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Foreword

I am pleased to present the NLIU Journal brought out by the Centre
for Business and Commercial Laws (CBCL) to the legal fraternity. This
volume presents several articles that would undoubtedly pique the inter-
est of all legal professionals, students, academicians, researchers, policy

makers and others.

The Centre for Business and Commercial Laws, under the guidance of
the Chairperson of CBCL, Prof. (Dr.) Ghayur Alam, has organised the
NLIU-Trilegal Summit on Corporate and Commercial Laws, 2022. The
Summit’s raison d’etre stems from CBCL’s unwavering march towards
promoting scholarship and excellence in the field of corporate and com-
mercial laws. The Centre invited submissions pertaining to contempo-
rary legal matters and aims at highlighting legal lacunae in certain areas,
while encouraging the search for innovative solutions, through its pub-
lished manuscripts. Through this process, the publication of this Summit
book makes its own small yet significant place in the consistently expand-
ing academia of the commercial landscape. It is expected that the readers

find themselves enriched by these articles presented in this volume.

Through the 2022 Summit, the Centre has covered myriad topics in
the field of commercial laws. Ranging, from the analysis of blockchain
technology and its impact on competition laws and the recent trend of
data-rich entities in eluding the competition law framework of the coun-
try, to suggesting new ways of tackling the difficulties of regulating bad
banks, studying the impact of third-party funding in arbitrations, the
Summit book has tackled burning issues that were presented by seasoned
researchers. I take this opportunity to appreciate their perseverance and
congratulate them on their hard work which bore fruit in the form of this
publication.
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I would like to place on record my sincere appreciation to Prof. (Dr)
Ghayur Alam and the Editorial Board of the students for successfully
undertaking and completing all the required tasks towards the publi-
cation of this volume. I further commend the Editorial Team for their
meticulous work and hope their enthusiasm grows with each of the
upcoming volume.! look forward to the feedback from the readers on the
contents of this volume as only such feedback can enhance the quality
and status of the journal in the years to come.

—PRrOF. (DR.) V. VIJAYAKUMAR
Vice Chancellor, NLIU Bhopal
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Preface

This Preface is about the articles and essays on topics of Corporate and
Commercial Laws for the 7 NLIU-Trilegal Summit, 2022. The National
Law Institute University, Bhopal (NLIU), organizes events to encourage
members of legal fraternity to come together, discuss, debate and think
about contemporary legal problems and their solutions. One such flagship
event at NLIU is NLIU—Trilegal Summit on Corporate and Commercial
Laws organised in collaboration with one of India’s leading law firms,

Trilegal.

Submissions received for the Summit deal with Mergers and
Acquisitions, Banking and Finance Laws, Commercial Disputes, and
Insolvency and Bankruptcy Laws. Previous editions of the NLIU—
Trilegal Summit witnessed widespread participation from students across
law schools in India with multiple submissions flooding in, all teeming
with potential and excellence. The seventh edition of the summit was no
exception. CBCL is overwhelmed and inspired by the number and quality
of submissions that it received. The rigorous review process undertaken
by the student editors of the Centre and peer reviewers ensured the pub-
lication of pieces that discussed original, purposive, and problem-solving
ideas for issues dominating the commercial landscape of India and the
world. The following manuscripts have found their home in the compen-

dium from the Summit.

Data Concentration as an Invisible Fosse: A Comprehensive Analysis
of the Role of Data in Facilitating Anti- Competitive Practices by Bhargavi
G. Iyer and Ojaswi Bhagat analyses the role of data in an increasingly
data-driven world. It delves into the manner in which data facilitates
data-rich entities in eluding competition law frameworks and obstructing

entry into the market. It examines the issues of manipulation of online
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search results, data monopoly through strategic amalgamations, and
algorithmic means of collusion. It goes on to propose adequate measures
in order to bolster the existing Indian and global legal environment to

ensure an ideally competitive market.

A New Perspective in Antitrust Investigations: Delineating “Relevant
Market” in Case of Blockchain Mining by Rakshit Sharma and Vivek
Kumar examines the implications of the development of blockchain tech-
nology on policymaking. It delves into the anti-competitive potential of
blockchain which is furthered by its secure and pseudonymous nature
which helps shield abusive players from liability. It postulates that the
need of the hour is to re-conceptualize the contours of antitrust law in
the context of disruptive technologies such as blockchain with a special
focus on the difficulties associated with the delineation of the relevant

market in case of antitrust violations.

Round Tripping of Foreign Direct Investment — Analysing the
Regulatory Regime by Aman Jha and Anurag Shah addresses the issue
of “round-tripping” of foreign direct investment. This refers to the con-
temporary legal difficulty wherein domestic capital leaves the host nation
and return back disguised as foreign direct investment, thereby allow-
ing it to reap the benefits of the preferential treatment accorded to for-
eign direct investment. This article analyses the manner in which other
jurisdictions regulate such investments and also examines the regulatory
regime surrounding the same in India. Finally, it suggests legal and policy
recommendations to introduce a system of checks and balances on such

transactions.

India’s Differential Voting Rights Structure— A Failed Attempt to
Bring Any Difference to Corporate Framework? by Nityesh D. exam-
ines the issue of Differential Voting Right Shares (DVRs) which has
gained contemporary significance in India, permitted ‘tech companies’
to list with Superior Voting Right (SVR) shares. It iterates that despite the
SEBD’s efforts to promote the DVR framework in India through relaxed
regulation and amendments, only four listed companies have opted for
the DVR framework so far. It studies the factors that play a role behind

this reality and considers the possibilities of success for the framework.
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PREFACE

Regulating Green Bonds in India: A Panacea to the Malady of
Unsustainable Financing by Anshul Dalmia examines the need to issue
green bonds in the current existing corporate market as an alternative for
clean and sustainable financing. It also studies the existing jurisprudence
surrounding green financing and highlights the legal lacunae therein.
It goes on to juxtapose the Indian legal climate as against other juris-
dictions to look for solutions and proposes recommendations stemming

from the same.

How Purposeful is the Current Legislation on Special Purpose
Acquisition Companies (“Spacs”) in India- Regulatory Issues and
Suggestive Outcomes? by Bhoomika Singh and Prasam Jain revisits the
concept of SPACs in its renewed importance during the COVID-19 pan-
demic. This article addresses four significant issues surrounding the gov-
ernance of SPACs. Firstly, the importance of disclosure in SPAC merger
procedures. Secondly, the risks around hunting for a private target com-
pany. Thirdly, the higher risk associated with shareholders investing in
SPACs. Fourthly, the problems surrounding SPAC merger. It delves into
the current framework for SPAC Regulation in India and makes certain

suggestions.

The Green Deal - ESG Trends in Mergers and Acquistions by Anjali
Singh and Arjun Hasija analyses the increasing importance of ESG fac-
tors in Mergers and Acquisitions decision-making and strategy, as share-
holders are making use of ESG indicators to assess risks and identify
opportunities for value creation and ESG regulation. This article dis-
cusses the ever-growing importance of Climate Change, Greenhouse Gas
Emissions, Human Rights, and how the key strategies of organisations

are being advanced to meet the ESG demands.

The Recent Developments in Indian Merger and Acquisition Control
by Kanika Birje and Asma Maryam examines the various reforms
brought about in merger and acquisition (M&A) control while also look-
ing into the recent trends that have fuelled these reforms. It also looks
into the history and development of M&As in India and compares its

current regime with that of jurisdictions like USA and Europe.
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Scrutinizing the Impact of llliquid Options on Price Manipulation by
Urja Dhapre examines the judicial response of different devices used by
traders to manipulate the derivatives market. The article further delves
into the manipulation tactics through the lens of US and UK markets
anti-manipulation framework. The author argues that the pressing need
of the hour is to have a better enforcement mechanism to deal with
the illicit techniques and provide a more conducive environment to the

investors.

Determination of Relevant Market in the Digital Regime by Tanya
S. studies the impact of the growing reliance of consumers on the digi-
tal platforms which in turn calls for the competition regulators around
the world to impose scrutiny processes. It contends that the multi-sided
nature of the digital platforms poses a challenge while determining the
relevant market and that the Competition Commission of India (CCI)
has failed to adequately address this. It finally compares the position of
the CCI to other regulators and makes suggestions for improving the

current regime.

Taxation of Cryptocurrencies: An Indian Perspective by Saloni Jajoo
and Anukriti Anand deals with the development of cryptocurrency and
block chain technology. It explains the framework of Indian laws, rules
and regulations imposed on this increasingly prevalent technology. It
delves into the different modes under which cryptocurrencies may be
taxable in India and places it in an international context. It also makes
suggestions for the government for protection of the interests of all the
relevant stakeholders.

The Watchdogs Attempt to Tweak Confidentiality by Lisa Sankrit
and Rishi Raj studies the amendment made to Regulation 35 of the 2009
General Regulations promulgated by the Competition Commission of
India which did away with an informant’s right to their confidentiality.
The article analyses the negative implications of this amendment through
various judgments and looks to other jurisdictions and their legal regimes
to draw inspiration for India. It ends with recommendations and sugges-

tions which can be used to give confidentiality its due respect.



PREFACE

Ouwersight of Ethical Issues: The Achillies Heel in the Mediation Bill
by Kishalaya Pal evaluates the Mediation Bill and highlights a few major
lacunae including its oversight of ethical issues. The author suggests that
these might not only stimy the growth of mediation culture but also be
counterproductive. The article analyses various ethical issues like confi-
dentiality, good faith, informed consent and impartiality and also pro-
vides their limitations in practice. The author concludes with certain
suggestions fill these gaps.

A Shift From ‘ADR’ To ‘CDR’: Positioning Mediation at the Centre-
Stage of Dispute Resolution by Jasleen Singh Sandha appreciates the
importance of mediation in a world where everyone is looking for a
‘win-win’ solution. The article differentiates between Alternative Dispute
Resolution (ADR) and Consensual Dispute Resolution (CDR) mecha-
nisms and emphasises upon the need to move from former to latter. It
discusses into the Singapore Convention and UNCITRAL Model Law
on International Commercial Mediation. The author, in their conclusion,
promotes the CDR mechanism and hypothesis that it has the potential to
overcome difficulties of other forms of ADR such as arbitration.

Usage of Article 142 to Modify the Arbitral Award: Judicial Reluctance
to Forgo their Jurisdiction by Vedaant S. Agarwal and Shivankar Sukul
analyses the difficulties faced in the process of arbitration due to the
courts’ reluctance to forgo their jurisdiction over matters. To deter the
courts from subverting the scheme of the Arbitration and Conciliation
Act, 1996, the author contends that it is necessary to regulate the mod-
ificatory powers of the courts. The author studies such regimes across

jurisdictions and offers a suggestion tailored for India.

It is my sincere hope that this book makes a significant contribution
to the literature on Business and Commercial Laws. Each contributor
to this book deserves our most heartfelt gratitude. We express our sin-
cere gratitude to our Chancellor, Hon’ble Shri Justice Ravi Malimath,
the Chief Justice of the High Court of Madhya Pradesh for encourag-
ing, guiding and supporting us in our academic pursuit. We express our
thanks and gratitude to our Vice-Chancellor, Prof. (Dr.) V. Vijayakumar

for his encouragement, guidance and support. We would like to express
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our thanks and gratitude to Trilegal, our equal partner for supporting
this endeavour. We extend our gratitude and thanks to our publishing
partner, the Eastern Book Company (EBC).

As Chairperson of CBCL, I would like to extend my appreciation to
the Student Body of CBCL that has put forth their sincerest efforts in
the conduct of the Summit and the publication of this book. I convey
my best wishes to the whole Student Body of CBCL and especially to
Ms. Rachita Shah, Mr. Aditya Shankar Dixit, Ms. Palak Kumar, and
Ms. Shreya Chandhok, who made this Summit a success and helped the

University to come up with this publication.

The NLIU—Trilegal Summit on Corporate and Commercial Laws has
become a legacy fuelled by quality submissions that push the limits of a
reader and the enthusiasm of the participants and organisers alike. We
hope to continue with the same vigour for all future editions of the sum-

mit to come.

GHAYUR ALAM

Chairperson, Centre for Business and Commercial Laws
The National Law Institute University, Bhopal, India.



Message from Trilegal’s Desk

As the Indian economy finally emerges from the disruptions caused by
the pandemic, inflationary trends have begun to exert pressure on many
corporates’ bottom lines. Coupled with this, geopolitical conflicts in
Europe and Asia have added another element of volatility in the finan-
cial markets. Amidst this backdrop, the traditional role of lawyers in
deal-making has evolved from a purely legal one to providing a more
board-based strategic outlook. Legal professionals today are expected
to not just provide legal advice; but also anticipate any risks that may
arise, devise optimum solutions and measures to contain such risks, and
provide a holistic guidance to achieve the desired outcomes. While the
traditional mode of legal education equips future lawyers with necessary
skills for the former, it is endeavours such as the NLIU-Trilegal Summit
on Corporate and Commercial Laws 2022 which helps bridge the gap
between the academic environment and practical requirements for law-

yers of the future.

This book, which presents the fifteen best articles and essays submit-
ted by participants from all across the country, is a testament to the
quality of the research and efforts on display by the participants during
the Summit. These articles and essays cover a wide range of topics which
are extremely relevant to issues faced by market practitioners today, and
will also be of great help in the coming days as and when deal structures
continue to evolve. We congratulate all the participants in their sincere
efforts and enthusiastic participation during the Summit.

Since the inaugural edition of the Summit in 2016, it has today become
a shining example of successful collaboration between academia and cor-
porate law firms in the country. The format and scope of the Summit
truly makes it as one-of-a-kind event which seeks to bring the best of
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both worlds on one platform. Trilegal’s long standing commitment to
contributing towards the growth and development of law in India has
been matched by NLIU’s focus on research and excellence. The result of
these joint efforts have made the Summit an extremely successful endeav-

our, and a must for every enterprising law student to participate in.

On behalf of Trilegal, we are honoured to partner with an esteemed
institution such as NLIU Bhopal. We are indebted to the Hon’ble
Vice Chancellor, faculty members and students of NLIU, the Hon’ble
Chairperson and members of CBCL, for their continued patronage
towards the Summit and their hard work in ensuring yet another suc-
cessful edition of the Summit.

YOGESH SINGH

Partner & Head
Corporate Practice, Trilegal

Xiv



Message from Team CBCL

On behalf of the Centre of Business and Commercial Laws, NLIU
Bhopal, we are pleased to present to you the compilation of articles pre-
sented at the 7th NLIU-Trilegal Summit on Corporate and Commercial
Laws 2022. The meticulously picked articles for this edition reflect the
wide paradigm of business laws and emphasise upon their dynamic,

ever-changing nature.

We would also like to extend our congratulations to all the students
who contributed articles and essays to the Summit. We hope that the fif-
teen articles in this edition encourage the readers to delvedeeper into the

study of business laws.

The Summit’s first edition came to fruition in 2016 to foster student
research and contribution to the current dossier of research on the sub-
ject. Ever since then, Trilegal and NLIU have collaborated every year
to further their common objective of advancing scholarship and under-
standing of business laws. Our last edition featured submissions by stu-
dents, as well as experienced practitioners and corporate lawyers. Both
our prestigious publishers EBC and Trilegal have offered staggering
prizes in order to reward and encourage an environment of analytical

thinking and result oriented research.

Turning to our current issue, we present a diverse selection of stimu-
lating articles from scholars and students. The fifteen submissions have
been selected after a rigorous review process conducted jointly by Team
CBCL and Trilegal and delve into a variety of themes such as Banking
and Finance Laws, Cryptocurrency and applicable Laws, Commercial
Disputes, and Changing dimensions of the Insolvency and Bankruptcy

Laws to name a few.
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It is only due to the support of Prof. (Dr.) V Vijayakumar and our
Chairperson Prof. (Dr.) Ghayur Alam that the Summit was possible and
conducted so smoothly, and we are deeply indebted to them for their time
and effort. We are also grateful to Trilegal for their consistent efforts in
making every edition of the Summit a great success. Lastly, we express
our gratitude to our editorial team for conducting a comprehensive

review process, and their relentless hardwork.

On a final note, the Summit has now become an important instrument
in the Indian law school circuit in initiating dialogue and developing
insight into the fields of corporate and commercial laws. We are hopeful
that this edition will further aid in creation of meaningful discourse in
the field of commercial laws, and encourage more and more students to

broader their understanding of these laws.

—RAcHITA SHAH

Convenor
Centre for Business and Commercial Laws

—ADITYA SHANKAR DIXIT

Co-Convenor
Centre for Business and Commercial Laws
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Data Concentration as an Invisible

Fosse: A Comprehensive Analysis

of the Role of Data in Facilitating
Anti-Competitive Practices

—Bbhargavi G. Iyer and Ojaswi Bhagat

ABSTRACT

The deluge of data that has been enveloping our world has
enhanced business analysis and improved decisions, and has
become the basis of competition, growth and development among
different market players. In addition to enhancing productivity,
and enabling consumer-centric focus alignment, utilization of
data has opened up the global economy to various potential
perils. This article aims to analyse the role of data in facilitating
data-rich entities in eluding competition law framework and
obstructing entry into the market; and aspires to propose
adequate measures in order to bolster the existing Indian and
global legal environment to ensure an ideally competitive market.
This article is divided into three parts. Part I examines the issue
of manipulation of online search results. Part I discusses data
monopoly through strategic amalgamations. Part III surveys
algorithmic means of collusion. This article concludes that the
impact of data concentration on the variables in a competitive
market is appreciable, including the adverse effect on local
and small businesses, and deterrent effect on new entrants and
innovators, and emphasises upon the obligation to protect their
interests. This article also elucidates upon the potential legal
solutions to the issues surrounding use of data in the competition

law regime.
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I. INTRODUCTION

“Whoever unlocks the reams of data and uses it strategically will win.”
— Angela Ahrendts!

