialist approach towards insolvency proceedings. One
might also distinguish between unity of proceedings and universalism.
The former signifies a single set proceeding, while the latter imports the

8 The Cross-Border Insolvency Regulations 2006, art 1, Schedule 1.
9 US Bankruptcy Code, § 1, Chapter 15, Title 11.
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idea that the collection and distribution of assets should be done on a
global basis."

II1. COMPARATIVE ANALYSIS
A. Public policy and reciprocity
Article 6 of the Model Law provides that the local court may refuse
assistance in relation to foreign proceedings where such assistance would
be ‘manifestly’ contrary to public policy of the local state.' The
UNCITRAL Model Law on Cross-Border Insolvency with Guide to
Enactment explains that Article 6 does not attempt to define public policy
because the notion of public policy is grounded in national law and may
differ from state to state.'” It also notes that the countries recognize a
dichotomy between two different concepts of public policy; one which
applies to the domestic affairs, and the other, which is used in matters of
recognition of foreign laws. Furthermore, the latter is understood to be
more restrictive than the former.” The use of the expression ‘manifestly’
is to emphasize that public policy exception should be interpreted
restrictively and must be invoked only in exceptional circumstances."*

States adopting the Model Law have implemented the public policy
exception of Article 6 in three ways: (i) verbatim adoption of Article 6 of
the Model Law, (if) omission of the word “manifestly” in their public
policy exception, or (iii) adoption of a related version of the provision."”

10 Gerard McCormack & Anil Hargovan, Australia And The International Insolvency
Paradigm, 37 SYDNEY L. REV. 389 (2015).

' UNCITRAL Model Law on Cross-Border Insolvency, 1997, Art. 6.

2 UNCITRAL, ‘UNCITRAL Model Law on Cross-Border Insolvency with Guide to
Enactment and Interpretation’ (“UNCITRAL Guide to Enactment”), 987
https://www.uncitral.org/pdf/english/texts/insolven/1997-
Model-Law-Insol-2013-Guide-Enactment-e.pdf.

13 Andrew B. Dawson, The Problem of Local Methods In Cross-Border Insolvencies,
12 BERKELEY Bus. L.J. 45, (2015).

4 1d.

15 Gerard McComack& Wan Wai Yee, The UNCITRAL Model Law on Cross-Border
Insolvency Comes of Age: new Times or New Paradigms?, 54 TEX. INT'L L.J. 273,
(2019).
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i. Verbatim adoption of Article 6 of the Model Law

'“and the UK have adopted Atticle 6 into their insolvency

Australia
laws verbatim. The intention is to only invoke public policy exception
under exceptional circumstances while interpreting the expression
‘manifestly’ narrowly.

i2. Omission of the word “manifestly” in the public policy exception

Omission of the word ‘manifestly’ in countries like Canada and British
Virgin Islands, suggests a semantic decision to distinguish between
‘domestic public policy’ and ‘international public policy’.'” The Canadian
interpretation of the term ‘manifestly’ has a lower standard in comparison
to the one applied in the Model Law and does not demand the same kind
of compliance as it does in the domestic proceedings. The New Japanese
Act" models the exception of public policy for recognition of a foreign
judgment, in the code of civil procedure.” The Singapore High Court had
held that the threshold for invoking public policy is lower than that
envisaged by the Model Law.”’ The content of public policy, in the Model
Law, is ambiguous, and the courts applying the same have broad
discretion to apply the exception.”

i1, Adoption of the related version of the provision
The jurisprudence behind the US having considered its own version
of Article 6 emanates from the majority position in the decisions
concerning the interpretation of this Article. It has been held that the
prerequisite to applying the exception of public policy is that there must

16 Cross-border Insolvency Bill 2008, art. 6.

17 Andre J. Berends, The UNCITRAL Model Law on Cross-Border Insolvency: A
Comprehensive Overview, 6 TUL. J. INT'L & ComP. L. 309, 320 (1998).

18 Act on Recognition of and Assistance for Foreign Insolvency Proceedings, Act No.
129 of 2000, art. 21.

19 Art. 118 of the Japanese Code of Civil Procedure mentions four conditions for
recognizing foreign judgments (jurisdiction, adequate service to defendants, the
principle of reciprocity, and public order).