The above words emphasise the growing value of data, and the need
to accumulate it in order to surpass competitors in various industry ver-
ticals. It is pertinent to note that the global economy is currently hurtling
towards a juncture where information is as valuable a resource as money
itself. Data is an extremely powerful source of competitive advantage,
and it is greatly useful in analysing and comprehending the needs of con-
sumers and thereby, allowing a company to understand what, when and
how to sell the customer more goods or services, taking full advantage of
the information possessed.?

Collection of customer information in order to analyse choices and
apply such analysis in improvement of products and services, is cer-
tainly an age-old strategy, however, the process was previously slow and
time-consuming, tedious, limited in scope, and restricted to a relatively
miniscule target group.® With the introduction of cloud-based and novel
technological tools that enable quick and efficient gathering, processing
and analysis of data, the strategy has gained momentum, and proved to
be a game changer in providing customer insights. Information on search
behaviour, choice of content, location, usage patterns, and other aspects,
assists companies in data-enabled decision making.*

It has been acknowledged time and again, that concerns about fair
competition are especially salient in digital and innovation markets.’

1. Interview by Capgemini Consulting, Digital Leadership: An Interview with Angela
Abrendts, CEO of Burberry (2012), https://www.capgemini.com/wp-content/
uploads/2017/07/DIGITAL_LEADERSHIP__An_interview_with_Angela_Ahrendts.
pdf.

2. Jessica Twentyman, Data can be source of power, Financial Times, Jan. 29, 2014, availa-
ble at: https://www.ft.com/content/89bad71c-81c5-11€3-87d5-00144feabyde.

3. Andrei Hagiu and Julian Wright, When Data Creates Competitive Advantage,
Harvard Business Review, Jan. 2020, available at: https://hbr.org/2020/01/
when-data-creates-competitive-advantage.

4. Tim McGuire, James Manyika, and Michael Chui, Why Big Data is the new competitive
advantage, Ivey Business Journal, Jul. 2012, available at: https://iveybusinessjournal.com/
publication/why-big-data-is-the-new-competitive-advantage/.

5. Johannes Laitenberger, Director-General for Competition, European Commission, Speech
at Brussels about EU Competition Law in Innovation and Digital Markets: Fairness
and the Consumer Welfare Perspective (Oct. 10, 2017), available at: https://ec.europa.eu/
competition/speeches/text/sp2o17_15_en.pdf.
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However, it has also been recognized that data itself, as an intangible
asset, may tend to play a massive role in the competitive environment.®
For instance, the General Counsel of the U.S. Federal Trade Commission,
explicated in 2018, that the accumulation of big data sets may allow
firms to achieve substantial efficiencies, but also may raise potential anti-
trust issues.”

Prior to delving into any analyses pertaining to competition, it is essen-
tial to understand the legal conception of “data”. The United Nations, in
its Personal Data Protection and Privacy Principles; the European Union
through its General Data Protection Regulations (GDPR); and several
other global legal instruments, have defined “personal data” to mean
information relating to an identified or identifiable natural person. This
definition does not shed light on the connotations of “data”. However, in
an endeavour to include personal as well as non-personal data within the
ambit of domestic legislative framework, the Indian Joint Parliamentary
Committee, in the Draft Data Protection Bill, 2021 (formerly the Personal
Data Protection Bill, 2019), defines “data” in Section 3 (11), to include “a
representation of information, facts, concepts, opinions or instructions
in a manner suitable for communication, interpretation or processing by
humans or by automated means”.® It must be noted although this defi-
nition was primarily devised with the objective of protection of data in
light of the right to privacy,’ it is still adequate in order to accommodate
the issues pertaining to the catena of issues in the area of competition
law. Data can increase efficiency of corporations manifold by impart-
ing direction to the allocation of time and resources. It can also pro-
vide insights and feedback capable of enabling generation of solutions to
problems and improvement of product and service offerings. By impart-
ing such benefits, data confers a competitive advantage. The above defi-
nition thus is sufficiently wide to include anonymized, pseudonymized,
encrypted, and other forms of data, potentially utilized in analyses.

6. D. Daniel Sokol and Roisin Comerford, Antitrust and Regulating Big Data, 23 Geo.
Mason L. Rev. 1129 (2016), available at: https:/scholarship.law.ufl.edu/cgi/viewcontent.
cgiarticle=t817&context=facultypub.

7. AldenF. Abbott, General Counsel, U.S. Federal Trade Commission, Data Concentration as
aNew Dimensionin Competition Analysis,IFT Forum on Challenges to Competition in the
Digital Environment 2018, Mexico City, Mexico, Nov. 7, 2018, availableat: https://www.ftc.
gov/public-statements/2018/11/data-concentration-new-dimension-competition-analysis.

8. The Data Protection Bill, 2021, § 3 (11).

9. The Data Protection Bill, 2021, Preamble.
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Having examined the definition of “data”, it becomes pertinent to
explore the potential misuse of data to the advantage of the dominant
players in the field. One of the most prominent examples to be taken
note of in this regard, is that of the multinational tech giant, Google. The
Competition Commission of India on January 7, 2022, opened a new
antitrust investigation'’ against Google over alleged abuse of dominant
position in news aggregation, following a complaint filed by the Digital
News Publishers Association (DNPA).!" It was noted that Google was
abusing its dominant position, and imposing unfair conditions on news
publishers by not sharing data on advertisement revenue, which is in vio-
lation of Section 4 (2) (a) of the Competition Act, 2002.'2

It is pertinent to note that collection of gargantuan amounts of data
and its utilization not only allows generation of profits by big tech com-
panies such as Google, Apple, Facebook, Amazon, and Microsoft, often
collectively referred to as “GAFAM?™;"3 it also allows exclusive retention
of profits through manipulation of data and financial information.!
Thus, an increase in the amount of data collected, which is increasing
at an exponential rate;!’ will directly result in an increase in the likeli-
hood of covert anti-competitive practices; and thus a corresponding need
for more stringent oversight and regulation of data-related practices, by
national oversight bodies, such as the Competition Commission of India.
Therefore, it is the need of the hour to bring the competition law frame-
work at par with the rapid changes in the global domain, and analyse the
same in light of technological developments.

10. Inre Digital News Publishers Association and Alphabet Inc., Google LLC and Ors., Case
No. 41 of 2021, available at: https://www.cci.gov.in/sites/default/files/order_41_2021.
pdf.

11. Google faces CCI probe over alleged abuse of dominance in news aggregation,
Moneycontrol News, Jan. 8, 2022, available at: https://www.moneycontrol.com/news/
business/companies/cci-orders-probe-into-google-over-alleged-abuse-of-dominance-in-
news-aggregation-7912771.html.

12. The Competition Act, 2002, § 4 (2) (a).

13. J. Clement, Google, Amazon, Facebook, Apple, and Microsoft (GAFAM) - statis-
tics & facts, Statista, Feb. 4, 2021, available at: https://www.statista.com/topics/4213/
google-apple-facebook-amazon-and-microsoft-gafam/.

14. Public responses to call for evidence from organisations, Digital Competition Expert
Panel, United Kingdom, Dec. 5, 2018, available at: https://assets.publishing.service.gov.
uk/government/uploads/system/uploads/attachment_data/file/785549/DCEP_Public_
responses_to_call_for_evidence_from_organisations.pdf.
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worldwide from 2010 to 2025, Statista, Jun. 7, 2021, available at: https://www.statista.
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Thus, this article primarily analyses the legality of various means by
which data concentration is achieved through a competition law per-
spective and focuses on the need for oversight of such activities, which
include data monopoly through search bias and self-preferencing, stra-
tegic amalgamations, and algorithmic means of collusion. The article
discusses the legality of various means by which data concentration is
achieved through a competition law perspective and focuses on the need
for oversight of such activities. Secondly, this article explores the impact
of data concentration on the variables in a competitive market, including
the adverse effect on local, indigenous, traditional and small businesses,
and deterrent effect on new entrants and innovators, and emphasises
upon the obligation to protect their interests, and the legal issues arising.
Thirdly, this article elucidates upon the potential legal solutions to the
issues surrounding use of data in the competition law regime.

“Data concentration” refers to the accumulation of big data sets or
large quantities of data, in the possession of a small group of entities,
allowing them to enjoy substantial efficiencies, conferring upon them
competitive advantage and significant market control.' In order to
accommodate the discussions pertaining to data within the competition
law reasoning, it is necessary to view data as an input and an asset. Data
when seen as an output or an end-product, is treated just as any other
market output. However, when considering data to be the input, as being
purchased or as an asset being generated within businesses, it becomes
exigent to raise concerns that data accumulation may prevent competi-
tors from accessing sufficient data, to the detriment of consumers."” In
this regard, it becomes germane to consider the various means by which
such data accumulation is achieved.

16. AldenF. Abbott, General Counsel, U.S. Federal Trade Commission, Data Concentration as
aNew Dimensionin Competition Analysis,IFT Forum on Challenges to Competitionin the
Digital Environment 2018, Mexico City, Mexico,Nov. 7,2018,availableat: https://www.ftc.
gov/public-statements/2018/11/data-concentration-new-dimension-competition-analysis.

17. Johannes Laitenberger, Director-General for Competition, European Commission, Speech
at Brussels about EU Competition Law in Innovation and Digital Markets: Fairness
and the Consumer Welfare Perspective (Oct. 10, 2017), available at: https://ec.europa.eu/
competition/speeches/text/sp2o17_15_en.pdf.
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II. PART I: MANIPULATION OF DISPLAY
OF ONLINE SEARCH RESULTS

Search engines have been the most basic accessible internet function for
most users. A search engine’s foremost functions are twofold, firstly,
a search engine is tasked with mapping the content available over the
internet, and secondly, in response to a user’s search terms, the search
engine is required to employ an algorithm to list out the most relevant
and organic search results.!* However, by manual or technical interven-
tion at the stage of display of relevant results, it is possible to tamper with
the organic results in order to produce a result favourable to the one so
manipulating, especially in accordance with the previously available data
on preferences of the user.

A. The Case of Google

In 2012, Matrimony.com and Consumer Unity & Trust Society (CUTS),
had provided information to the Competition Commission of India, alleg-
ing that Google was running its core business of search and advertising in
a discriminatory manner, resulting in harm to advertisers and indirectly
to the consumers. It was averred that Google was creating an uneven
playing field by favouring Google’s own services and partners, through
manual manipulation of its search results to the advantage of its vertical
partners.” It must be noted that such action that places results favourable
to Google at the fore, denies other competitors the opportunity to garner
business, while simultaneously leading to consumers’ false belief in the
quality and relevance of the results displayed;?° imposing a discrimina-
tory condition in sale of goods and services, thus falling foul of Section
4 (2) (a) of the Competition Act, 2002.2! The case brought to light that a
search bias may be achieved by various means, including alteration of the
Search Engine Results Page (SERP) through tampering with the Universal
Results; self-preferencing placement of advertisements by algorithmically

18. Parts Geek, LLC v. U.S. Auto Parts Network, Inc., No. 09-5578, 2010 WL 1381005,
at *2 (D.N.]. Apr. 1, 2010); see also Andrew Langford, gMonopoly: Does Search Bias
Warrant Antitrust or Regulatory Intervention?, 88 Ind. L.]. 1559, 1560 (2013), available
at: http://ilj.law.indiana.edu/articles/t9-Langford1.pdf.

19. In re Matrimony.com Limited and Consumer Unity & Trust Society and Google LLC
and Ors., C. Nos. 07 & 30 of 2012, available at: https://www.cci.gov.in/sites/default/
files/07%20& %20%2030%200f%202012.pdf.

20. Director General, Investigation Report, Competition Commission of India (2015).

21. The Competition Act, 2002, § 4 (2) (a).
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skewing search results; and introduction of unfair exclusionary terms in
intermediation agreements.?? The European Commission has emphasised
on the need to regulate digital markets pinpointing one of the primary
reasons to be the possibility of implicit bias.?

B. Search Bias: Analysis through Legal Theory

“Search bias” refers to the more favourable positioning and display by
a search engine, in its general search results page, of its own shopping
service in comparison to competing shopping services, thereby infring-
ing provisions of competition law.?* This is done by decreasing traffic to
competing result sites, and downgrading of competing services by the
search engine’s algorithm. Therefore, search bias being a by-product
of algorithm use, the nature of legal implications of such anti-compet-
itive practices remains unclear. Algorithms challenge the application of
competition law as they create new kinds of abuses such as data cap-
ture, extraction, and co-opetition, especially between super platforms
and applications developers.?® It has been pointed out that the search
algorithms and search engines intrinsically do not treat all informa-
tion equally, thus providing commercial advantage disproportionately.®
Algorithmic exploitation creates such social costs that the problem could
be in fact approached from the point of view of competition law.?”

Coming to an examination of the legal theory of refusal to deal, the
essential facilities doctrine, and the exclusionary discrimination element
under the theory of harm, it can be observed that it is most facile to resort
to the exclusionary discrimination element. This is evidently due to the

22. In re Matrimony.com Limited and Consumer Unity & Trust Society and Google LLC
and Ors., C. Nos. o7 & 30 of 2012, available at: https://www.cci.gov.in/sites/default/
files/07%20& %20%2030%200{%202012.pdf.

23. European Commission, The Age of Artificial Intelligence, Towards a European Strategy
for Human-Centric Machines, 29 European Political Strategy Centre, Mar. 27, 2018,
available at: https://ec.europa.eu/epsc/sites/epsc/files/epsc_strategicnote_ai.pdf.

24. Streetmap.EU Limited and Google Inc., Google Ireland Limited, Google UK Limited,
[2016] England and Wales High Court EWHC 253 (Ch).

25. Nicolas Petit, Antitrust and Artificial Intelligence: A Research Agenda, 8, 6 Journal of
European Competition Law & Practice, 361, 361 (2017).

26. European Commission, The Age of Artificial Intelligence, Towards a European Strategy
for Human-Centric Machines, 29 European Political Strategy Centre, Mar. 27, 2018,
available at: https://ec.europa.eu/epsc/sites/epsc/files/epsc_strategicnote_ai.pdf.

27. Nicolas Petit, Antitrust and Artificial Intelligence: A Research Agenda, 8, 6 Journal of
European Competition Law & Practice, 361, 361 (2017).
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fact that the application of the pure refusal to deal and the essential facil-
ities doctrine is difficult if not impossible, due to the lack of clarity on the
presence of any indispensable and difficult to duplicate facility to be iden-
tified as refused access to, such as top search results, the whole search
engine, or a certain standard of service.?® Thus, due to the inherent dif-
ficulty in establishment of indispensability or essentiality of a feature in
the search engine, it is cogent to examine the issue of search bias from the
perspective of exclusionary discrimination. Leveraging of market advan-
tage in such a manner that excludes other competitors from availing an
advantage that they would otherwise have been able to enjoy, through
discriminatory practices, would lead to exclusive discrimination. In the
context of search bias, the theory has evolved into a “theory of self-prefer-
encing.”?” The European Commission and the Competition Commission
of India have fundamentally restricted their approach towards Google as
one of abuse of dominant position. However, it is necessary to expand
the outlook to possibilities beyond Google. For instance, in a recent study
analysing a large random sample of search queries on Microsoft’s Bing, it
was observed that Bing tends to favour Microsoft-related search results,
and accordingly displays them far more frequently and prominently, as
opposed to competing services. The study inferred that while Google ref-
erences its own content in its first results position in just 6.7% of queries,
Bing provides search result links to Microsoft content more than twice
as often, in approximately 14.3% of the queries.3® Therefore, given that
search bias is no longer an isolated issue, it is necessary to explore the
conditions under which self-preferencing would cross the threshold of
an anti-competitive practice, and consequently, it also becomes neces-
sary to examine whether companies would need to monitor and comply
with certain limits or norms in order to ensure that they are within legal
bounds.

28. Beata Maiihiniemi, Imposing Access to Information in Digital Markets Based on
Competition Law. In Search of a Possible Theory of Harm in the EU Google Search
Investigations, University of Helsinki, Helsinki, 250 (2017).

29. Pablo Ibafiez Colomo, Exclusionary discrimination under Article ro2 TFEU, 51 Common
Market Law Review, 141-163 (2014).
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C. Determining when Search Bias becomes Anti-Competitive

In order to determine the threshold, it is essential to lay down certain cri-
teria which would in turn serve as indicators of anti-competitive search
bias. Firstly, customer harm,?! or the impact the deprivation of an open
choice, would have on average consumers, must be established as a cri-
terion. This would enable determination of the scale of collection and
manipulation of data and the potential damage, and thereby become an
objective litmus test of the competitive advantage gained. However, it is
often, not possible to gauge the extent to which such preferencing has
affected the end-uses accurately. Secondly, it would be useful to take into
account any appreciable effect on the market had by such search bias.
The effect on the market, however, must be taken with a pinch of salt,
as it may be difficult to prove the appreciable character of impact on the
market or the substantial nature of negative effect on the competitors.3
Thirdly, relative difficulty of entry into the market, or a potential foreclo-
sure, is a relevant criterion, as prevention of new entrants into the market
stifles innovation, and could result in sudden increases in prices, leaving
the consumers in a precarious position.33

III. PART II: DATA MONOPOLY THROUGH
STRATEGIC AMALGAMATIONS

Over time, the accumulation of data has seen a heterogenous pattern.
Companies in a particular industry, irrespective of their financial status,
possess a vast amount of data, that can be capitalised. Therefore, the
number of amalgamations, inclusive of mergers and acquisitions, related
to big data, has been increasing substantially over the years. In connec-
tion with this, it has been argued time and again that further potential
harm may arise from data-driven merger activity where the rationale

31. Nicolo Zingales, Google Shopping: Beware of ‘Self-Favouring’ in a World of Algorithmic
Nudging (Dec. 2, 2020), available at: https://www.competitionpolicyinternational.com/
wp-content/uploads/2o18/02/Europe-Column-February-Full.pdf.

32. Streetmap.EU Limited and Google Inc., Google Ireland Limited, Google UK Limited,
[2016] England and Wales High Court EWHC 253 (Ch).

33. Beata, Miihdniemi, The Role of Innovation in the Analysis of Abuse of Dominance in
Digital Market: The Analysis of Chosen Practices of Google Search, 1, 1 Market and
Competition Law Review 111, 129 (2017).



CONTEMPORARY DEVELOPMENTS IN CORPORATE AND COMMERCIAL LAWS

behind the specific transaction finds its basis in the acquiring entity’s
gain of access of underlying data sets of the target undertaking.’*

A. Facebook: Instances of Potentially Anti-Competitive Acquisition

Facebook has often been observed to be the most notable example of
a data-driven acquirer. It has been assessed to have abused its domi-
nant position frequently in order to eliminate any potential competition,
thereby saturating and stifling the social media services market, leav-
ing users with extremely sparing alternative options. The US Congress’s
Subcommittee on Antitrust, Commercial and Administrative Laws, or the
House Antitrust Committee,3’ came to a conclusion regarding Facebook’s
abusive market practices. Further, the Committee also considered the
position of other tech giants including Amazon, Apple, and Google, in its
investigations. The examination of internal company communications by
the Subcommittee revealed that nearly a hundred acquisitions made by
Facebook were post deliberation collection of data, eliminating competi-
tion or any market threat, and discussion on expansion of its dominance
and “shoring up” Facebook’s market position.*® The report also accounts
Facebook’s acquisition of Instagram, and Facebook’s intentions to sub-
due Instagram as a rising market threat, preventing it from competing
with any of Facebook’s services, which may have restricted Instagram’s
otherwise organic growth pace independent of the acquisition.?”

B. Specific Analysis of Data Monopoly

Considering the above example, it can be inferred that it is possible for
companies to acquire potential nascent competitive businesses with a view
to utilise its data advantage in creation of superior market intelligence, as

34. Inge Graef, Market Definition and Market Power in Data: The Case of Online Platforms,
38 World Competition: Law & Econ. Rev. 473, 476-77 (2015).

35. Subcommittee on Antitrust, Commercial and Administrative Laws, Majority Staff Report
and Recommendations: Investigation of Competition in Digital Markets, United States
(2020), available at: https://judiciary.house.gov/uploadedfiles/competition_in_digital
markets.pdf?utm_campaign=4493-519.

36. Production from Facebook, to H. Comm. on the Judiciary, FB-HJC-ACAL-00045388 (Feb.
18, 2014), available at: https://judiciary.house.gov/uploadedfiles/o004538800045389.pdf.
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Committee Report, News18, Oct. 7, 2020, available at:https://www.news18.com/news/
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port-2940767.html.
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well as applying it to nullify competition in the form of new-entrants and
emerging competitors.>® This gives rise to a form of data monopoly. It is
necessary to analyse this structural and functional data monopoly from
the lens of competition law. Competition in a multi-sided market is pos-
sible in three scenarios, firstly, wherein services are rendered free of cost,
secondly, wherein services are paid for, and thirdly, wherein another
form of important input is produced, in this instance, data. Concerns
pertaining to hindrances to competition in the context of data-driven
mergers thus, are twofold, firstly, they may consist of indications of mar-
ket power through barriers to market entry, that is, preventing competi-
tion from entering the market, and secondly, means by which data may
be utilised to harm competition.

The barriers to entry in a market are generally observed in the form
of legal or technical advantages, as well as advantages whose origin lies
in the dominant incumbent’s position. The economies of scale and scope
primarily constitute the technical advantages, considering both the sup-
ply and demand for data. The positive feedback loops, along with the
direct and indirect network effects, contribute to market favourability
for the incumbents, and pose consequent difficulties for new entrants and
competitors in the market.?* Additionally, data portability and switching
costs serve as entry barriers relating to the position of the incumbent.

The theories of harm to competition in relation to the use of data,
correspondingly, involves an assessment of mergers and acquisitions that
create such a combination of datasets that will be irreplicable by compet-
itors; as well as foreclose the market cornering entrants, using data as an
important business input. It may also be important to consider incum-
bent dominant players’ search for new entrants or nascent innovators,*’
or shaky dominant players, in order to amalgamate to achieve more data
and strengthen market power.

38. Subcommittee on Antitrust, Commercial and Administrative Laws, Majority Staff Report
and Recommendations: Investigation of Competition in Digital Markets, United States
(2020), available at: https://judiciary.house.gov/uploadedfiles/competition_in_digital
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39. Colleen Cunningham, Florian Ederer& Song Ma, Killer Acquisitions, 1, Yale Sch. of
Mgmt. Working Paper, (Mar. 2019), https://perma.cc/L6YL-YL8K.

40. C. Scott Hemphill & Tim Wu, Nascent Competitors, 168 U. PA. L. REV. (2020), https://
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There has been growing emphasis on incorporation of possession of
data in merger analysis, supervision and control, in order to detect and
deter potential anti-competitive practices.*' It has been observed that
data is a vital element in the effect of data-rich amalgamations on com-
petition in the market. There have been noteworthy cases wherein com-
panies purchase or merge with rivals in order to pool data resources for
competitive advantage, irrespective of the current monetary or inform-
ative value.*> Therefore, it is necessary to highlight the need to closely
inspect mergers with valuable data involved, irrespective of the turnover
of the company.

C. Data-driven Acquisitions in Ed-Tech Acquisitions

Recently, the education-technology sector in India saw the rise of Byju’s
as an ed-tech giant, making several strategic acquisitions. Most note-
worthy acquisitions of Byju’s include those of the platform Topper and
the educational service provider Aakash.* Such acquisition potentially
put Byju’s at a strategic dominant position, and inter alia, increase the
data potential of the company. Although the Competition Commission
India analysed the acquisitions,** it proves to pave the way for data-inten-
sive amalgamations in India, engendering the necessity for supervision of
data-driven amalgamations.

D. Measures to Mitigate the Risk of Data-Driven Anti-Competitive
Amalgamations

In certain cases, in order to mitigate the possibility of any harm to
competition in data-intensive merger activity, antitrust regulators have
introduced the requirement for companies to make data available to

41. Maurice E. Stucke and Allen P. Grunes, Big Data and Competition Policy (New York:
Oxford University Press, 2016).

42. Margrethe Vestager, Big Data and Competition, Speech before the EDPS-BEUC
Conference on Big Data, Brussels (Sept. 29, 2016), available at: http://ec.europa.eu/
commission/2014-2019/vestager/announcements/big-data-and-competition_en.
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Services, Business Standard, Jun. 8, 2021, available at:https://www.business-standard.
com/article/companies/competition-comm-clears-byju-s-buyout-of-aakash-education-
al-services-121060801276_1.html.

44. The Competition Commission of India, Summary of the Combination: (i) Think & Learn
Private Limited (BYJU’S); and (ii) Aakash Educational Services Limited (AESL), (2021),
available at: https://www.cci.gov.in/sites/default/files/notice_order_summary_doc/
SummaryC-2021-04-831.pdf.
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competitors, usually through a sale of data sets.* Such situations typi-
cally occur in the context of proposed amalgamations that could result
in putting the emerging entity at a dominant position in the specific data
market.*® Regulators may further encourage entry into markets for inno-
vators and budding businesses, or ensure protection of existing compe-
tition, through sale of data to competitors by an amalgamated entity, at
market price.

So far, however, global regulatory behaviour has been observed to be
non-interfering in the absence of an explicit anti-competitive environ-
ment created by an amalgamation.” Nevertheless, it must be noted that
due to the high potential negative impact of reduced competition, regu-
latory mechanisms must be proactive in oversight of data-driven amalga-
mations. In this regard, it must also be noted that it has been established
that the primary objective of competitive law is economic efficiency and
preservation of existence of free and fair market conditions.*® Therefore,
risk of mistaken intervention and action towards speculative threats can
be mitigated by establishing certain identifiable markers, which may
include degree of potential harm to innovation, amount of reduction of
choice available to consumers, and patterns of increase in price, among
others.

IV. PART III: ALGORITHMIC MEANS OF COLLUSION

Artificial intelligence and autonomous algorithmic entities have remained
pervasive, be it in the rudimentary or advanced forms; and have con-
tributed immensely to enhancement of consumer experiences. Pricing
algorithms in particular, are capable of assessing market conditions
in fractions of a second in order to display an ideal price for products
and services. Pricing algorithms predominantly find usage in industries

45. Lisa Kimmel and Janis Kestenbaum, What’s Up With WhatsApp? A Transatlantic View
on Privacy and Merger Enforcement in Digital Markets, Antitrust, 53 (2014), available
at: https://www.crowell.com/files/ Whats-Up-WithWhatsApp.pdf.
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131 0058 (Apr. 2, 2014), available at: https://www.ftc.gov/enforcement/cases-proceed-
ings/131-0058/nielsen-holdings-nv-arbitron-incmatter; Reed Elsevier NV, et al., In the
Matter of, FTC Matter/File Number 081 o133 (Jun. 5, 2009), available at: https://www.
ftc.gov/enforcement/cases-proceedings/o81-o133/reed-elsevier-nv-et-al-matter.
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to Privacy, 141—43.

48. The Competition Act, 2002, Preamble.
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replete with price fluctuations, such as the fossil fuel industry, the avia-
tion industry, cab and domestic transport sectors, and others.*’ In that
context, it is necessary for regulatory authorities to understand the way
algorithms function to influence and benefit customers as well as busi-
nesses. Algorithmic pricing and other related services are largely driven
by data.*® Algorithmic activity in pricing needs regulatory attention, for
the specific reason that it has the potential to reinforce the market posi-
tion of certain companies.

A. Expounding on Algorithmic Activity

Despite the longstanding persistence of “algorithms™ as a concept, and
widespread recognition of their utility, prior to the advent of the first
computers, a universal definition of “algorithm” is yet to see the light of
day.’' However, for the purposes of analysis, it would be useful to con-
sider an algorithm to be defined as follows:

“An unambiguous, precise, list of simple operations applied mechani-
cally and systematically to a set of tokens or objects (e.g., configurations
of chess pieces, numbers, cake ingredients, etc.). The initial state of the
tokens is the input; the final state is the output.”?

As a result of increasing use of algorithms by companies, the impor-
tance of algorithms in society continues to grow, in online markets as
well as high-tech industries. Several complex algorithmic entities have
been employed to enhance the quality of business decisions and auto-
mated processes; with the primary objective of gaining a competitive
edge.>® Although most industries are at the preliminary stages of adopt-
ing such technology, more and more companies are coming to rely on
algorithms for the purposes of predictive analyses and optimisation of

49. Emilio Calvano, Giacomo Calzolari, Vincenzo Denicolo, and Sergio Pastorello, Artificial
Intelligence, Algorithmic Pricing, and Collusion, 110 Am. Eco. Rev. 3267, 3297 (2020).
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business processes.’* It is needless to say that automated computer algo-
rithms are growing to be a powerful tool to wield in order to effectu-
ate extraction of value from data accumulated in the digital economy.
Algorithms may facilitate the collection of data, and its utilisation in
bolstering market efficiency and innovation; but despite its revolutionary
nature, algorithms, in their interactions with businesses, pose a potential
risk of misuse by certain players, for promotion of private interests mis-
aligned with social benefit and legal objectives.>

B. Algorithmic Collusion and its Intricacies

While it is true that algorithms are capable of use for indulging in any
given anti-competitive activity, it has been observed generally that the
risk of algorithms functioning as a facilitator for collusion, and enabling
novel means of coordination between companies, is highest. Such action
in concert facilitated by algorithmic means, is called “algorithmic col-
lusion”.*¢ Algorithmic collusion may take place both, in presence, or
absence of a collusive agreement.’” With the objective of achieving and
sustaining a “collusive equilibrium” over a period of time, competitors
require placement of a structure to govern algorithmic interactions, ena-
bling them to firstly, agree on a “common policy”, secondly, monitor
adherence to such a common policy, and thirdly, enforce the common
policy by punishing and preventing any deviations.*®

Algorithmic collusion may be difficult to detect, and even more
challenging to attribute to specific market players. While an economic
approach would predominantly resort to considering such collusion to
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be a market outcome, it is necessary to replace the economic perspec-
tive with a legal outlook.’® Herein, it is important to lay emphasis on
the means used by competitors to achieve such a collusive outcome, in
order to determine the legal implications of algorithmic collusion. It is
for this reason that competition law does not place a blanket restriction
on algorithmic collusions, and instead chooses to focus on evincing the
factor of anti-competitive agreements. Where collusion is resultant from
an anti-competitive agreement, infringement of competition law is estab-
lished.®® In the absence of an agreement, there must be proof of a con-
senus ad idem in order to eliminate the possibility of independent action
by the individual companies. Where explicit collusion falls squarely
within the ambit of anti-competitive practices, and thereby is regarded as
illegal; mere conscious parallelism falls out of the purview of competition
law as it does not involve any form of coordination between parties.®!
In this midst, there exists a grey area which involves no specific express
agreement, yet not an inadvertent parallelism. This may give rise to a
sort of covert oligopoly wherein competitors are capable of coordinating
on prices through algorithms, with increased likelihood of tacit collu-
sive outcomes through facilitative communication. Such communication
need not be through human interaction, as it may be solely algorithmic
in character as well.

The practice of reliance on the concept of “concerted practice”, as
observed in the European Union, may also be relevant to consider here;
whereby such a practice allows the concerned parties to deal in a man-
ner that does not amount to an agreement, but has the desired effect
of replacing actual competition with practical concerted action between
competitors.®3

59. William E. Kovacic et al., Plus Factors and Agreement in Antitrust Law, 110 Mich. L.
Rev. 393 (2011).

60. The Competition Act, 2002, § 3.

61. OECD, Algorithms and Collusion: Competition policy in the digital age (2017), available
at:http://www.oecd.org/competition/algorithms-collusion-competition-policy-in-the-dig-
ital-age.htm.

62. U. Schwalbe, Algorithms, machine learning, and collusion, 14 J. Comp. L. & Eco, 568,
607 (2018).

63. Consolidated version of the Treaty on the Functioning of the European Union - PART
THREE: UNION POLICIES AND INTERNAL ACTIONS - TITLE VII: COMMON
RULES ON COMPETITION, TAXATION AND APPROXIMATION OF LAWS -
Chapter 1: Rules on competition - Section 1: Rules applying to undertakings - Article 1o1.
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A supposed instance of tacit algorithmic collusion was detected by the
Competition Commission of India, in 2015, in the case of In Re: Alleged
Cartelization in the Airlines Industry,** when algorithms employed by
airlines were brought under the radar in order to check for collusive prac-
tices. The Commission examined algorithms used by airlines to deter-
mine fares of plane tickets, in order to probe into the alleged fixing of air
ticket prices. The similar pricing as well as simultaneous fluctuation of
prices set by airline algorithms were monitored accordingly. Collective
pooling of data pertaining to festivities, holidays, floods and storms, may
allow algorithmic price fixing in a concerted manner in order to collec-
tively benefit from market conditions.

In another example of alleged algorithmic collusion, in the case of
Samir Agrawal v ANI Technologies Pvt. Ltd.,* it was examined whether
use of the same algorithm by drivers through usage of a common plat-
form, would amount to cartelisation under the Competition Act, 2002.
It was held that the alleged cooperation between drivers orchestrated
by Ola and Uber did not result in ‘concerted action’ under Section 3 (3)
(a)®® read with Section 3 (1) of the Competition Act, 2002.%” However,
it is necessary to note from the example of Ola and Uber that collective
collection of data and tacit algorithmic collusion by entities must be dif-
ferentiated by establishing the intention to fix prices parallelly.

In order to address the issue of algorithmic collusion, it is necessary
to identify collusive outcomes and draw a link to an implied agreement
that can be inferred from suggestive evidence of coordinated action. It
must be suffice to establish patterns of collusive outcomes, in addition
to certain other factors such as mutual profits, similarity in algorithmic
design, information exchanges etc. thus establishing the inconsistence of
parallel conduct with unilateral behaviour.

64. In Re: Alleged Cartelization in the Airlines Industry, Suo Motu Case No. o3 of 2015,
available at: https://www.cci.gov.in/sites/default/files/o3-of-2015.pdf.

65. Samir Agrawal v. ANI Technologies Pvt. Ltd., Case No. 37 of 2018, available at: https:/
www.cci.gov.in/sites/default/files/370f2018.pdf.