20 In Re Zetta Jets Pte Ltd, [2018] SGHC 16, [21], [23]. (Sing).

2l SekKeong Chan, Cross-Border Insolvency Issues Affecting Singapore, 23 S. AC.
L.J. 413 (2011).
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be a conflict between the foreign and the US domestic Law.* The public
policy exception in the US has been argued in the following cases:

Constitutional Right to Privacy
In the case of Re Tof,” the US Bankruptcy Court disallowed the
recognition of a German insolvency administrator. The recognition was

sought to obtain access to his email account with the US Internet Service
Provider. The US law requires that the criminal investigation must be
underway to access the personal account details of an individual and in
the absence of a criminal investigation, the act to access information will
be a breach of law and the public policy of the US.

Besides the above-mentioned case, the different Circuits of the Court
of Appeal have given inconsistent decisions. The mechanism to resolve
such inconsistency is only vested with the US Supreme Court.
Nevertheless, the US Supreme Court takes just a few cases on appeal and
therefore, the inconsistency in interpretation continues to persist.”* It has
been argued that the American interpretation of the exception will result
in “foreign policies that are at odds with provisions of either the US Law or the

established case laws will be subjected to scrutiny”.>

Constitutional Due Process Rights

In Re Sivec SR, the bankruptcy court denied the recognition to a
foreign proceeding if the creditors are deprived of an opportunity to be
heard.”” While most countries have interpreted the exception narrowly,
the courts, in the recent US cases, have interpreted the exception to go as
far as possible when the interests of the US creditors are impaired by the
foreign proceedings. This contravenes with the interpretation of the

22 In Re Ashapura Mine Chem Ltd 480 BR 129, 139. (Dist, DS NY 2012).

2 In Re Toft, 453 B.R. 186, 195-96 (Bankr. S.D.N.Y. 2011).

24 Michael A. Garza, When Is Cross Border Insolvency Recognition Manifestly
Contrary To Public Policy, 38 FORDHAM INT'L L.J. 1587 (2015).

25 Melanie L Cyganowski& Lloyd M Green, The Evolving Application of The Public
Policy Exception In The Cross-Border Insolvencies, INSOL INTERNATIONAL 12, 13
(2013).

26 In Re Sivec SRL, 476 B.R. 310 (Bankr. E.D. Okla. 2012).

27 Von Mehren & Patterson, Recognition and Enforcement of Foreign Country
Judgments in the United States, 6 LAW & POL'Y INT'L BUS., 37, 63 (1974).

124



NLIU JOURNAL OF BUSINESS LAWS VOLUME II

Model Law and Chapter 15 as it undermines the consistency and
cooperation in the international sphere. The US has stretched the
definition of the exception to include cases where the interests of the US
creditors and interested parties are also affected.

Hence, the varying application of the exception contravenes the tenets
of international cooperation and consistency embodied in the Model Law.
Further, it makes cross-border insolvency proceedings unpredictable and

uncertain.?

B. Reciprocity

The condition of reciprocity would bind the countries, where the
insolvency proceeding has commenced, to equally recognize each other’s
foreign proceedings. The conditions of reciprocity curb the objectives
sought to be achieved by the Model Law.” Article 5 of the China
Enterprise Bankruptcy Law states that the initiation of any proceeding is
based on the international treaties between China and the relevant foreign
¥ Likewise, the South African
adoption of the Model Law required the principle of reciprocity.

jurisdiction i.e. the principle of reciprocity.

However, it has not designated any country which has fulfilled the
reciprocity conditions.”

C. Access of Foreign Representatives and Creditors to the State
The ‘access’ principle under Article 9 allows foreign representative to
initiate insolvency proceedings in the receiving court.” The Canadian

28 Elizabeth Buckel, Curbing Comity: The Increasingly Expansive Public Policy
Exception Of Chapter 15, 1299 4 GEo. J. INT'L L. 1281 (2013).

2 Ethan Meredith, Bilateral Insolvency Agreements: A Two-Sided Solution for
Reciprocity in Cross-Border Insolvency, 8 GEO. MASON J. INT'L CoM. L. 379, (2017).
30 Didi Hu, Cross Border Insolvency Regime In China: Finding The Most Pragmatic
Interim Solution For Globalized Companies Under Localized Practices, 92 AM.
BANKR. L.J. 523 (2018).

3 R. H. Zulman, Cross-Border Insolvency in South African Law, 21 S. AFR.
MERCANTILE L.J. 804 (2009).

32 Alastair Smith & Andre Boraine, Crossing Borders into South African Insolvency
Law: From the Roman-Dutch Jurists to the UNCITRAL Model Law, 10 AM. BANKR.
INsT. L. REV. 136, 190 (2002).

3 UNCITRAL, Uncitral Model Law On Cross-Border Insolvency: A Judicial
Perspective,
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legislation allows the foreign representative to apply for recognition but
does not allow the foreign representative to commence proceedings in the
Canadian Courts in the absence of recognition.

In the US, a foreign representative may be able to issue proceedings in
the US, seek relief from a court in the US, or be sued in the US, only after
the application of recognition. But if the proceeding does not require
comity or cooperation by the US courts, a foreign representative can issue
proceedings to recover a claim that was debtor’s property prior to the
debtor’s insolvency.™

D. Treatment of Foreign Creditors

Under Article 13 of the Model Law, the creditors have the same right
as the domestic creditors regarding commencement and participation in
the insolvency proceedings, without being contingent upon recognition.”
It excludes creditors in relation to nominated type creditors from its
provisions. The Australian law provides that ‘the claims of foreign
creditors, other than those concerning tax and social security obligations,
must not be ranked lower than the unsecured claims of other creditors
solely because the creditor concerned is a foreign creditor’.” New
Zealand excludes foreign tax and social security obligations from proving
their debts as equal to the local creditors in local insolvency proceedings.
However, under the Canadian legislation, foreign creditors have the same
rights as the domestic creditors.”

The UK allows claims of foreign tax and social security obligations and
excludes the claims in relation to penalties and other types of debts which

https://www.uncitral.org/pdf/english/texts/insolven/V1188129?Judicial Perspective

_ebook-E.pdf

34 Richard Levin, James L Garrity, Jr. Susan Power Johnston, The Madoff Feeder
fund Cases- Chapter 15, Comity and Related Bankruptcy Issues, 25-SPG INT'L L.
PrRACTICUM 67 (2012).

35 U.N. Comm'n On Int'l Trade Law, Legislative Guide On Insolvency Law, at iii,
U.N. Sales No. E.05.V.10 (2005).

36 Cross-Border Insolvency Act 2008 (Austl.).

37 Jay M. Goffman, Cross-border Insolvencies: A Comparative Examination of
Insolvency Laws of Industrialized Countries, JOURNAL OF BANKRUPTCY LAW AND
PRACTICE (2003).
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cannot be proved under the domestic law. The US allows only foreign
tax, social security and public law obligations which are allowable under
its domestic law based upon tax treaties.”® This Article does not require
foreign employees and other creditors with a priority in another State to
be given an equivalent priority in the State in which recognition is being
sought. Rather, such creditors have only the right to a priority equivalent
to that of ordinary unsecured creditors.”

Given the inconsistency in practice under the Model Law and domestic
priorities and the existing rules in relation to collection of foreign taxes, it
would be difficult to ever achieve uniformity in relation to a list of
priorities as domestic politics would play a large role in establishing
priorities in some states.” Therefore, all the creditors of a debtor in a
foreign proceeding, who have been recognized, can approach the court
of the state in which recognition has been granted.

E. Recognition of Foreign Proceeding

Article 15 enumerates the procedural requirements in relation to the
documents required to be submitted to a court when a foreign
representative is seeking recognition. Article 16 entitles a court to make
presumptions regarding the efficacy of the documents submitted to them
in accordance with Article 15. In Canada, presumption is worded in a
slightly different manner, i.e., it substitutes ‘ordinary place of residence’
with ‘habitual residence’. Similarly, in the US a slightly different wording
is used by substituting it with ‘evidence’ for ‘proof”."!

38 Mathews Vattamala, The Myth of Cross-Border Cooperation: Mutual Assistance
for the Collection of Tax Claims in Cross-Border Insolvencies, 29 EMORY
BANKRUPTCY DEVELOPMENTS JOURNAL (2012).

39 Peter M. Gilhuly, Kimberly A. Posin, Adam Malatesta, Bankruptcy Without
Border: A comprehensive Guide to the First Decade of Chapter 15, 24 AM. BANKR.
INST. L. REV. 47 (2016).

40 Paula E. Garzon, Cross-Border Insolvency and Structural Reform In A Global
Economy, INTERNATIONAL LEGAL DEVELOPMENTS IN REVIEW, INTERNATIONAL
LAWYER (1999).