66. The Competition Act, 2002, § 3 (3) (a).

67. The Competition Act, 2002, § 3 (1).
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V. CONCLUSION

The advent of big data and relevant technology is akin to the discovery
of fire in many ways, for the society continues to extricate its many uses,
while legal fraternity continues to grapple with issues pertaining to its
impact on several areas of law. Data has transformed the way competi-
tion law functions. It is thus, exigent to summarise the inferences drawn
from the above presented analyses. Firstly, it can be gathered that even
if the present framework is considered adequate to accommodate and
provide solutions for, issues pertaining to data concentration, it is nec-
essary to either reinterpret the law, or overhaul the legislative provisions
altogether, in order to cater to emerging needs. Secondly, it is important
to note that while innovative and dominant businesses continue to grow
by equipping themselves with data, indigenous and local businesses,
and smaller businesses, suffer from a lack of technological prowess and
inadequacy of workable data. However, the regulatory authority has
an obligation to uplift and ensure survival of the localised and smaller
businesses®® by implementing sufficient measures to facilitate their tran-
sition to the data-driven competitive market. Thirdly, in the context of
anti-competitive search bias and manipulation of online search results,
it is necessary to bring it, where possible, under the purview of abuse
of dominant position under Section 4 of the Competition Act, 2002.%°
Where it is not possible to establish a dominant position, it is necessary
for the Competition Commission of India to devise separate legal provi-
sions to account for the exclusionary practice of self-preferencing in order
to eliminate potential search bias. Fourthly, with respect to data monop-
oly through strategic amalgamations, it is necessary for the authority
to specifically take into consideration the aspect of data and data accu-
mulation while assessing acquisitions or implementing merger control.
Fifthly, concerning algorithmic collusions, tacit collusion must also be
brought within the purview of Section 3 of the Competition Act, 2002,
upon establishing the non-independent nature of algorithmic activity.
Therefore, overall, it is concluded that in order to mitigate the role of
data in facilitating anti-copetitive practices, it is necessary to appreciate
the legal implications of data concentration.

68. R. Shyam Khemani, Application of Competition Law: Applications and Exemptions,
United Nations Conference on Trade and Development (2022).

69. The Competition Act, 2002, § 4.

70. The Competition Act, 2002, § 3.
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A Perspective in Antitrust Investigations:
Delineating “Relevant Market”
in Case of Blockchain Mining

—Rakshit Sharma and Vivek Kumar

ABSTRACT

Innovation, as rampant it is in the current era, brings with it the
need for effective regulation. Blockchain technology is one such
innovation whose inception itself has given rise to multifarious
concerns for policymakers. The implications of this technology
can be so potentially grave that scholars have not shied away from
calling it the “death of antitrust”, because it is nearly impossible to
regulate it owing to its decentralized nature. While the potential
for anticompetitive conduct on blockchains is strong, the secure
and pseudonymous nature of blockchains only adds to the
problem by shielding the abusive players from liability. Thus, the
need of the hour is to re-conceptualize the contours of antitrust,
redesigning them in the context of disruptive technologies such as
blockchain. The quandary associated with the delineation of the
relevant market in case of antitrust violations is one such concern
that this paper aims to resolve by highlighting the inadequacies
of traditional methods of market delineation and by providing a
novel method for circumscribing relevant market on blockchain.

I. INTRODUCTION

In an era that has been marked by the rise of complex technologies like
Artificial Intelligence, the Internet of Things, etc., blockchain stands out
as an enigma. While there is an unparalleled optimism about the possi-
bilities that blockchain technology can entail,! there is also scepticism

1. In the field of antitrust, Blockchain might eradicate problems such as information asym-
metry, barriers to entry, switching costs, etc. On the other hand, it might decouple net-
work effect from market power, and promote interoperability.
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shrouding the same. Some believe that blockchain technology holds the
potential to disrupt legal systems around the world and render existing
mechanisms redundant.? Blockchain technology can bypass the tradi-
tional methods of control, which makes it very hard to regulate.

The implication of blockchain technology on existing laws is some-
thing that has stirred up much debate;* however, it is clear that this tech-
nology calls for a comprehensive review and renovation of the existing
legal systems. One area particularly threatened by the introduction of
blockchain technology is that of Antitrust. The decentralized and anon-
ymous nature of blockchain can make antitrust enforcement particularly
difficult.* For this reason, some scholars have even gone on to declare
the blockchain revolution to be the “death of antitrust.” There is indeed
some merit behind these assertions that demand serious consideration.

Whereas most of the anticompetitive practices that occur in the real
world can take place on a blockchain as well,® the assessment of market

See Christian Catalini& Catherine Tucker, Antitrust and Costless
Verification: An Optimistic and a Pessimistic View of the Implications of
Blockchain Technology (MIT Sloan School, Working Paper No. 5523, 2018),
available at: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3199453
(last visited Oct. 16, 2021).

See also WorLD EcoNnomic ForuM, BLockCHAIN BEYOND THE HyPE: A
PracTICAL FRAMEWORK FOR BUSINESS LEADERS 3 (Apr. 2018) (“One of the
most unique aspects of blockchain is its high number of evangelists — people
who believe blockchain can solve everything from global financial inequality
to access to financing for start-ups, the provision of ID for refugees, to solving
supply chain problems and enabling people to sell their houses without needing
an estate agent.”)

2. Christophe S. Hutchinson & Maria A. Egorova, Potential Legal Challenges for
Blockchain Technology in Competition Law, 13 BALT. J. LAw PoLITICS 81, 100 (2020),
available at: https://sciendo.com/article/10.2478/bjlp-2020-0004 last visited Oct. 26,
2021; ToganTuran et al., Blockchain technology: a challenge for antitrust law, LEXOLOGY
(Nov. 18, 2019), available at: https://www.lexology.com/library/detail.aspx?g=c50c3764-
544d-47a5-89bc-248b8aeaodfs#_ftnz (last visited Oct. 26, 2021); Stephan U. Breu,
Blockchains and cybercurrencies challenging anti-trust and competition law, 1 JOURNAL
OF ENTREPRENEURIAL AND CORPORATE LAW 58 (2018), available at: https://papers.ssrn.
com/solz/papers.cfm?abstract_id=3081914 (last visited Oct. 26, 2021)

3. K.R. Srivats, CCI tells blockchain stakeholders to be mindful of competition law pro-
visions, THE HINDU (Apr. 11, 2021), available at: https://www.thehindubusinessline.
com/info-tech/cci-tells-blockchain-stakeholders-to-be-mindful-of-competition-law-pro-
visions/article3429700t.ece (last visited Oct. 28, 2021)

4. Thibault Schrepel, Collusion by Blockchain and Smart Contracts, 33 HARvV. J. LAaw
TECHNOL. 117, 151-54 (2019)

5. Thibault Schrepel, Is Blockchain the Death of Antitrust Law? The Blockchain Antitrust
Paradox, 3 Geo. L. TECH. REV. 281(2019).

6. Id. at 301-321
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power and the assignment of liability create a major problem in antitrust
enforcement. For instance, the pseudonymity” offered by the blockchain
platforms can make it extremely difficult to identify and penalize entities
that engage in anticompetitive conduct. Blockchains can also intensify
collusive practices with impunity through Smart Contracts.®

To provide some background, blockchain can be defined as a perma-
nent and distributed ledger (a record of transactions) that works on a
decentralized consensus mechanism between the participants (or nodes).
Since a transaction that takes place on a blockchain is verified by every
node, once a consensus has been reached with regards to the legitimacy
of a transaction, it is immutable, i.e. no single node can modify it.

Blockchain technology basically works on five fundamental principles:
decentralization, pseudonymity, nodal synchronization, consensus mech-
anism, and data immutability. The best way to understand these terms is
through an analogy. Assume a social media group, wherein there exists no
administrator, and each member has an equal status (Decentralization).
Further, every person has an identity solely for the purpose of the group,
which remains different from their real-world identity (Pseudonymity).
In this group, before a message is sent by any one member, the content of
the same has to be verified by every other user (Nodal Synchronization).

In such a case, every member acts as a ‘node’ that verifies the informa-
tion and keeps a copy of the same with itself for future references. Since
every member has a copy of the message published on the group stored
with them, the original message remains unaltered even if a member tries
to modify the message on his node (Data Immutability). Moreover, the
model and mechanism of governance of the group, which involves the
criteria on which each message will be verified, or the extent of the power

7. Every user has a unique identity specific to blockchain, which is different from the real-
world identity of that user. Pseudonymity makes it extremely difficult to ascertain the real
identity of a user on a blockchain.

8. Smart contracts are simply programs stored on a blockchain that run when predetermined
conditions are met. They typically are used to automate the execution of an agreement so
that all participants can be immediately certain of the outcome, without any intermedi-
ary’s involvement or time loss. One of the main concerns relating to Smart Contracts is
that they can make collusive agreements more stable by allowing cartels to punish deviant
firms.

See Thibault Schrepel, Collusion by Blockchain and Smart Contracts, 33
HaARrv. J. LAw TECHNOL. 117, 147 (2019).

9. In brief, a node is a system/device that has access to a blockchain network. Miners are also

a form of node (mining node).
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which all the members will have, etc., has to be decided by the members
themselves (Consensus Mechanism). These fundamentals make block-
chain technology highly stable, functional, and secure.

Transactions are encoded on a blockchain through a process called
mining,' wherein a group of people compete to solve a highly complex
cryptographic puzzle' using sophisticated hardware.'? The first miner to
solve the puzzle achieves what is called a Proof-of-Work (‘PoW’),'* and is
allowed to build a new block on the blockchain, which works like a new
page to the ledger. Apart from getting a cut from the transaction in the
form of a transaction fee, the miner is also rewarded a certain amount of
cryptocurrency, which is generated when a new block is formed.!

10. DYLAN YAGA AND OTHERS, BLOCKCHAIN TECHNOLOGY OVERVIEW 19-21 (NISTIR
8202, U.S. Department of Commerce 2018), available at: https:/nvlpubs.nist.gov/nist-
pubs/ir/2018/NIST.IR.8202.pdf (last visited Oct. 28, 2021)

11. Solving the cryptographic equation involves a hash, which is an output (fixed-length char-
acter output string from data records of any length) with an unknown input; the role of
the competing miners is to find the input which yields a hash with a value less than that of
the target hash. The first miner to find such an input solves the puzzle.

See Victor G. Martinez et al., Analysis of the Cryptographic Tools for
Blockchain and Bitcoin, 8 MATHEMATICS 131 (2020), available at: https://
www.mdpi.com/2227-7390/8/1/131/htm (last visited Oct. 12, 2021).

12. Suman Ghimire, Analysis of Bitcoin Cryptocurrency and Its Mining Techniques 19 (Apr.
12, 2019) (Unpublished thesis, University of Nevada), available at: https:/digitalscholar-
ship.unlv.edu/cgi/viewcontent.cgiarticle=46068& context=thesesdissertations (last visited
Oct. 28, 2021)

13. Proof-of-Work (PoW) is a consensus mechanism employed by certain blockchains that
help the nodes come to a consensus on the state of the blockchain. When a miner achieves
a PoW, he conveys to the nodes that he has expended computational energy to solve the
cryptographic puzzle, and if the PoW is valid, the nodes recognize the miner as legit and
he is allowed to mine a new block. A consensus mechanism is an important safety meas-
ure because in absence of a consensus mechanism, a blockchain will become vulnerable
to malicious attacks such as Denial-of-Service, double spending, etc. Some examples of
blockchains that use PoW are Bitcoin, Ethereum, Dogecoin, etc. It is pertinent to mention
that PoW is not the only consensus mechanism used by blockchains. Other consensus
mechanisms are: Proof of Stake, Proof of Burn, Proof of Capacity, Proof of Elapsed Time,
Proof of Activity, etc.

See Andrew Hayward, What is Proof of Work? How The Bitcoin Network
Is Maintained, DECRYPT (Jun. 12, 2021), https://decrypt.co/resources/what-
is-proof-of-work-how-the-bitcoin-network-is-maintained (last visited Oct. 26,
2021; Navin Joshi, 8 blockchain consensus mechanisms you should know
about, ALLERIN (Apr. 23, 2019), available at: https://www.allerin.com/blog/8-
blockchain-consensus-mechanisms-you-should-know-about (last visited Oct.
26, 2021).

14. The cryptocurrency is nothing more than an incentive to mine new blocks. It does not
have any function in the working of the blockchain other than attracting miners to the

blockchain.
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In this way, mining serves a dual function of securing the data onto
the blockchain and generating cryptocurrency for the miner as remuner-
ation for their work. In this transaction, the miners also spend energy to
operate the sophisticated hardware,'> which gives this entire mechanism
a profit-loss dynamic, i.e., the amount of computational energy spent on
solving the equation should be less than the reward to earn profit.

Anticompetitive conduct between miners on a blockchain have not
been given much attention and still remain to be explored. Blockchain
mining is highly competitive and unpredictable, and is susceptible to
miners resorting to anticompetitive practices to maximize their gains.
One example of anticompetitive conduct between miners can be of min-
ing pools.'* However, these practices continue to elude antitrust authori-
ties because of a lack of a framework to investigate such conduct.

One important consideration in antitrust enforcement is the deline-
ation of the relevant market, which plays an important role in deriving
the market power of an entity that further plays an important part in
every antitrust investigation. The traditional definition of the relevant
market cannot be applied to blockchains, and therefore traditional tests
of delineating relevant market fail to bear fruit. However, it is a little
too early to declare antitrust as dead. In this regard, a new test has also
been devised to help delineate relevant market in cases of anticompetitive
conduct between miners.

This article explores the same in a phased manner wherein the first
part explains the process of mining in detail, along with the anticompet-
itive conducts one engages in during that process coupled with their legal
and technical repercussions. The second part delves into the need for a
test to delineate relevant markets in such scenarios since that goes on to
be the most essential and primary step during any antitrust investigation.
It also throws light on the inadequacy of the existing mechanisms which

15. Ghimire, Supra note 12.

16. Mining pools are groups of cryptocurrency miners who combine their computational
resources to improve their probability of achieving the Proof-of-Work. Upon successfully
mining a block, the resultant cryptocurrency is split amongst the members in proportion
to their contribution to the computational pool. Mining pools emerged because the cryp-
tographic puzzles used by blockchains became more and more difficult, to a point where
it would slower computers years to arrive at the solution, making mining unprofitable.
Mining pools allow miners with slower computers earn a portion of the reward on a con-
sistent basis rather than waiting for years to achieve the PoW.
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are used for the same purpose. The final part gives a detailed take on
the new test being introduced for the purpose of market delineation. Its
rationale, application, and advantages are followed by the concluding
remarks.

II. PROCESS OF MINING AND ANTICOMPETITIVE
PRACTICES: AN OVERVIEW

As briefly explained in the previous section, the main purpose of the pro-
cess of mining is to register transactions taking place on the blockchain
by adding new blocks to the network. The process for the same consists
of several steps, which start from the payer feeding the address of the
payee in the transactional machinery. Following this, a unique trans-
action signature is generated using the private key'” of both the persons
and the same gets added to the pool of all such transactions after it is
validated by the nodes.'® Miners now select the group or collection of
transactions that they wish to mine for which they solve a cryptographic
equation, as mentioned above."”

The process of mining, in its initial days, was done with the help of
consumer-grade technology,?® which involved Computer Processing Units
(‘CPU’) and Graphic Processing Units (‘GPU’). However, as more miners
jumped into the game, an even higher amount of Computational Power
was needed to solve the equations, as the difficulty of the algorithm
increased with the number of miners present.?! Average processing units
were not able to perform these complex operations within a limited time,

17. ToannisLianos, Blockchain Competition (Research Paper Series 4/2018, UCL London),
available at: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3257307 (last visited
Oct. 26, 2021) (“The transaction requires the conversion of this private key to a public key
through a cryptographic transformation pursuant to the digital signature by both parties.
Hence, so far, only the parties to the transaction control the resource to be exchanged.”)

18. These pools are known as memory pools, or mempools. Mempools act as a “waiting area”
for verified transactions until they are picked by miners to build a block.

19. Competition Commission of India, Discussion paper on blockchain technology and com-
petition 9 (Apr. 2021), available at: https://www.cci.gov.in/sites/default/files/whats_new-
document/Blockchain.pdf(last visited Oct. 28, 2021).

20. PHILLIP HACKER ET AL., REGULATING BLOCKCHAIN: TECHNO-SOCIAL AND LEGAL
CHALLENGES34T (OUP 2019); Satoshi Nakamoto, Bitcoin: A Peer-to-Peer Electronic Cash
System (2008), available at: https://bitcoin.org/bitcoin.pdf(last visited Oct. 25, 2021).

21. The difficulty of the cryptographic equation can be changed according to the number of
miners so that the time needed to build each block is approximately constant.

See Daniel Kraft, Difficulty conirol for blockchain-based consensus systems,
9 PEER TO PEER NETWORKING AND APPLICATIONS 397 (2016).
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and there existed a need for introducing tools for expedited calculation.
For the same reason, sets of specialized hardware were introduced which
could perform billions of hash operations in a single second.?? They are
referred to as the Application Specific Integrated Circuits (‘ASIC’) and
are designed as chips specifically made for the process of mining. Not
only were these new mining setups expensive, but they also consumed
tremendous amounts of energy. Combined with the ever-increasing dif-
ficulty of cryptographic puzzles on blockchains, mining quickly became
unprofitable for people who could not invest in new technology. This led
to the rise of mining pools or mining farms.??

The existence of such collectives may result in these groups of min-
ers having enough computational power to achieve the required result
at a much better pace, exceeding the efficiency of other miners, thereby
assuming a position of dominance?* on the blockchain. Currently, there
are twenty such pools all over the world, out of which three mining pools,
namely BTC.com, Antpool, and Poolin, control about half of the entire
mining market.? This risks the integrity and the decentralized nature of
the blockchain, making it vulnerable to practices like collusion, preda-
tory pricing, abuse of dominance, etc.

A. Tacit and Explicit Collusion

The major element of the offence of collusion is the process of coopera-
tion, which is done to sabotage the competition.?® The initiation of this

22. Michael B. Taylor, The Evolution of Bitcoin Hardware,COMPUTER, Sept. 2017, at 58,
available at: https://michaeltaylor.org/papers/Taylor_Bitcoin_IEEE_Computer_2o017.pdf

23. Mining pools enable the aggregation of various miners that want to invest in mining
equipment but do not have a high enough hash-rate. The miners involved form big groups.
They combine their computational power and share the resulting profits between them
according to each individual’s contribution. At the moment, there are many pools with
different economic models but most of them take a portion of the profits as a fee.