4! Bryan Rochelle, Cross-Border Insolvency in The U.S. And UK.: Conflicting
Approaches to Defining The Locus Of A Debtor's “Center Of Main Interests”, 50
INT'L LAW. 391 (2017).
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i.  Rebuttable presumptions

There are two rebuttable presumptions contained in Article 16, one
relating to corporations based upon their registered office, and the other
pertaining to individuals regarding their habitual place of residence. These
presumptions have led to contradicting decisions between the English
and the US Courts. The purpose of the presumption is for speed and
convenience of proof where there is no serious controversy.* The
wording adopted by the different states examined in their enactment of
the Model Law provisions has given rise to different interpretations with
respect to the effect of the presumption and the requirements to rebut it.

Registered Office
The purpose of the presumption was ‘2o provide a ready means of dispensing
with formal proof but to leave the door open for the Court to corroborate such
presumption with evidence.” The test in Australia states if that factors the
Centre Of Main Interests (“COMI”) remains unclear, and then the court

will apply the presumption to determine the location of the debtor’s
registered office. However, in Canada, the court considered the factors
that must be taken into account in determining a debtor’s COMI, where
it is necessary to go beyond the registered office presumption:*

1. the location that is readily ascertainable by creditors;

2. the location is one in which the debtor’s principal assets or
operations are found;

3. the location where the management of the debtor takes place.”

In the US, the burden of proof is on the foreign representative seeking
recognition. The debtor’s registered office is probative and only one of

42 Janis Sarra, Oversight and Financing of Cross-Border Business Enterprise Group
Insolvency Proceedings, 44 TEXAS INTERNATIONAL LAW JOURNAL, 547-558 (2009).
43 Ackers v. Saad Investments Company Ltd (in liq) (2010) 190 FCR 285.

4 Jay M Goffman & Evan A. Michael, Cross-Border Insolvencies: A comparative
Examination of Insolvency Laws of Industrialized Countries, 12 J. BANKR. L. & PRAC.
5 ART. 1 (2003).

4 Re Lightsquared LP (2012) CLR (5th) 321 [25] (ONSC).
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the factors is taken into account by the court when determining the
location of the debtor’s COMI.

In the UK, if there were to be proceedings in more than one country,
then the common law would assume that the main proceedings were
taking place in the State of registration and other proceedings would be
deemed to be ancillary. In Europe, the approach focuses on the ‘seat’ of
the company which is most likely the idea behind the COMI concept.*

Habitual Residence

The presumption of habitual residence only applies to individual
debtors. The Model Law does not make a clear criterion to ascertain the
habitual residence by the third party. Thus, the member states have
interpreted the term in view of private international law. The New
Zealand High Court stated that the determination of habitual residence
will hinge on the settled factors given under private international law."’
The Court went on to specify the factors, namely, actual and intended
duration of stay in the state, the purpose of stay and the degree of
assimilation.” In the US, habitual residence is known to mean ‘domicile’,
and also implies the intention to stay. Thus, the meaning of habitual
residence has fewer disputes among the member states, except for
Canada, that uses phrase ‘ordinary residence’.

Article 17 sets out the requirements for recognition of a foreign
proceeding and provides that it will be recognised as a foreign main
proceeding if it is taking place in the State where the debtor has its COMI.
It will be recognised as a foreign non-main proceeding if it is being made
by a foreign representative from the State in which the debtor has an
establishment.

Canada has no requirement for the debtor to have an establishment in
the State of the foreign representative in order to recognise it as a foreign

46 Judith Wade, Where is a corporation’s “Centre Of Main Interests” in international
insolvency?, 16 INSOLVENCY LAW JOURNAL127-145 (2008).

47 Williams v. Simpson [2011] 2 NZLR 380, 391 [41] (N.Z.).

B Id.
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non-main proceeding. In Australia and the UK, it must be shown on
readily ascertainable evidence that the COMI is in another State.

In the US and Canada, the court requires evidence to be put before it
as to the debtor’s COML* Moreover, this article is subject to the public
policy exception contained in Article 6. As highlighted under Article 6,
there has been a tendency of some courts in the US to use this exception
to refuse recognition so as to protect the industrial and competitive

concerns of American businesses.”

The courts have wide discretion as to granting recognition of the
foreign proceedings. Once the foreign main proceeding is recognized, a
stay operates, but the extent of the stay also differs among states. The lack
of uniformity is attributed to some states, such as Canada, for not enacting

the Model Law or completely amending their domestic versions of the
Model Law like in the US and the UK.

F. Co-operation

The Model Law promotes cooperation and communication between
the domestic and the foreign courts and local and foreign representatives.
Cooperation under the Model Law envisages better communication and
cooperation; however, these rules must also adhere to natural justice
principles. Article 25 entitles a court to communicate directly with the
foreign court and the foreign representative. It addresses two fundamental
problems faced by the countries while seeking assistance from foreign
courts: firstly, the lack of explicit rules that allow the courts to
communicate and cooperate with the foreign courts and secondly, the lack
of clarity about the extent to which a domestic court can cooperate with
the foreign court. In the UK, the decision to cooperate is discretionary.
Whereas, the North American courts have a greater amount of experience
in creating protocols, due to the Transnational Insolvency: Cooperation Amwong

49 Susan Block-Lied, The UK And EU Cross-Border Insolvency Recognition: From
Empire To Europe To “Going Alone”, 40 FORDHAM INT'L L.J. 1587, ART.3 (2017).
50 Elizabeth Buckel, Curbing Comity: The Increasingly Expansive Public Policy
Exception of Chapter 15,44 GEO.J. INT'L L. 1281 (2013).

51 Sean E Story, Cross-Border Insolvency: A Comparative Analysis, 32 ARIZ. J. INT'L
& ComP. LAW 431 (2015).
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the NAFTA Countries Principles of Cooperation Among the NAFTA Countries.”
The Australian courts have issued Practice Directions™ that address
cooperation with the foreign representatives and courts. The cooperation
among the US, UK and Canada, commences after the courts of the
respective countries approve the protocol, which ensures that the
agreement is binding on the insolvency practitioner representative. It is
suggested that this approach would be appropriate, if Indian courts were
to opt for a protocol for communication. The Indian approach to
communication, mentioned in the Draft Z, considers the Judicial
Insolvency Network Guidelines for Communication and Cooperation
between Courts in cross-border Insolvency Matters.™

Article 26 encourages communication between foreign and local
representatives. The amorphous definition of ‘court’, in the Model Law is
interpreted to create an obligation on the foreign representatives to
communicate with the local administrative authorities. Despite the
unanimous acceptance of this Article, Canada chose not to adoptit. Given
that the Canadian courts have had a history of better communication and

cooperation in the case of corporate restructuring, it was apt to not adopt
Article 26.

G. COMI and Establishment
The determination of COMI and establishment of the debtor is of
fundamental importance to ascertain the foreign main and non-main
proceeding. Unfortunately, neither the UNCITRAL Model nor the EU
Council Regulation throw light on the exact factors determining COMI
and establishment of the debtor; and both the legislations allow for
presumption. UNCITRAL Model presumes the debtor’s registered office

52 THE AMERICAN LAW INSTITUTE, TRANSNATIONAL INSOLVENCY: COOPERATION
AMONG THE NAFTA COUNTRIES, PRINCIPLES OF COOPERATION AMONG THE NAFA
COUNTRIES (Jirus Publishing, 2003).

53 JLB Aslop, Cross-Border Insolvency Practice Note: Cooperation with Foreign
Courts or Foreign Representatives, (2020), https://www.fedcourt.gov.au/law-and-
practice/practice-documents/practice-notes/gpn-xbdr.

34 INSOL, Guidelines for Communication and Cooperation between Courts in Cross-
border Insolvency Matters, (2016),
https://www.insol.org/emailer/January 2017 downloads/docla.pdf.
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ot habitual residence in the case of an individual as the debtor’s COMI™
and, the EU Council Regulation presumes the registered office of the
debtor as the COMI.”* Additionally, Article 13 of the regulation expounds
the COMI to be the place where the debtor conducts the administration
of his interests on a regular basis and is also ascertainable by third parties.”’
But the presumption is rebuttable if the evidence to the contrary is found.
The lack of clarity in this regard has left the courts to decipher the factors
determining COMI on their own. Although the Model Law was created
to foster cooperation in the cross-border cases, the different regimes after
its implementation have moved away from this aim and have created
definitions of COMI based on their judicial interpretation.” The UK
courts have moved towards an evaluation by the third party by assessing
certain objective factors to ascertain the place where the corporate debtor
conducts the bulk of the business operations. However, the American
Bankruptcy Courts have developed certain tests to do the same.

In In re Tri-Continental Exchange 1.4d,° the US Bankruptcy Court held
that the presumption of the COMI to be the registered office is included
for speed and convenience of proof, when there is no substantial
controversy. It advances fast action in cases where speed may be essential.
But the presumption is not a rule of thumb, as it is not preferred in
situations where there is a separation between corporation’s jurisdiction
of incorporation and its real seat.”’
the precedents, in the US and the UK, that have taken different

approaches to define COMI.