24. Dominance is a position of economic strength enjoyed by an undertaking that allows it
to behave independently of the competitive forces in a market. Dominance in itself is not
illegal in EU competition law; however, when this dominance leads to an anticompetitive
practice, it constitutes abuse of dominance and can be punishable.

See Case 27/76, United Brands Company and United Brands Continentaal
BV v. Commission, 1978 ECR I-00207, para 65.

25. Jordan Tuwiner, Bitcoin Mining Pools,BUYBITCOINWORLDWIDE (Jun. 30, 2018), availa-
ble at: https://www.buybitcoinworldwide.com/mining/pools/ (last visited Oct. 28, 2021).

26. Collusion between competitors can lead to cartelization where parties start acting in con-
cert to reduce uncertainty in the market to maximize profits. Parties can coordinate their
conduct by sharing information between themselves or through taking advantage of mar-
ket structures.
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phase can be done either through an explicit?” agreement or in the form
of a concerted practice.?® An illustration of this, on a blockchain, could
be of a pool/group of miners coordinating their conduct by sharing infor-
mation amongst themselves. Another instance could be miners coordi-
nating to keep the transaction fees artificially high by refusing to mine
transactions offering a transaction fee lower than a predetermined value.
In the case of a blockchain, these practices can take place very easily due
to the protection of communication and identity,?’ which will make it
very difficult to investigate cases of even explicit collusion.3°

B. Abuse of Dominance

Market power in itself is not a violation of the EU Competition Law,
but the application of the same in an unlawful manner leads to abuse of
dominance. Such abuse may either be exploitative®' or exclusionary®? in

see RICHARD WHISH AND DAVID BAILEY, COMPETITION LAW 539-62 (7th
edn, OUP 2o012).

27. Case T-41/96, Bayer AG v. Commission, 2000 ECR 1I-03383, para 69.

28. Case 40/73, SuikerUnie v. Commission, 1975 ECR 01663, paras 26 and 174.

29. On a permissioned or private blockchain, data can only be accessed by someone who
has the permission of other members. However, even on public blockchain, where data is
much more accessible to the antitrust authority, it becomes difficult to identify the entities
partaking in the collusion due to pseudonomity.

30. In terms of the law, Article o1 of the TFEU shows a clear demarcation between the
two practices wherein only the former practice is held punishable. Article Tor denies any
liability on these practices until and unless clear evidence is submitted. (See the General
Court and CJEU in Case T-296/09, European Federation of Ink and Ink Cartridge
Manufacturers (EFIM) v. Commission,2ort ECR II-425; Case C-56/12 P, European
Federation of Ink and Ink Cartridge Manufacturers (EFIM) v. Commission, 2013 ECR
I-o00, where both the General Court and the CJEU refused the existence of explicitly
collusive behaviour in view of the aggressive competitive strategy of some of the under-
takings in question.) Obtaining this evidence is an arduous and complex task due to the
private and secure nature of blockchain technology (See Rui Zhang and others, Security
and Privacy on Blockchain, 52 ACM COMPUTING SURVEYS 1 (2019)) On the other hand,
collective dominance and its abuse seem to provide a better alternative ground for action
against such practices, since it does not demand the presence of any such agreement. See
Case C-395/96, P Compagnie Maritime Belge v. Commission, 2000 ECR I-1365, at 45
(“the existence of an agreement or of other links in law is not indispensable to a finding of
a collective dominant position; such a finding may be based on other connecting factors
and would depend on an economic assessment and, in particular, on an assessment of the
structure of the market in question.”)

31. R.S.KHEMANI, A FRAMEWORK FOR THE DESIGN AND IMPLEMENTATION OF COMPETITION
Law anDpPoricy 72(World Bank Publications, 1998) (“Exploitative abuses, in which a
firm takes undue advantage of its market power like by charging monopolistic prices, or
discriminating between customers.”)

32. Id. (“Exclusionary abuses, in which a firm attempts to suppress competition-for example,
by refusing to deal with a competitor, raising competitors’ costs of entering a market, or
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nature, wherein both these kinds violate Article 102 of the Treaty on the
Functioning of the European Union (“TFEU’), which explicitly prohibits
such abuse of dominance.3

Exploitative abuse in the case of blockchain could result from a particu-
lar miner or a pool of miners having a dominant position in the market,
which could be used to influence the governing policies of that blockchain
which were set by a consensus process.** An example of this would be
the “51% attack.”’S Exclusionary abuse, on the other hand, could include
dominant miners or pools creating barriers for new entrants by means
of charging predatory prices (by decreasing transactional fee for all) or
by raising the computational costs for the other miners by, for instance,
engaging in rampant buying of the stocks of the mining hardware, which
will raise the price of the mining equipment making it go ‘out-of-budget’
for a lot of nascent miners.

C. Predatory and Monopolistic Pricing

As briefly covered in the previous section, predatory pricing refers to
setting prices below the competitive level and vice-versa, considering the
concept of monopoly pricing. The former is a way to reach a stage of
monopoly, and the latter serves to be an outcome for the same. Though
blockchain does not have any pricing mechanism per se, a pool’s influ-
ence on the governance structure of the blockchain may result in them
artificially inflating the transaction fee given to miners as a reward apart
from the cryptocurrency.3®

charging predatory prices.”)

33. Maria A. Patakyova, Competition Law in Digital Era — How to Define the Relevant
Market? EMAN 41H CONFERENCE ON ECONOMICS AND MANAGEMENT 171(2020), avail-
able at: https://feman-conference.org/wp-content/uploads/2020/1o/EMAN.2020.171.
pdf(last visited Oct. 28, 2021)

34. Lianos, Supranote 17, at 70.

35. A 51% attack can occur when a relatively small number of miners amass more than 50%
of a blockchain’s total hash rate or computing power. This can allow these miners to
unilaterally change the governance structure of the blockchain, prevent transactions from
being recorded, reverse existing transactions, and even double spend the cryptocurrency.

36. IttayEyal & EminGiinSirer, How a Mining Monopoly can Attack Bitcoin, HACKING,
DISTRIBUTED(Jun. 16, 2014), available at: https://hackingdistributed.com/2014/06/16/
how-a-mining-monopoly-can-attack-bitcoin/ (“A 51% miner can simply render certain
Bitcoin addresses (what clients perceive as “wallets”) either unspendable or highly-depri-
oritized unless a high mining fee is paid.”)
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A contrarian scenario can be observed in certain cases wherein the
mining pools end up as victims of dominance from the hands of firms
that specialize in hardware that is required for mining. The same works
in favour of firms due to the lack of substitutes and the dynamic nature
of the blockchain itself. Apart from that, the introduction of technical
requirements from blockchain applications for the miners also serves as
a testament to the above-stated fact. It is done so in order to compel
these miners to possess a unique set of hardware applicable to that single
blockchain application only, essentially binding them to their platform
and curbing their free will and movement across platforms, which resem-
bles an exclusive dealing arrangement.” To analyze both these sides, an
essential step would be to determine the market power of these enti-
ties and, in pursuance of the same, identify the applicable marketplace,
which is better known as the relevant market.

III. NEED FOR A NEW PERSPECTIVE
ON RELEVANT MARKET

One of the primary considerations in antitrust investigations is the delin-
eation of the relevant market, which helps chalk out an “area of effective
competition”? to assess market power and determine anticompetitive
effects of mergers & acquisitions, apart from the unilateral conduct of
firms. Delineating relevant market helps in providing a backdrop, or con-
text, to the alleged anticompetitive conduct and can have a great impact

37. It is an arrangement where the seller enters into an agreement with the buyer requiring
him to purchase a particular product (or set of products) exclusively from that supplier.
This also prevents buyer from buying that particular product from any other seller essen-
tially binding him to the seller he has entered into a contract with.

38. See Brown Shoe Co. v. United States, 370 U.S. 294, 324 (1962); Tampa Elee. Co. v.
Nashville Coal Co., 365 U.S. 320, 328 (1961); United States v. E. I. du Pont de Nemours
&Co., 353 U.S. 586, 593 (1957).

See also Gregory J. Werden, Why (Ever) Define Markets? An Answer to
Professor Kaplow,78 ANTITRUST LAW JOURNAL 729, 732 (2013) (“[Relevant
market is] the metaphoric arena in which the competition at issue occurs.
Although an antitrust market is not isolated from the rest of the economy, forces
acting from outside a properly delineated market are merely back- ground for
the competitive action occurring within the market. The competitive process
identified by a relevant market is separate from the rest of the economy at least
to the extent it can yield distinct prices.t5 Without making this separation by
delineating the relevant market, analyzing effects on competition is apt to.”)
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on the final decision-making.?® Further, correct delineation of the rel-
evant market is necessary for other analyses, such as barriers to entry,
exclusive dealing, etc., which cannot be investigated without it.*°

Traditionally, market delineation has been done by identifying close
substitutes of the good or service in question by analyzing its cross-elas-
ticity of demand.*! In 1982, the Department of Justice in the United States
released certain Merger Guidelines*? , which identified three factors,

* and entry,*

namely demand substitutability,* supply substitutability,
that could prevent a firm, even a monopolist, from exercising market
power over a group of products in an area.** These guidelines gave
birth to what is known as the Small but Significant and Non-Transitory

Increase in Price (‘SSNIP’) test.*”

The SSNIP test,*® also known as the Hypothetical Monopolist Test
(‘HMT’), has been a standard tool for delineating relevant market for

39. Having a relevant market too large or too big can greatly diminish, or exaggerate, the

market power of a firm, and can influence decision making.

See du Pont case, Supranote 38.

See Patrick R. Ward, Testing for Multisided Platform Effects in Antitrust
Market Definition, 84 UNI. OF CHICAGO LAW REV. 2059 (2017).

40. Werden, Supranote 38 (“Correct market delineation is essential for entry analysis because
conditions of entry can differ substantially between the defendant’s own product and its
close substitute.”)

41. It is the effect the change of price of one product has on the demand of other product.

See Times-Picayune Publishing Co. v United States, 345 U.S. 594, 611 (1953).
Cf. United States v E.I. du Pont de Nemours & Co., 366 U.S. 316 (1961);
United States v Bethlehem Steel Corp. 315 U.S. 289 (1942).

42. U.S. Dep’t of Justice, Merger Guidelines, 4 TRADE REG. REP. (CCH) {13,103 (June 14
1984.)

43. Gregory J. Werden,The History of Antitrust Market Delineation, 76 MARQ. L. REv.
123(1992) (“Demand substitutability refers, of course, to the ability of consumers to sub-
stitute other products or the same product produced in other areas.”)

44. Id. (“Supply substitutability and entry both refer to the ability of producers not currently
selling a particular product to begin doing so.”)

45. Id. (“The Guidelines’ distinction between supply substitution and entry is that entry
entails significant new investment in production or distribution or requires more than one
year to accomplish while supply substitution does not,”)

46. Werden,Supranote 43, at 190.

47. The core idea of this test was given by Morris Adelman in 1959.

See Morris A. Adelman, Economic Aspects of the Bethlehem Opinion, 45
Va. L. REv. 684, 688 (1959).

48. The application of this test is quite simple. To apply the test, presence of a hypothetical
monopolist is assumed over a smallest possible catalogue of goods/services (these form
the initial relevant market to run the test). The hypothetical monopolist then increases
the price of his products by a small but significant percentage (typically 5% or 10%), and
the change in demand is recorded. If on increasing the price, the demand for the good/
service falls, and the customers move to substitute goods, then the presupposed relevant
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antitrust authorities over the years. However, while the SSNIP test is a
useful tool, it is definitely not a panacea. Although the test suffers from
various infirmities when applied to traditional markets,* blockchain
technology poses a whole new set of unique problems, which makes the
application of this test to blockchains virtually impossible.

The inadequacy of the SSNIP test has already been long realized,*® and
attempts have been made to create tests that apply to markets where the
traditional tests would not apply, such as in digital spaces. Though the
SSNIP can apply to digital spaces when there is a price factor and where
product substitutes can be easily marked out, it falls flat when there is
non-price competition®! or the market is multi-sided,*? as in the case of

market is considered inadequate. Consecutively, the ambit of the initial relevant market is
widened to include these goods/services that the customers have moved on to, and the test
is run again. The test is repeated, each time adding the substituted goods/services into the
ambit of relevant market, until a point is reached where there is no change in demand of
the goods/services of the monopolist on increasing the price (that is, the customers do not
move on to the other goods even after the increase in the price). This is where the test is
concluded and all goods/services that have accumulated under the catalogue of the hypo-
thetical miner are included under the relevant market.

49. The “Cellophane fallacy™ is a classic example of this. The paradox stems from the case of
U.S. v EI du Pont de Nemour and Co., 351 US 377 (1956), wherein, the court erroneously
delineated a relevant market based on supra-competitive (monopoly) price rather than a
much lower competitive price. The result was a relevant market that was too wide, which
misrepresented the market power of the defendant. It is cited as a limitation of SSNIP
test as when a firm is already charging supra-competitive prices, there is no scope for
further price rise. On applying the test at this juncture will lead to an excessively wide rel-
evant market. Thus, the test fails if there is a firm already exercising monopolistic market
power.

50. Raymond Hartman et al., Assessing Market Power in Regimes of Rapid Technological
Change,2 INDUSTRIAL AND CORPORATE CHANGE 317 (1993)

51. Non-price competition is when firms compete to raise demand for their products without
changing the price. Non-price factors such as quality of product, advertisement, durabil-
ity etc, play a big role in non-price competition.

See Reavis Cox, Non-Price Competition and the Measurement of Prices, 10
JOURNAL OF MARKETING 370 (1946); George J. Stigler, Price and Non-Price
Competition, 76 JOURNAL OF POLITICAL ECONOMY 149 (1968).

52. Multi-sided markets, or platforms, are markets with two distinct groups of customers.
The role of the platform is of an intermediary or facilitator between the two sides. An
example of this would be Facebook. On one side, there are users who enjoy these services
“free of cost”. On the other sides, there are advertisers who pay to advertise on these
platforms. Facebook acts as a facilitator in this transaction between the two sides, where
advertisers pay money to buy user attention to their advertisements.

See Nizar Abdelkafi et al., Multi-sided platforms,29 ELECTRONIC MARKETS

553 (2019), available at: https:/link.springer.com/article/10.1007/s12525-019-
00385-4 (last visited Oct. 26, 2021; James Alleman et al., Multisided Markets
and Platform Dominance (TPRCy47, 2019), available at:https://papers.ssrn.
com/sol3/papers.cfm?abstract_id=3426831(last visited Oct. 26, 2021)
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blockchain.’* To solve this problem, the Small but Significant and Non-
Transitory Decrease in Quality (‘SSNDQ’) test’* is cited as a possible
solution, though it has its own limitations when applied to the block-
chain. For instance, to apply the SSNDQ test, a quality change has to be
assumed, which is not possible on blockchains because services offered
by miners cannot be measured qualitatively.

Even though these tests are fairly effective in their respective areas of
application, blockchain technology is radically different from the tradi-
tional markets and even digital markets. The viability of these tests on
the blockchain becomes even more difficult in the context of mining.
Firstly, there is no central authority on blockchain that can be assumed
(as in the case of a hypothetical monopolist) to increase the price or
reduce the quality of goods/services. Secondly, both these tests rely heav-
ily on empirical data from customers to determine product substitutabil-
ity. This can pose a problem on blockchain as pseudonymity of the nodes
would make it extremely difficult to obtain reliable and verifiable data.
Lastly, blockchains do not have substitutable products similar to those in
traditional markets.>

53. Blockchains act like a two-sided platform to facilitate the interaction between miners and
transactors.

54. The test is similar to SSNIP test, but here the hypothetical monopolist decreases the qual-
ity of the product, instead of increasing the price, by a small but significant and non-tran-
sitory amount (5 or 10%). It is assumed that decrease of quality would drive customers
towards substitute goods. If the customers move on to substitute goods after the decrease
in quality, the goods are included under the ambit of relevant market; otherwise, the test
is repeated in the same way as SSNIP test.

See Case AT.40099, Google Android, 2019 OJ C 402/08.

See also Daniel Mandrescu, The SSNIP Test and Zero-Pricing Strategies:
Considerations for Omnline Platforms, 2 EUROPEAN COMPETITION AND
REGULATORY LAw REVIEW 244 (2018), available at:https://papers.ssrn.
com/sol3/papers.cfm?abstract_id=3337765(last visited Oct. 26, 2021); Lapo
Filistrucchi, Market Definition in Two-Sided Markets: Theory and Practice
(Discussion Paper No. co9, TILEC 2013), available at: https://papers.ssrn.com/
sol3/papers.cfm?abstract_id=2240850 (last visited Oct. 26, 2021); Directorate
for Financial and Enterprise Affairs, The Role and Measurement of Quality
in Competition Analysis (OECD Policy Roundables, DAF/COMP (2013)17,
2013), available at: https://www.oecd.org/competition/Quality-in-competition-
analysis-2013.pdf (last visited Oct. 26, 2021).

55. One suggestion is to treat similar Blockchain applications, as well as similar digital and
non-digital substitutes, as close substitutes to apply the SSNIP test. See Competition
Commission of India, Discussion paper on blockchain technology and competition (April
2021). However, it is unclear how and on what basis will these blockchains be chosen. It
will be impractical to include all similar blockchains inside the ambit of close substitutes
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It is clear that traditional tests for delineating relevant market breaks
down when it comes to blockchain technology. This presents us with an
opportunity to devise new methods of delineating relevant market in the
context of blockchain platforms. On that end, the fundamentals of the
SSNIP test come to our aid. The assumption of a hypothetical monop-
olist can serve as a reference point from which the relevant market can
be judged. Even though the nature of blockchain does not allow for a
monopolist in the traditional sense,’® there can be a different reference
point, which can serve as a substitute for the traditional monopolist in
the SSNIP and SSNDQ tests.

In the context of blockchain mining, a relevant market can be delin-
eated around a hypothetical miner; and in contrast to the hypothetical
monopolist in the SSNIP test, this miner would just be an ordinary miner
not having any significant market power. Thus, a hypothetical miner can
help delineate relevant market on blockchain in antitrust cases related to
mining.

IV. THE MIGRATING MINER TEST

Before giving an illustration of the test, it is pertinent to characterize
three variables that will be used during this test.

Firstly, the real-life value of the cryptocurrency rewarded to the miner
(along with the transactional fee) for one block successfully mined needs
to be known for each blockchain.®” Secondly, the computational power
expended by the miner for mining one block (including the time when
the miner failed to mine a block) on a particular blockchain needs to be
ascertained. Calculating the computational power expended by the miner
in the process is the key; however, it can get a bit tricky. The computation
power expended by a miner depends on the type of hardware being used,
even though a more powerful system will have a better chance of min-
ing a block, it will also consume more power; the power consumed by
the mining system also depends on the complexity of the cryptographic

as it will have included a large number of applications, making the delineation of relevant
market difficult and inaccurate.

56. A position of economic strength enjoyed by an undertaking that enables it to prevent
effective competition on the relevant market by giving it the power to an appreciable
extent independently of its competitors, customers and consumers.

57. This is easy as the cryptocurrency awarded for each block successfully mined, as well as
the real value of the currency, is public knowledge.
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sequence offered by the blockchain. Arriving at a correct value of energy
expended also becomes difficult because it is impossible to predict when
a miner will crack the cryptographic equation and mine a block.

However, there is a simple solution to this conundrum. For this test to
work, a tentative value of energy expended can be calculated. This can
be done with the help of the three variables involved in the process, the
average time taken for a miner to mine a block, the number of people
with whom the miner is competing and the difficulty level of the cryp-
tographic equation,’® which has to be solved. A difficult equation means
that there is a lesser probability (per unit energy spent) that a particular
miner will arrive at the correct value because a more difficult equation
contains more combinations of possible solutions, which lead to a longer
time for calculation, and consequently, more energy expenditure making
the process of mining on that blockchain less profitable. Similarly, more
number of people on a blockchain means that there is more probabil-
ity that someone else might arrive at the solution before that particular
miner. However, in the long term, the average time taken by that miner
to arrive at a solution will be approximately constant. %

Thirdly, the time taken to mine a block also serves as an important
variable independently. Less time taken to mine a block means that a
miner is expending a constant computation power and will mine more
blocks per unit time on a blockchain than one that takes more time to
mine a single block.

The new test for delineation of the relevant market that is proposed
here derives its inspiration from the SSNIP test; however, the nuances of
this test are unique in nature. The test works on the principle of cost-ben-
efit analysis from the point of view of a miner and runs a comparison
between blockchains to differentiate those blockchains that fall within
the relevant market from those which do not.

58. Ghimire, Supranote 12, at 29.

59. This is considering that the real life value of cryptocurrencies on both the blockchains
are same. In real life application, it will be relatively difficult as the real value differences
between the cryptocurrencies will also be a part of the equation.
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V. MECHANICS OF THE TEST

To run this test, first, we need a hypothetical miner who suffers due
to anticompetitive conduct on a particular blockchain (mother block-
chain).®® This decreases the profit of other miners on the mother block-
chain by a margin of 5-10% and would lead to losses for a certain
number of these miners, causing them to migrate to other potentially
more profitable blockchains. Now, from the perspective of these migrat-
ing miners, the main consideration to decide which blockchain they will
migrate to will be the probability of making a profit. Profit for a miner
can be defined as the difference between the revenue (real-life monetary
value of the cryptocurrency earned by mining blocks coupled with the
transaction fees charged) and the cost of computational energy spent.®!

Assume that to mine a block on the mother blockchain; the migrat-
ing miner had to expend an amount of energy that costs him x dollars
to earn revenue worth k dollars in a particular duration of time. Now
the miner encounters another blockchain wherein a different amount of
energy has to be expended that is worth x2 dollars to earn revenue of k2
dollars in the same amount of time. Three possible scenarios arise out of
this assumption:

A. Scenario I
(k2 —x2) > (k- x)

In the above scenario, the profit that the miner makes on the new
blockchain is more than what he makes on the mother blockchain; there-
fore, migrating to the new blockchain is a better option for him. Thus,
this blockchain will be taken under the ambit of the relevant market as
it is a possible substitute to the mother blockchain where anticompetitive
conduct has taken place.

60. This is an important step because it will provide us with a point of reference from which
other blockchains can be judged.

61. The electricity consumed for running the mining systems.One thing that should be noted
here is that in real life application, it will be difficult to determine how much computation
energy might be expended by a miner for each mining operation on each blockchain;
however, we can approximately derive the possible expenditure of computational power
through difficulty of the cryptographic equation. Since a more difficult cryptographic
equation will take more time and more hits to get the correct value, the energy expendi-
ture will be more on a difficult blockchain.
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B. Scenario II:
(k2 —x2) < (k- x)

In this scenario, the profit earned by the miner on the new blockchain
is less than what he earned on the mother blockchain. This blockchain
cannot be included under the relevant market as it does not serve as a
potential substitute for the mother blockchain.

C. Scenario III:
(k2 —x2) = (k- x)

In this scenario, the profit earned on the new blockchain is equal to
the revenue earned on the mother blockchain. This blockchain will also
be included in the relevant market because it can serve as a substitute for
the mother blockchain. Miners might migrate from the mother block-
chain to this particular blockchain even though no difference in revenue
is there because the anticompetitive conduct on the mother blockchain
makes it volatile in terms of revenue, and there is uncertainty as to what
might follow in the chain of events. In this case, the miners will still
prefer to move onto the new blockchain, bringing it under the ambit of
the relevant market. Therefore, all of the blockchain applications which
are profitable for these migrating miners will form the relevant market
to assess the market power of the miner who engaged in anticompetitive
conduct.

The application of the aforementioned concept, in the first case sce-
nario of profitability, will lead us to three possible outcomes, which will
help us better understand the ambit of possible relevant markets, which
have to be construed out of the total entities in the entire market.

D. Outcome I: All the blockchain applications in the market are
under the relevant market

This outcome will be observed in the case when profit (as stated, the
difference between energy cost and revenue) can be seen in all the other
blockchains. This means that any blockchain in the market can serve as
a substitute for the miner to migrate to and hence can be considered to be
a part of the relevant market. Since, herein, all blockchains in the market
are profitable; the entire market will be relevant to the investigation. This
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outcome will remain to be very unlikely since the presence of all other
substitutes being profitable is an unrealistic scenario, and loss-making
substitutes normally do exist in every marketplace.

On a spectrum, this case will show relatively lesser market power due
to the presence of so many substitutes. Even mathematically, the relative
or fractional value will be on the lower side due to the increasing value of
the denominator. In other words, the relative value of a single piece of the
pie will decrease since the size of the rest of the pie has been increased.

E. Outcome II: At least one other blockchain application in the
market is under the relevant market

This shall be the most likely scenario in a real-life application of the said
test, wherein a migrating miner leaving its mother blockchain will expe-
rience profit on one (at least) or more than one blockchain application.
All the profitable applications will then come under the ambit of the rele-
vant market. The market power, in this case, will be of moderate nature
and will be highly contingent on the exact number of substitutes and the
inherent nature of the mother blockchain.

It is also important to note here that the substitute blockchain applica-
tions wherein the miner is facing losses, but in a lesser quantum than that
from the mother blockchain, will also serve to be a potential substitute
for the miner even though they are not exactly ‘profitable’. The applica-
tion of the same can be made clearer in a scenario wherein the migrat-
ing miner is facing losses on all the potential substitutes but in different
amounts. So, it can be said that the miner would ideally prefer to move
to a blockchain wherein the least number of losses are to be suffered,
considering that the said miner does not opt-out altogether.

F. Outcome III: None of the blockchain applications in the market
isis under the relevant market

In the said scenario, all the other potential blockchains turn out to
be giving losses to the miner, which are higher in magnitude than the
mother blockchain. This leads to a situation where none of the block-
chains remains to be an ideal substitute, and hence the relevant market
will consist only of the mother blockchain, which the miner is a part of.
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On a spectrum, this case will show relatively higher market power due
to the absence of substitutes altogether. The fractional value will also be
on the higher side due to the decreasing value of the denominator, and
the relative value of that single piece, as discussed in the first outcome,
will increase since the size of the rest of the pie has been decreased.*?

This process has to be repeated so that more and more blockchain
applications fall into the ambit of the relevant market until the third out-
come is reached, i.e., no other profitable alternative is left.

It is important to note that there are some qualitative factors as well
which can restrict the ambit of the relevant market from being exces-
sively wide by reducing the interoperability amongst various blockchain
systems. For instance, there might be blockchain applications that do not
give out cryptocurrency at all (such as private blockchains)®® or block-
chains that only work on the transaction fee.** Apart from that, there
are certain systems that rely on different consensus mechanisms instead
of Proof-of-Work;® these blockchains are not substitutes for each other
as miners cannot effectively mine on these blockchains without chang-
ing their mining methods.®® Incompatibility of movements from public

62. To understand this better, an example can be taken wherein there exists a market of block-
chain applications with a total of 10 entities in number, including the mother blockchain.
Now for instance, upon the application of the test on the action of the migrating miner,
it is shown that out of the 9 alternative blockchains (1oth being the mother blockchain)
only 4 remain to be profitable (as stated, the difference between energy cost and revenue)
and hence only those 4 applications along with the mother blockchain will constitute the
relevant market relevant for the purpose of investigation of anti-competitive conduct. It
is important to note here that, the market power will decrease if the number of profitable
substitutes applications moves from 4 to 5 or 4 to 6, and shall increase if the number of
profitable substitutes applications moves from 4 to 3 or 4 to 2 and so on.

63. Julian Polge, Permissioned blockchain frameworks in the industry: A comparison,7 ICT
EXPRESS 229, 230 (2020), available at: https://www.sciencedirect.com/science/article/pii/
$2405959520301909(last visited Oct. 28, 2021).

64. For instance, Bitcoin is a blockchain application that will stop giving crytpocurrency as
a reward for mining after all bitcoins (21 million) have been mined, which is predicted to
happen by 2140. After that, it will only work on transaction fee. This was a measure taken
to prevent inflation of bitcoins.

65. Other consensus protocols include Proof of Stake (PoS), Delegated Proof of Stake (DPoS),
Proof of Authority, Byzantine Fault Tolerance, etc.

See Damilare P. Oyinloye, Blockchain Consensus: An Ouverview of
Alternative Protocols,13 SYMMETRY 1363 (2021).

66. For example, in blockchains governed by Proof of Stake protocol, the miner who will
mine the block is chosen on the basis of his stake (share of cryptocurrency) in the block-
chain, rather than computation power required in Proof of Work mechanism. In this
case, a miner adapted to PoW cannot mine in PoS until he has a stake in that blockchain.
Similarly, in Proof of Authority, only trusted nodes, known as validators, are allowed to
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blockchains to private ones due to permission requirements also serves
as a restrictive factor in terms of substitutability®” apart from the other
technical specifications required in each different blockchain.

VI. ADVANTAGES OF THE MIGRATING MINER TEST

A. Applicable without the presence of a price-based element

The biggest drawback of the SSNIP test was that it was not applicable on
markets that are not price-based. Adding to this, there can also not be a
reduction in the quality of operations in the case of blockchain since the
mining process is not measurable quantitatively. The application of the
Migrating Miner Test gets rid of these conundrums as it takes a compar-
ative approach taking into account the profit shift of the migrating miner
concerned.

B. Requires a lesser amount of data for operation

Lack of data was a prime concern for the application of the SSNIP test,
which is not a big concern here since the only data needed in this case
is the value of the computational power and the monetary value of the
cryptocurrency mined, both of which can be determined through the
methods stated in the previous sections.

C. Clear demarcation of possible substitutes with no substitute
being probable

It was often experienced that customers migrated to different products
altogether due to price increases, which resulted in errors relating to the
likeliness of a particular product or service to be an adequate substitute.
These errors shall be unlikely in this case since all blockchains are either
absolute substitutes of each other or completely distinguishable. This will
also ease the process of merger analysis.

mine blocks. In this case, a migrating miner cannot be allowed to mine unless he estab-
lishes himself as a trusted node.

67. Blockchain and Interoperability: key to mass adoption, FINEXTRA (Jul. 6, 2020), avail-
able at: https://www.finextra.com/blogposting/18972/blockchain-and-interoperabili-
ty-key-to-mass-adoption (last visited Oct. 29, 2021).
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VII. CONCLUSION

The issue of lack of jurisprudence in this realm is here to stay since the
digital antitrust regime itself is still in a developmental phase, and block-
chain goes a step beyond that. Until the process of such legal develop-
ment takes place organically, a trial-and-error of application of orthodox
legal principles must take place. In the said case, the first and foremost
step in an antitrust investigation is that of delineating relevant market
post in which the effects are observed only under that circumscription.
The said test given above tries to fill the lacunae on such niche topics, on
which even the international discourse is not very mature.

The migrating miner test serves as an addendum that clears the mist a
bit, as it works upon the formulae of substitutability. It assumes the pres-
ence of a miner whose profits fall by 5-10% due to the abusive conduct
of a cartel and decides to migrate to a separate blockchain application.
In doing so, he assesses the profitability of other possible substitutes, and
each profitable substitute falls under the ambit of the relevant market
upon subsequent applications of the test. The application stops when no
viable substitute is left.

Development and technical up-gradation in the said field are rampant,
which will give rise to newer technologies; for instance, as stated earlier,
the derivation of a number of a computational power may be a compli-
cated mathematical process, but the same can be eased with the help of
a machine which runs all the requisite calculations in an algorithmic
manner. It is yet to be seen where this new technology takes the legal
system finally.
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Round Tripping of Foreign
Direct Investment — Analysing
the Regulatory Regime

—Aman Jha and Anurag Shah

ABSTRACT

Foreign direct investment plays a vital function in spurring the
development of an economy. In order to incentivize and make
investments in a country more lucrative for foreign investors,
policymakers generally provide preferential treatment to foreign
direct investments. However, often times, domestic investors
route their ‘domestic’ investments back through a foreign country,
in order to reap the benefits of such preferential treatment, by
way of the incentives accorded to foreign investments. This
allows domestic capital to leave the host nation and return back
disguised as foreign direct investment. Such a structure is known
as ‘round-tripping’ of foreign direct investment.

Thisarticleanalyses the concept of round-tripping investments,
while laying emphasis on the negative externalities arising
out of such transactions. Furthermore, the article analyses the
manner in which other contemporary jurisdictions regulate such
investments. Finally, the article examines the regulatory regime
related to round-tripping investments in India, and analyses the
issues that arise due to the lack of a proper reporting framework.
Based on a holistic examination of the aforementioned points,
the article makes legal and policy recommendations, to introduce
a system of checks and balances on such transactions, without
causing a chilling effect on bona fide foreign investments.

I. INTRODUCTION

Foreign Direct Investment (“FDI”) is one of the most important economic
tools for a state’s development. Historically, the economic progress of a
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state has been a concurrent function of its FDI inflows. It would not
be an understatement to proclaim that over the 21* century, FDI had
been the primary catalyst in the growth of several important economies.
For instance, by merely opening up their economy to FDI in the 1970’s,
China accelerated its economic growth exponentially.! India benefitted
from a similar policy change in 1991.2 The benefits of FDI aren’t limited
to those of an economic nature, but are rather multi-faceted and often
include technological and administrative enhancements.

It would be pertinent to understand the underlying principle that
allows FDI to catalyse economic growth. Primarily, FDI accelerates the
rate and scale at which businesses operate, by speeding up the former
and magnifying the latter. Coupled with technological and adminis-
trative enhancements, the increased mobility of factors of production
allows entities to expand their business, with the FDI playing a vital
role in such expansion. FDI inflows can be structured in several ways,
with each structure imbibing its own peculiar set of features. Round-
tripping investments are one such structure of FDI transactions. Round-
tripping investments are transactions wherein a domestic investor routes
their investment from a foreign country back into the domestic nation,
thereby having the investment be classified as an FDI. While on the face
of it, a round-tripping structure looks like an attempt to merely conceal
the origin of a transaction, it has far-reaching implications on the econ-
omy of the nations involved in the transaction. One of the most impor-
tant yardsticks to measure the development of a nation is to look into
the performance of the companies in the country.> An important factor
in determining a company’s performance often includes an analysis of its
funding. This is because an entity’s funding often correlates to its ability
and appetite to achieve its goals, particularly those pertaining to growth
and development. However, more often than not, domestically availa-
ble capital is inadequate to help achieve these goals for the company,
and more broadly for the sector in which it operates. This is where the

1. Qian, Yingyi, The Process of China’s Market Transition (1978-1998): The Evolutionary,
Historical, and Comparative Perspectives, 156 JITE 151 (2000).

2. Kotwal, Ashok, Bharat Ramaswami, and Wilima Wadhwa, Economic Liberalization and
Indian Economic Growth: What'’s the Evidence?, 49 J. of Eco. Lit. (2011)

3. Xiaoqin Fan and Paul M. Dickie, The Contribution of Foreign Direct Investment to
Growth and Stability: A Post-Crisis ASEAN-5 Review, 17 ASEAN Economic Bulletin
312 (2000).
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concept of FDI comes into the picture. FDI bridges the fiscal gap that is
created due to the inability of domestic funds to fulfil the capital require-
ments of an economy, in isolation.*

FDI is generally made into enterprises by other enterprises or individ-
uals located in a different country. Post-globalization, FDI has played a
major role by providing a much-needed momentum to the Indian econ-
omy, while also bringing in diverse and often advanced know-how of
various technical, strategic and administrative aspects into the country.
Along with FDI infusion, the investors involve themselves in the perfor-
mance of the company, largely owing to their additional responsibili-
ties as significant stakeholders of the company. One example of such a
phenomenon was the development of a stronger human resource culture
in India post the globalization of the Indian economy.’ The benefits of
such improvements lead to an enhanced market and structure in the FDI
recipient nation.