The succeeding sections will analyze

i. The “Nerve Center Test”
In Hertz v. Friend, the US bankruptcy Court used the American
"and further

250

conception of COMI as the “principal place of business

55 UNCITRAL Model Law on Cross-Border Insolvency, 1997, art. 16(3).

36 EU COUNCIL REGULATION, art. 3.

57 EU COUNCIL REGULATION, art. 13.

58 Allan L. Gropper, The Arbitartion Of Cross Border Insolvencies, 86 AM. BANKR.
L.J.201 (2012).

% In re Tri-Continental Exchange Ltd., 349 B.R. 627, 635 (Bankr. E.D. Cal. 2006).
60 Jay Lawrence Westbrook, Locating the Eye of the Financial Storm, 32 BROOK. J.
INT'L L. 3, 15 (2007).

! Morning Mist Holdings Ltd. v. Krys, No. 11-4376 (2d Cir. 2013).
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defines it as the “corporate nerve centet” or headquarters.”” The court
held that the “principal place of business” refers to a place where the
corporation’s activities are directly controlled and administered® and
generally, this place is the headquarters of the corporation unless the
headquarters is only meant to conduct board meetings.®* Subsequently,
other courts in the US began testing the COMI of the debtor on the

55 65

threshold of the “nerve center test”.

@. The “Objective Thivd-Party Test”

The construction of COMI in the US and the UK is at a conflict with
each other, the reason, however, can be attributed to different judicial
interpretations. The UK courts have considered the European Union
Regulation on Insolvency Proceedings (“EC regulation”) while
interpreting COMI. Further, the EC regulation states that the location of
the third party would perceive as the debtor’s COML The courts in the
UK have cast doubts upon the American view of ascertaining the COMI
and prefer to analyse the debtors’ pre-insolvency activities appeared to the

third parties.(’7

Re Eunrofood IFSC Lid, serves as the principal authority on the
determination of debtor’s COMI. The European Court of Justice held
that the COMI “must be identified by reference to criteria that are both
objective and ascertainable by third parties”,” and that “objectivity and
that possibility of ascertainment by third parties are necessary in order to
ensure legal certainty and foreseeability concerning the determination of

’ 69

the court with jurisdiction to open main insolvency proceedings”.
Another line of US legal precedent suggests that the courts acknowledge

62 Supra note 37.

%3 Hertz Corp. v. Friend, 559 U.S. 77, 130 S. Ct. 1181, 175 L. Ed. 2d 1029 (2009).
% Id. at 35.

% In re Fairfield Sentry Ltd., 714 F.3d 127, 132 (2d Cir. 2013).

% EC REGULATION, ART. 3(1).

%7 In re Kaupthing Capital Partners Il Master LP, Inc., [2011] B.C.C. 338, 342.

68 Pedro Jose F. Bernardo, Cross-Border Insolvency and the Challenges of the Global
Corporation: Evaluating Globalization and Stakeholder Predictability through the
UNCITRAL Model Law on Cross-Border Insolvency and the European Union
Insolvency Regulation, 56 ATENEO L.J. 799 (2012).

% In re Eurofood IFSC Ltd., 2006 ECR I-3813.
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the objective party analysis as well. In re Sphinx Ltd., the court held that
the debtor’s COMI is the location where the corporation is and seems
‘actually managed’ from the perception of the third party.”” Following the
decision given in Sphinx, the court held that the debtor’s COMI is not to
be determined by the place of incorporation alone and must consider the
place where the policyholders and the creditors perceive the debtor’s
operational hub.”

The lack of consensus on defining COMI is against the goals of the
Model Law and is increasing unpredictability and inconsistency in the final
adjudication.

H. Recognition and Enforcement in Cross-Border Insolvency

There is no effective remedy in the absence of recognition and
enforcement and the decisions will be limited to the territorial
boundaries. * The Model Law does not specifically address the
enforcement of foreign cross-border insolvency judgments within local
jurisdictions. ” However, the courts in the UK use the principle of
modified universalism to address the differences between the domestic
and foreign laws.” In the case of Cambridge Gas, the court held that the
English assets could be distributed under the Australian court’s order of

priority.”

But the court reversed the above-mentioned position in the case of
Rubin v. Ewurofinance.” 'The court categorically held that the foreign

0 In re SPhinx, Ltd., 351 B.R. 103, 117-18 (S.D.N.Y. 2006).

7! In re British American Insurance Co. Ltd., 425 B.R. 884, 909, 52 Bankr. Ct. Dec.
286 (S.D. Fla. 2010).