From the perspective of a foreign enterprise, FDI is often made with
the objective of establishing a lasting interest in a domestic enterprise.®
The definition provided by the Organisation for Economic Cooperation
and Development quantifies ‘lasting interest’ as direct or indirect own-
ership of 10% (ten per cent) or more of the voting power in the domestic
enterprise. Further, ‘lasting interest’ also includes a long-term relation-
ship between the foreign and the domestic enterprise, and substantial
control of the foreign enterprise over the management of the domestic
enterprise.

However, not all forms of FDIs are practically made with the intent
to create a ‘lasting interest’. There are, broadly, three categories of FDI
which, in essence, do not create a ‘lasting interest’; since they do not
provide any additional facilities to an enterprise.” The first is an invest-
ment by financial institutions or banks in sectors other than banks. Any

4. Martin Feldstein and Charles Horioka, Domestic Saving and International Capital
Flows, 9o The Eco. Journal 358, 314 (1980).

5. Globalization, Flexibility and New Workplace Culture in the United States and India,
Bhavani Arabandi, George Mason University, Sociology Compass 5 /7, (2011)

6. Organisation for Economic Cooperation and Development (OECD) Benchmark Definition
of Foreign Direct Investment, 4th Edition, available at: https://www.oecd.org/investment/
fdibenchmarkdefinition.htm (last accessed 14 July 2021).

7. Smitha Francis, Foreign Direct Investment Concepts: Implications for Negotiations
,45(3) Economic and Political Weekly 22, 31.
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investment made by a financial institution in a non-finance sector would
solely be for the motive of capital generation, rather than that of a value
investment. The second category is that of short-term private equity
investments which are made to essentially obtain capital gains in the
event of an Initial Public Offering (“IPO”), or just before the sale of a
company. The third category includes transactions which are considered
as round-tripping.

Round-tripping leads to an inflated FDI data, thereby presenting an
inaccurate picture of a nation’s development. Another important aspect
of such a transaction is that it is generally routed through tax havens,
to provide additional tax benefits to the investor. Such a transaction is
not made to create a ‘lasting interest” but is instead undertaken by the
investors to gain capital benefits.® The origin of this trend can be traced
to that part of the globalization era when countries started contract-
ing into preferential investment treaties. As of today, there are several
well-recognized round-tripping corridors across the globe, connecting
emerging economies.” A few examples of the same are investments from
Hong-Kong to China, Mauritius to India, Caribbean financial centres to
Brazil, and Cyprus to Russian Federation. These routes are extensively
exploited in order to veil domestic investment as FDI.!

Therefore, it becomes imperative to examine the effects of round-trip-
ping investments, and the importance that State regulation has therein.
The primary impact of round-tripping is that it defeats the very spirit
and purpose of FDI transactions, thereby distorting the true picture
of an economy’s development. When round tripping transactions are
made; while there is a theoretical increase in the total FDI received by
the nation, the same does not materialized into actual benefits of FDI,
as aforementioned. For instance, the benefits associated to FDI which
include know-how, additional capital infused in the economy, and the
involvement of new and diverse stakeholders are all amiss in the case of

8. Dev Kar, An Empirical Study on the Transfer of Black Money from India: 1948-2008,
46(15) Economic and Political Weekly 45 (2011).

9. Kannan Kasturi, The Reverse Capital Flow: Indian Investment Abroad, 47(49) Economic
and Political Weekly 12 (2012).

10. DilekAykut, Apurva Sanghi and Gina Kosmidou, What to Do When Foreign Direct
Investment Is Not Direct or Foreign FDI Round Tripping,World Bank Group,
Macroeconomics and Fiscal Management Global Practice Group Policy Research
Working Paper 8046 (2017).
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round-tripping investments. Additionally, the nation through which the
investments are routed, often attain the tag of a favourable nation, and
may also accrue undue incentives owing to the high influx of FDI from
their land. However, in actuality, the same is not FDI originating from
such nation. Irrespective of the motive behind round-tripping, it distorts
the data-collection of FDI, as the ‘final’ source country is incorrectly
credited as the origin of such investment, and the state stands to lose out
on benefits including those of taxation revenue, that it would have other-

wise accrued on such ‘domestic investments’.!!

Moreover, it also amounts to cherry-picking of investment treaties
most favourable to the re-routing of such transaction. This, in turn affects
the sustainability and efficacy of such investment policies.'? Further, it
also defeats any restrictions, however legitimate, that a nation imposes
on FDI in terms of ownership. Therefore, since these investments are
essentially domestic investments re-classified as FDI, they do not bring
in any additional benefits to an economy.!’ Finally, the opaque nature
of such transactions also makes them extremely prone to being used as
a vehicle for illegal activities such as corruption or money laundering.'*
Having examined the issues related to round-tripping, it becomes imper-
ative to understand how to tackle the same. Given that the biggest issue
arising out of round-tripping is the relatively opaque nature of its struc-
ture, one of the ways to limit the negative externalities of such a structure
is to increase the transparency of such transactions. Several countries
use their regulatory framework to enhance transparency when it comes
to round-tripping investments, as shall be discussed in the subsequent
chapter.

II. LAWS RELATING TO ROUND TRIPPING
ACROSS JURISDICTIONS

The issue of round-tripping is not unique to the Indian economy.
Most developed economies around the world too face the issue of

11. R. Nagaraj, ‘Foreign Direct Investment in India in the 1990s: Trends and Issues’ (2003)
Vol. 38 Economic and Political Weekly No. 17 1701.

12. T.P. Ostwal and Vikram Vijayaraghavan, Anti-Avoidance Measures, 22(2) NLSIR 59
(2010).

13. Sadhana Srivastava, What Is the True Level of FDI Flows to India?, 38(7) Economic and
Political Weekly 608 (2003).

14. Dev, supra note 8.
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round-tripping, and subsequently its negative externalities. For the pur-
pose of this article, we shall be analysing three different types of juris-
dictions, in terms of their regulation of round tripping. The first type
of jurisdiction presents a case wherein the nation does not have a very
complex foreign exchange control, and minimally regulates round-trip-
ping in order to ensure that the tax revenue of the State is protected. The
jurisdiction selected for such an analysis is that of the United States of
America. The second type of jurisdiction pertains to a system wherein
foreign exchange is highly regulated and round-tripping transactions
are also regulated to ensure transparency. The jurisdiction selected for
such analysis will be that of the People’s Republic of China. The third
type of jurisdictional analysis examines a state where the overwhelming
rationale reason behind round-tripping is not to benefit from preferential
treatment of foreign investment, but is rather a consequence of other
extraneous considerations. The jurisdiction selected for such examina-
tion, is that of the Russian Federation.

A. United States of America

An assumption that only developing countries are prone to round-trip-
ping transactions, would be far from accurate. Even developed nations,
such as the United States of America (“USA”), have seen a high volume of
transactions involving round-tripping. Historically, the USA has not reg-
ulated FDI very stringently, rather choosing to project itself as the coun-
try renowned for facilitating and favouring FDI. As a result of this, USA
has had one of the highest absolute net FDI inflows amongst all coun-
tries monitored by the World Bank." FDIs into the USA are reviewed by
the Committee on Foreign Investment in the United States (“CIFUS”),
which serves as the administrative body for the USA and is empowered
to review FDI coming into the USA.¢

The USA does not have any specific law prohibiting round-tripping,
or subjecting FDI to a review based on economic concerns relating
to the origin of investment, barring certain exceptions; such as those

15. World Bank International Financial Statistics and Balance of Payments databases, <
https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS?view=chart> accessed
14 July 2021.

16. Farhad]alinous, KaralynMildorf, Keith Schomig, Ryan Brady, Foreign Direct Investment
Reviews 2021, White & CasePublications, (Dec. 20,2021),availableat:https://www.white-
case.com/publications/insight/foreign-direct-investment-reviews-2021-united-states.
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investments that originate from the People’s Republic of China.'” The
American laws focus more on a sector-based review and regulatory over-
sight, such as strict oversight over FDI in airline and nuclear energy sec-
tors. Therefore, the American laws do not try to regulate round-tripping
investments through CIFUS. However, this does not mean that the USA
has not undertaken steps to control the negative externalities arising out
of round-tripping investments.

The USA has been pro-active in ensuring that such round-tripping
investments do not impact the revenue generated through taxes in the
USA. Resultantly, the USA regulates round-tripping by ensuring a strin-
gent tax setup, which is potent enough to detect round-tripping invest-
ments on its own accord. As per a study conducted in the country, the
FDI inflow in the form of round-tripping investments slows down when-
ever the Internal Revenue Service (“IRS”) tightens its control over tax
fraud.’® The American congress has been lobbying for the passage of
the ‘Stop Tax Haven Abuse Act’, which would ensure that the taxa-
tion system in the country becomes more adept at handling transactions
involving round-tripping.'”” The rationale behind a stringent tax set-up in
the present context may be understood by analysing the relation between
round-tripping and tax revenue of a nation. Round tripping is frequently
utilized as a tool for tax evasion, by domestic investors. Therefore, a
stringent tax-setup allows a state to limit abuse of round-tripping trans-
actions by curbing all forms of tax evasion by a domestic investor. A
similar principle is followed by the USA, wherein it attempts to curb
round-tripping transactions by instituting a stringent domestic taxation
regime, rather than instituting a stringent round-tripping regulation in
order to curb its negative externalities, such as loss of revenue accrued in
relation to domestic taxation.

Some of the changes that would be brought through the Stop Tax
Haven Abuse Act include a new disclosure requirement for American cit-
izens holding interest in a passive foreign investment company. Through

17. Aimen Mir, Christine Laciak and Meredith Mommers, The Foreign Investment
Regulation Review: USA,The Law Reviews (Oct. 17, 2021), available at: https://thelaw-
reviews.co.uk/title/the-foreign-investment-regulation-review/usa.

18. Michelle Hanlon, Edward Maydew and Jacob Thornock, Takingthe Long Way Home:
U.S. Tax Evasion and Offshore Investments in U.S. Equity and Debt Markets, 70 JAFA
257 (2015).

19. H.R.297, 114th Congress, Stop Tax Haven Abuse Act, (2015-2016).
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such reporting mechanisms, the USA is attempting to ensure that they
have substantial information regarding the source of FDIs, thereby
detecting and curbing certain round-tripping investments.2°

B. People’s Republic of China

The People’s Republic of China (“PRC”) has a very stringent oversight
mechanism for regulating FDI in the country, and therefore also ensures
a high level of transparency relating to round-tripping investments.?' FDI
is regulated through a statutory body called the State Administration of
Foreign Exchange (“SAFE”).??

For regulating round-tripping, SAFE has, time and again, released
multiple circulars enumerating compliances related to investments that
would be categorized as round-tripping. The most important being
the ‘Relevant Issues Concerning Foreign Exchange Administration
for Financing and Round-Trip Investment Undertaken by Domestic
Residents Through Overseas Special-Purpose Vehicles’, released in
the year 2005 (“Circular 75”).23 Circular 75 was first amended by the
‘Operating Rules Concerning Financing and Round-Trip Investment
Undertaken by Domestic Residents through Ouverseas Special-Purpose
Vehicles’ circular in the year 2011 (“Circular 19”) and subsequently by
the Circular called the ‘Relevant Matters Concerning Foreign Exchange
Administration on QOutbound Investment/Financing and Round-
Tripping Investment through Special Purpose Companies by Domestic
Residents’ in the year 2014 (“Circular 377).%*

20. Jeffrey Kraft, Changing Tides: Tax Haven Reform and the Changing Views on
Transnational Capital Flow Regulation and the Role of States in a Globalized World,
21(2) Ind. J. of Global LS 599 (2014).

21. Geng, Xiao, Round-Tripping Foreign Direct Investment in the People’s Republic of
China: Scale, Causes and Implications,ADB Institute (Jul. 2004), available at: http://hdl.
handle.net/11540/4165.

22. Woon-Wah Siu and Lu Wang, China’s New Foreign Exchange Control Rule on
Outbound and Round-Trip Investment, Pillsbury Winthrop Shaw Pittman LLP (Oct.
13, 2014), available at:  https://www.pillsburylaw.com/images/content/9/o/v2/904/
AdvisoryChinaOctober2or4ChinasNewForeignExchangeControlRule.pdf.

23. SAFE Circular 75 - The Key Provisions of Circular 75 and What They May Mean for
Investors, Lorman Articles (Aug. 19, 2013), available at: https:/www.lorman.com/
resources/safe-circular-75-the-key-provisions-of-circular-75-and-what-they-may-mean-
for-investors-15769.

24. McDermottWill & Emery, New SAFE rules facilitateregistration for overseasfinancingand
investment by Chinese domestic residents, Lexology (Jul. 22, 2014), available at: https://
www.lexology.com/library/detail.aspx?g=5af8aza4-24c3-4d4d-azaf-73e5521bdde2.
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Over the years, right from Circular 75 to Circular 37, the reporting
requirements by SAFE related to transactions involving round-tripping
have become more liberal and business-friendly. In doing so however,
SAFE has also ensured that there is transparency regarding investments.
For instance, Circular 75 required investors undertaking round-tripping
investments to make multiple disclosures such as, identifying the actual
controller and management of the Special Purpose Vehicle (“SPV”)
through which the investment is routed back into the PRC, legal arrange-
ment and feasibility analysis for the procedure, control methods and
follow-up financing for transferring the domestic assets of a domestic res-
ident to the control of SPVs, shareholding pattern of the SPV etc. Further,
Circular 75 provided that any material changes in the SPV, including
changes in shareholding would need to be disclosed to SAFE.

Circular 19 made such disclosures less cumbersome by doing away
with requirements which pertained to the examination of commercial
reasonability and feasibility of the investment structure. Further, Circular
19 made such investments more business-friendly by ensuring that the
domestic investor involved such round-tripping investment would not
be required to disclose details of every layer of their offshore SPVs, but
would rather have a disclosure requirement for a select few aspects.

As per Circular 37, a domestic investor is only required to register cer-
tain details of the first level of the offshore SPV structure. The circular
also widened the scope of investments that would be subject to SAFE’s
oversight for being a round-tripping investment. This includes SPVs held
either directly or indirectly by domestic investors, and any investment by
such SPVs into the PRC. The same has been retained by further circulars
as well.

Further, SAFE also regulates round-tripping undertaken through non-
SPVs. While Circular 19 provides for non-SPV based round-tripping
investments, it does not define the same. Circular 19 does not require
a non-SPV to obtain registration for such transactions with SAFE.
However, domestic investors are required to provide undertakings stat-
ing that the transaction would not involve any acts of illegal procure-
ments, unauthorized use of foreign exchange or acts that violate laws.

As per the aforementioned information, it can be ascertained that PRC
focuses on ensuring that the State has sufficient information to maintain
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transparency regarding round-tripping investments. Over the course of
time, the disclosure requirements have been diluted to make the regime
more business-friendly. However, the same has not visibly effected the
transparency aspect of the transaction; since important information
about the investment is still required to be provided to SAFE.

C. Russian Federation

The Russian Federation is a nation that witnesses a large influx of FDI
thorough round-tripping investments. The primary driver for rout-
ing funds through round-tripping investments from the perspective of
the Russian investor is to bypass the excessive regulatory and political
regime that exists in the country at several stages of an entity’s lifecy-
cle.? Therefore, prevalent round-tripping in the country is not solely
consequent of its investment laws, and involves a multitude of extraneous
factors, as shall be elaborated subsequently in the chapter.

A preliminary analysis into the Russian Federation’s FDI laws does not
augur for a particularly investor friendly FDI set-up. The country’s first
law on FDI was enacted in 1991, and was later replaced in 1999 by the
law that currently regulates FDI in Russia — the Foreign Investment Law
(“FIL”). Relatively, FIL has liberalized FDI in the country in comparison
to its predecessor, by providing certain benefits to foreign investors and
marginally reducing procedural compliances.?* However, liberalization
of the Russian FDI regime has not been carried out to the extent for it to
be termed as ‘investor-friendly’.

While the Russian Federation does not increase oversight based on
the economic structure of the transaction, including those of round-trip-
ping investments, it does impose additional requirements on sector-spe-
cific FDI through the Procedures for Foreign Investments in Companies
Having Strategic Importance for National Security and Defence
(“Strategic Investment Laws”).?” However, FIL does require basic dis-
closures to maintain transparency, such as the details of the beneficiaries,

25. Svetlana Ledyaeva, PiiviKarhunen, Riitta Kosonen and John Whalley, Offshore Foreign
Direct Investment, Capital Round-Tripping, and Corruption: Empirical Analysis of
Russian Regions, 91(3) Taylor and Francis Online Economic Geography 305 (2015).

26. Olga Kuzmina, Natalya Volchkova and Tatiana Zueva, Foreign direct investment and
governance quality in Russia, 42(4) J. Com. Eco. 874 (2014).

27. Procedures for Foreign Investments in the Business Entities of Strategic Importance
for Russian National Defence and State Security, Federal Law No. 57 of 2008,
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beneficial owners and controlling persons. While such disclosures do
not play a role in identifying a round-tripping investment, it does ensure
transparency in FDI coming into the Russian Federation.