2 Supra note 43.

73 Sandeep Gopalan & Michael Guihot, Recognition and Enforcement in Cross-
Border Insolvency Law: A Proposal for Judicial Gap- Filling, 48 VAND. J.
TRANSNAT'L L. 1225, 1239 (2015).

74 In re HIH Cas. & Gen. Ins. Ltd. [2008] UKHL 21.

75 Cambridge Gas Transport Corp. v. Official Committee of Unsecured Creditors (of
Navigator Holdings PLC and others) (Isle of Man) [2006] UKPC 26.

76 Rubin v. Eurofinance SA [2012] UKSC 46, 9 2; see also Richard Keady & Jay Qin,
Rubin v. Eurofinance: A return to Common Sense, BIRD & BIRD (Jan. 8, 2013),
https://www.twobirds.com/en/news/articles/2012/rubin-v-eurofinance-0113 [https://
perma.cc/SLNN-5ET3].
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insolvency judgment is not enforceable in the UK unless the defendant
was present in the foreign jurisdiction or had submitted to the foreign
court’s jurisdiction.” The court based its rationale on the common law
rules.”® Following this judgment, neither the creditor nor the debtor can
predict if the foreign judgment will be enforceable, because it is
contingent on the rules of common law. The ramifications of such
decisions can be felt in other common law counttries too.

As discussed in the previous sub-sections, Section 1506 of the US
Bankruptcy Code states that the exception of public policy is to be used
narrowly. But the courts have made increasing use of this exception,
which has led to inconsistent enforcement of judgments.” In In re Iitro,
the New York Bankruptcy Court refused to enforce the restructuring plan
approved by the Mexican court, by invoking the public policy exception.”
This judgment is at odds with the judgment given in Metcalfe® (the
Bankruptcy Court held that the foreign court approved restructuring plan
be enforced in the US), and the plenary meaning of the public policy
exception.

Following the conflicting judgments in the UK and the US, an
amendment was proposed to the Model Law and the Model Law on the
Recognition and Enforcement of Insolvency-Related Judgments® (“the
Amendment”) was introduced as a result. Article 13 of the Amendment
provides limited grounds to refuse recognition and enforcement of an
insolvency judgment. The eight grounds of exception also limit the
judicial discretion to refuse recognition and enforcement.” This would

"7 Gordon Stewart et al., International Cooperation in Cross-Border Cases: Is
Modified Universalism a Busted Flush?, 103014 ABI-CLE 69, 69 (2014).

®Id.

7 Aaron L. Hammer, Matthew E. McClintock, Understanding Chapter 15 of the
United States Bankruptcy Code: Everything you need to know about Cross-Border
Insolvency Legislation in the United States,14 L. & BUS. REV. AM. 257 (2008).

8 In Re Vitro S.A.B. de CV, 701 F.3d 1031 (2012).

81 In Re Metcalfe & Mansfield Alt. Invs., 421 B.R. 685 (Bankr. S.D.N.Y. 2010).

82 Int'l Aspects Comm., Nat'IBankr. Conference, Report Of The Committee On
International Aspects 2 (2016), http://
nbconf.org/wp-content/uploads/2015/10/Intl-Aspect-Committee-2016-UNCITRAL-
Report.pdf.

8 Chevron USA v. Echazabal, 536 U.S. 73, 80 (2002).
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mean that the judges would no longer be able to go beyond the intended
scope of the exception of public policy. By enumerating finite exceptions
through which the enforcement can be denied, it will bring stability in
international insolvency.™ It is suggested that the countries that have
adopted the Model Law should also adopt the Committee’s proposed
amendment.

I. Enterprise Groups and Financial Institutions
Traditionally, the cross-border insolvency deals with individual
companies. However, international business tends to be conducted
through networks of related companies incorporated in different
jurisdictions following which UNICTRAL has issued the legislative guide
in relation to the treatment of enterprise groups in insolvency.”

i. Enterprise Groups

The degree of control in the enterprise groups is centralized and all
substantial decisions are taken by the board of directors that control the
entity. It was recognized by the US bankruptcy court that the insolvency
proceedings of all the entities within the group, must be coordinated with
the head office.*® Additionally, the fact that the control is exerted by the
centralized management may lead to the states conceding to the
jurisdiction of the State where the management of the enterprise group is
located. But this ‘one size fits all’ approach may lead to several issues.

Following the above approach, the directors/officers of the
subsidiaries may be relieved. But for public policy reasons, the State in
which the subsidiary is located in may be disinclined to relieve the officers
within their jurisdiction of their personal liability.”” Further, there is a

8 Lia Metrevel, Toward Standardized Enforcement of Cross-Border Insolvency
Decisions: Encouraging the United States to adopt UNCITRAL'’s Recent Amendment
to its Model Law on Cross-Border Insolvency, 51 COLUM. J.L. & Soc. PrROBS. 315
(2017).

8 UNCITRAL, Legislative Guide on Insolvency Law, Part three: Treatment of
enterprise groups in insolvency, UN Publication Sales No E.12.V.16., GA Res 65/24.
8 Re iMarketing Solutions Group (2013) 227 ACWS (3d) 314; [2013] ONSC 2223.

87'S.Gopalan, M. Guihot, Cross-Border Insolvency Law and Multinational Enterprise
Groups: Judicial Innovation as an International Innovation, 48 GEO. WASH. INT'L L.
REV. 549 (2016).
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question as to whether the domestic creditors should be bound by the
foreign restructuring plan and whether even the solvent members of the
enterprise group would have to undergo a restructuring proceeding.

21. Financial Institutions

After the case of Lehman Brothers,® there has been a renewed effort
to identify the legal and financial concerns that arise in the insolvency of
financial institutions. The UNCITRAL in its paper on insolvency of
financial institutions® has suggested a coordinated mechanism between
the states. Since certain states have excluded financial institutions from
the domestic implementation of the Model Law, the suggestion is not
plausible unless the member states implement the suggested mechanism.
In the absence of a pre-existing convention, it is difficult for states to
uniformly deal with the cross-border insolvency of financial institutions.”

IV.  CONCLUSION

Although many countries have bankruptcy regulations to maximize the
returns to the company’s creditors from its assets, the differences in
domestic law and Model Law in a particular jurisdiction, creates
hindrances in achieving consistency in the insolvency proceedings.
Further, the opacity in the treatment of foreign creditors across various
jurisdictions may prompt the creditors to file for company’s insolvency
elsewhere.

First, to determine the existence of a foreign main proceeding, a two-
pronged test is required: firszly, it has to be opened in a state where the
debtor has its COMI and second)y, the presumption of a debtor’s COMI,
which can either be habitual residence or the registered office, is
rebuttable. It creates an opportunity for more than one court to open the
proceeding and further have an effect on the rights of the concerned

88 Re Lehman Brothers International (Europe), [2012] UKSC 6.

8 United Nations Commission on International Trade Law, Insolvency of Large and
Complex Financial Institutions 42nd session, UN Doc A/CN.9/WG.V/WP.109 (24
September 2012).

90 Lauren L. Peacock, 4 tale of two courts: The Novel Cross-Border Bankruptcy Trial,
23 AM. BANKR. INST. L. REV. 543 (2015).
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parties, regarding the automatic stay upon recognition of the foreign main
proceeding.”

Second, the application of the Model Law does not cover the
potentially complex areas like insolvency of multinational group of
companies. Lastly, the Model Law does not have a choice of law
provision, which may cause substantial confusion.”” The countries that
choose to incorporate the Model Law must chart a path that is suitable to
their individual circumstances. An alternative method of adopting
protocols may also assist in arriving at a finely tuned response to the gaps
in the Model Law.

Cooperation under the Model Law depends on the recognition of the
foreign main proceedings. Countries that have had greater interaction
between their courts and commercial activities, usually agree upon how
the COMI must be ascertained. But otherwise, the interpretations of
COMI and establishment vary in different jurisdictions, thereby defeating
the goal of the Model Law. The UNCITRAL Working Group V has also
noted that the differences in international cooperation in cross-border
insolvency will result in erosion of enterprise value and expensive cross-
border litigation.”

! Rosalind Mason, Cross-Border Insolvency: Recognition Of Insolvency-Related
Judgments And Choice Of Law Characterisation, 27 NO. 5 J. BANKR. L. & PRAC. NL
ART. 9 (2018).

92 M. C. Gilreath, Overview and Analysis of How the United Nations Model Law on
Insolvency Would Affect United States Corporation Doing Business Abroad, 16
BANKR. DEV. J. 399, at 404 (1999-2000).

9 United Nations, United Nations Commission on International Trade Law
Background information on topics comprising the current mandate of Working
Group V and topics for possible future work, UN Doc A/CN.9/WG.V/WP.117 6 [10].
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