Unlike the aforementioned regulatory regime in the context of PRC,
the Russian Federation can be said to have a more rigid oversight mech-
anism for FDI. The reason for the same can be attributed to the differ-
ence in the treatment and classification of FDI in PRC and the Russian
Federation. Unlike the PRC, the Russian Federation does not provide for
any tax based preferential treatment, or additional economic incentives
to a foreign investor.?® As stated by one study on FDI in the Russian
Federation, the state policy related to FDI in the country is not conducive
towards investors to the extent that it may arguably be considered to be
restrictive in nature. The study also suggests that in several regions and
sectors, the State has erected barriers to ensure that domestic firms do
not face excessive competition against FDI infused entities.?’

Prima facie, these factors should rather make round-tripping invest-
ments less favourable to Russian investors. This is because an analysis
of their FDI laws would lead one to conclude that there is no significant
benefit accrued by a domestic investor in the Russian Federation by rout-
ing investments through an offshore entity, as there does not arise a need
to undergo the rigours of FDI based legal oversight over such invest-
ments. However, the quantum of round-tripping investments is still very
high in the Russian Federation. The reason for this can be attributed to
the tedious system of setting-up business in the Russian Federation.’ The
incorporation of businesses in the country involves several red-tape meas-
ures, and is encumbered by several political barriers and considerations
right from the level of the local authorities. Therefore, investing through
a foreign country provides the investors with an opportunity to over-
come institutional weaknesses in the country and also saves them from

available  at:  https://investmentpolicy.unctad.org/investment-laws/laws/87/russian-
federation-foreign-investment-law.

28. Kristian Wilson, Seeking Truth from Fact: Rationale and Use of Offshore Jurisdictions in
the PRC, 6 Tsi.Chi. LR 205 (2014).

29. Kristian Wilson, The Role of Offshore Jurisdictions in Russia, 3 Russ L] 119 (20715).

30. Puffer, Sheila M., Daniel J. McCarthy, and Olga Chudakova Peterson Navigating the
Hostile Maze: A Framework for Russian Entrepreneurship [and Executive Commentary],
15(4) The Academy of Management Executive (20071).
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potential repercussions of political instability present in the Federation.?'
Therefore, Russia presents an interesting case, wherein extraneous con-
siderations supersede the country’s legal framework for domestic and
foreign investments, with round-tripping making up a significant volume
of FDI investments despite relatively dis-incentivized FDI laws.

III. ISSUES RELATED TO ROUND TRIPPING IN INDIA

In order to understand how round-tripping is regulated in India; it becomes
imperative to explore the regulatory framework for the exit and entry of
investments, from and into the country, respectively. Both the entry and
exit points in the Indian investment regime are predominantly regulated
by the Reserve Bank of India (“RBI”). The entry point is regulated by a
parent legislation, namely — the Foreign Exchange Management Act, 1999
(“FEMA”) and its corresponding rules and regulations. The correspond-
ing rules and regulations include FEMA (Non-Debt Instruments) Rules,
2019("NDI Rules”) and FEMA (Debt Instruments) Regulations, 2019
(“DI Rules”). As reflected from their names, the former is applicable
when the foreign investor makes an investment in the non-debt instru-
ments of the Indian entity and the latter applies in cases where the inves-
tor makes investments in debt instruments.

The exit point for investments going out of India is facilitated through
two routes. Firstly, it can be done through the RBI Liberalized Remittance
Scheme3? (“LRS”) and secondly, through a direct investment governed
by the RBI Ouverseas Direct Investment Regime®® (“ODI Regulations™).
LRS facilitates transactions by Indian resident individuals to remit up
to an amount of $2,50,000 (USD) every year to a foreign country, for
purposes that are permitted under the scheme.?* The permitted purposes
include education, purchase of assets such as shares and properties,
medical treatment, tourism and more.?> ODI Regulations govern invest-

31. Julio, Brandon, and YoungsukYook, Political Uncertainty and Corporate Investment
Cycles, 67 TJF 45, 83 (2012).

32. Master Direction - Liberalised Remittance Scheme (LRS), RBI/FED/2017-18/3, FED
Master Direction No. 7/2015-16.

33. Master Direction — Direct Investment by Residents in Joint Venture (JV)/ Wholly Owned
Subsidiary (WOS) Abroad, RBI/FED/2015-16/10, FED Master Direction No. 15/2015-16.

34. Part A, Master Direction - Liberalised Remittance Scheme (LRS), RBI/FED/2017-18/3,
FED Master Direction No. 7/2015-16.

35. Part A (7), Master Direction - Liberalised Remittance Scheme (LRS), RBI/FED/2017-18/3,
FED Master Direction No. 7/2015-16.
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ments made into Joint Ventures (“JV”) and Wholly Owned Subsidiaries
(“WOS?”) by either subscribing to the memorandum of a foreign entity or
by purchasing existing shares of an Indian entity.

Round-tripping in India is regulated at the exit level, in order to ensure
that any money going out is not brought back into India by veiling it as
FDI. RBI has time and again attempted to regulate round-tripping; most
recently through a Frequently Asked Question document (“FAQ?”) issued
under the ODI Regulations on May 2019.3¢ As per this FAQ, a foreign
JV or WOS, containing investments made by an Indian entity, would
not be allowed to establish a step-down subsidiary in India. This condi-
tion, in essence, restricts any investment that could potentially be routed
back into India through an entity that has received investments from
Indian entity. The FAQ was subsequently updated on 19" September,
2019 to clarify that an exemption from such a restriction would only be
granted on a case-to-case basis, and that entities would have to seek prior
approval from RBI before undertaking such a transaction.

Therefore, in summary, the Indian regime regulates round trip-
ping-through the RBI FAQ, which imposes a two-fold restriction on
such investments. Firstly, it restricts Indian entities from setting up a
subsidiary in India through a foreign JV or a WOS, and secondly, it bars
Indian residents from acquiring a foreign WOS or investing in a JV that
already has investments in India.?” Post the issuance of the FAQ, RBI and
the Enforcement Directorate (“ED”) have started investigating individu-
als and entities that have made investments in overseas funds which has
investments in Indian start-ups or ventures. Further, the two authorities
have also made enquiries pertaining to cross-border merger transactions,
in order to identify any possible instances of round-tripping.3*

36. FAQ No. 64, Frequently Asked Questions (FAQ), Overseas Direct Investments, Reserve
Bank of India, (Sep. 19, 2019), available at: https:/m.rbi.org.in/scripts/FAQView.
aspx?Id=32.

37. Prasanna Mohanty, Reality Check: RBI’s Casual Approach to Round-Tripping Menace,
Business Today (Oct.7, 2019), available at: https://www.businesstoday.in/latest/econo-
my-politics/story/rbi-round-tripping-central-bank-casual-approach-reality-check-fdi-in-
vestments-shell-companies-231902-2019-10-07.

38. Sachin Dave, Intense focus on ‘round-tripping’: RBI, ED scrutiny raises spectre of har-
assment’ Economic Times (Sep. 2, 2019), available at: https://feconomictimes.indiatimes.
com/news/economy/finance/intense-focus-on-round-tripping-rbi-ed-scrutiny-raises-spec-
tre-of-harassment/articleshow/70941197.cms.
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While the intent of RBI through the FAQ has been to regulate
round-tripping transactions, the same has ended up creating a cloud of
confusion over several ODI Regulations, as the FAQ was not stream-
lined to the corresponding provisions of the ODI Regulations, thereby
creating contradictory regulations for certain circumstances. Therefore,
there exists a lack of clarity surrounding the regulation of round-tripping
in India. Such lack of clarity is further exacerbated by the fact that cer-
tain provisions of ODI Regulations, visibly permit round-tripping invest-
ments till date.

A. Swap of Shares under ODI Regulations

An investment by way of share swaps is a form of transaction regulated
under the ODI Regulations. Under a share swap transaction, an Indian
entity would subscribe to the shares of a foreign entity and the consid-
eration for the same would be shares of the Indian entity. Both the NDI
Rules and ODI Regulations are to be complied with in such a trans-
action; as it involves the shares of an Indian entity going out of India,
and shares of a foreign entity being brought into India. Both the NDI
Rules* and ODI Regulations*® permit the swap of equity instruments
as a consideration for purchase of shares. Further, the ODI Regulations
also requires the shares that are swapped, to be valued by a Category
1 Merchant Banker who is registered with the Securities and Exchange
Board of India (“SEBI”), or an investment banker registered with the
regulatory authority of the host nation.

Even though, both NDI Rules and ODI Regulations permit such a
transaction, it would amount to round-tripping. In the aforementioned
transaction, the foreign JV/WOS would end up having an investment in
an Indian entity, since it would own the shares of an Indian company.
Therefore, this form of a transaction falls into a grey area, when exam-
ined in conjunction with the provisions of the FAQ.

B. Investments in ADRs and GDRs

Depository Receipts (“DR”) are negotiable financial instruments traded
on local stock exchanges, which represent securities listed on foreign

39. Schedule I, Foreign Exchange Management Act (Non-Debt Instruments) Rules, 2019.
40. Part B4, Master Direction — Direct Investment by Residents in Joint Venture (JV)/ Wholly
Owned Subsidiary (WOS) Abroad.
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stock exchanges. There are two types of DR traded in India - American
Depository Receipts (“ADR”) and Global Depository Receipts (“GDR”).*!
While an Indian ADR is traded on an American stock exchange, the
underlying security would be traded on an Indian exchange. As per the
ODI Regulations, investments can be made into JV/WOS by providing
ADRSs/GDRs as consideration.*? Such an investment would have to be in
compliance with the Scheme for issue of Foreign Currency Convertible
Bonds and Ordinary Shares (through Depository Receipt Mechanism),
1993.%

As aforementioned, an Indian ADR/GDR would have underlying
Indian securities. Therefore, in case an ODI Regulations is made using
ADRSs/GDRs, the foreign JV/WOS would, in essence, have an investment
in the Indian entity. This would squarely contradict the mandate of the
FAQ, as it can lead to a round-tripping transaction.

C. Issue with LRS

The FAQ uses the term ‘Indian Parties’ while listing out the restric-
tions on such transactions. The ODI Regulations define ‘Indian Parties’
as a company incorporated in India or a body created under an Act of
the Parliament or registered partnership firms and registered Limited
Liability Partnerships (“LLP”) making investments in overseas JV/
WOS.#* As stated previously, there are two possible routes for invest-
ments to be made outside India — LRS and ODI Regulations. LRS is only
applicable to ‘Resident Individuals’ and specifically states that it would
not be available to corporates, partnership firms, HUF, Trusts, etc.®

As per Regulation 20A of the ODI Regulations, resident individuals
under LRS can make investments to overseas JV/WOS. The question
that arises in such a situation is that; since the FAQ only uses the term
‘Indian Parties’, would it be applicable to investments made by ‘Resident

41. SEBI FAQs on Issue of Indian Depository Receipts, available at: https://www.sebi.gov.in/
sebi_data/commondocs/foreigncost_p.pdf (last accessed Mar. 26, 2022).

42. Part B4(1)(v), Master Direction — Direct Investment by Residents in Joint Venture (JV) /
Wholly Owned Subsidiary (WOS) Abroad.

43. Part Bi(g), Master Direction — Direct Investment by Residents in Joint Venture (JV) /
Wholly Owned Subsidiary (WOS) Abroad.

44. Part Az(k), Master Direction — Direct Investment by Residents in Joint Venture (JV) /
Wholly Owned Subsidiary (WOS) Abroad.

45. Part A(3), Liberalised Remittance Scheme (LRS) of USD 2,50,000 for resident individuals,
Master Direction - Liberalised Remittance Scheme (LRS).
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Individuals’ in foreign JV/WOS? From a preliminary analysis of the FAQ,
we can conclude that it only includes investments by ‘Indian Parties” and
therefore, it excludes certain ‘Resident Individuals’. In such an event,
round-tripping could potentially occur under the LRS scheme.

D. Issue of minimum threshold

Another major contention created by the regulatory regime based on
the FAQ is its failure to provide a specific threshold, beyond which the
restriction would be applicable. While the regulation of round-tripping
is imperative, over-regulation of the same could cause a chilling effect by
creating hindrances for start-ups in seeking funding this is completely
legal and legitimate. For instance, a minority stake of an Indian company
in a foreign investment fund would consequently exclude the possibility
of such a fund to make any investments into Indian Companies. Such
over regulation could potentially cause severe harm to several Indian
entities and their funding requirements, while stalling the progress of the
nation’s start-up eco-system.

Moreover, even if the FAQ is liberally interpreted, and it is assumed
that the RBI may in fact provide all genuine investors with the oppor-
tunity to obtain a case-to-case clearance for transactions, and that the
aforementioned type of a transaction would be cleared by the RBI, the
additional economic cost of such clearance would yet cause unnecessary
burden on the Central Bank, and result in inefficiencies and lost time.
Therefore, even a liberal interpretation of the FAQ would give rise to con-
cerns regarding ‘red-tapism’ and hindrance in ‘ease in doing business’.
Therefore, the absence of a minimum threshold beyond which the FAQ
would be applicable also creates a bottleneck in the framework. Hence,
while the RBI has attempted to regulate round-tripping by issuing an
FAQ, it has failed to streamline important provisions, which may give
rise to uncertainties and cause deterrence to genuine investments.

IV. THE WAY FORWARD

It is apparent from the contemporary jurisdictional analysis carried out,
that the methods (and in some cases, the need) to regulate round-trip-
ping investments, and their negative externalities in specific, vary across
jurisdictions and might be affected by their context specific scenario.
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However, there are a few common denominators in such policies across
several foreign jurisdictions. A few of the same may be adopted by the
Central Bank and the domestic legal framework.

A. Limiting differential treatment between foreign and domestic
investors

It is pertinent to understand that round-tripping investments pose an
array of issues for the nation where the money is finally routed back. The
only real beneficiary of such a transaction are the investors themselves,
who often benefit at the expense of the state exchequer, be it due to losses
in tax revenue or by legitimization of illegitimate money. Round-tripping
investments through tax havens provide negligible tax opportunities to
investors. As analysed earlier, this issue can be witnessed in the jurisdic-
tion of the United States of America, where the primary motive behind
round-tripping investments is the tax related benefits that the foreign
investments of tax havens receive.

Therefore, to this problem may be resolved to a certain extent by
ensuring that there is no preferential treatment accorded to foreign invest-
ments, relative to their domestic counterparts. Additionally, the host
nations should work towards ensuring that there is no preferential treat-
ment meted out amongst various foreign states in making FDI. Levelling
the playing field for investments across all nationalities would render
the concept of round-tripping less lucrative for the domestic investors.
Preferential treatment has often been used as a tool to make the business
environment more attractive for foreign investors. Moreover, the domes-
tic regulators may consider modernization of the investment-attraction
system, by ensuring that both foreign and domestic businesses receive
beneficial treatment. Preferential treatment can instead, be made indus-
try specific, or can be based on the quantum of investment. This would
retain the benefits accrued from incentivizing foreign investments, while
dis-incentivizing round-tripping investments. Therefore, sector-specific
preferential treatment would allow the nation to be able to provide the
required impetus to the sectors and attract foreign investors.

Additionally, as aforesaid, regulatory environment of certain states
often imposes a really high cost on setting up domestic businesses. On
the contrary, such countries often provide easier clearances and other
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regulatory benefits to companies having FDI. This makes round-tripping
investments very lucrative in such circumstances, as domestic investors
would have a better ‘ease of doing business’ if the investment were routed
through a favourable nation. If a nation ensures parity and sufficient ease
of doing business for both domestic and foreign investors, such a problem
would not arise.

B. Stricter disclosures and clarity on procedure

The importance of strict disclosures and a well-laid out procedure for
round-tripping investments in a nation can be seen in the jurisdiction of
PRC. Strict disclosures ensure that the country, to which the FDI is being
made, has proper information about the true nationality of the inves-
tor, and makes the origin of the investment traceable with relative ease.
Adopting such a policy would also ensure that round-tripping transac-
tions cannot be used for illegal purposes such as money laundering or
terrorism financing. Further, clarity and transparency in the procedure,
supplements the ease of doing business, thereby making it easier for the
investors to know understand they can undertake round-tripping under
the law of the land.

V. CONCLUSION

Prima facie, round-tripping investments may seem like harmless attempts
at structuring investments. However, on a closer analysis, that might
not be the case, and they might lead to several negative externalities.
These externalities include commercial problems such as loss of revenue,
inflated FDI estimates, legitimization of illegitimate money, and security
related problems such as terrorism funding. Such pitfalls make it imper-
ative for countries to ensure a stringent system of checks and balances in
order to ensure that such investment strategies do not have any untoward
consequences on the economy of nations.

The Indian FDI regime tries to address the issue of round-tripping
through the use of an FAQ. While in essence the FAQ does restrict
round-tripping investments, by subjecting it to the oversight and the case-
to-case basis approval of the RBI, it might not be able to sufficiently
control the externalities that arise from such transactions. Moreover, the
Indian system does not have a proper disclosure mechanism in place to
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ensure that such transactions can be traced back to the nation of origin.
Due to the non-stringent and overly vague regulatory regime in India
related to round-tripping, investors are often unclear about the form of
transactions they can undertake without being in violation of the FAQ.
One example of such an issue, is that of share swaps under the Indian
FDI regime.

The issue can be aptly dealt with by following a few steps that are
inspired from our analysis of the aforesaid jurisdictions. The very first
step requires India to have a more transparent and stringent disclosure
system, much like that of the People’s Republic of China. Even though
RBI provides a case-to-case clearance under the FAQ to transactions
that involve round-tripping, the criteria for such clearance are not pro-
vided for. Additionally a case-to-case clearance may not be feasible in the
longer run. A well-laid set of objective criteria would allow investors to
understand the ambit and legality of their investment, and decide on the
appropriate investment structure that they should undertake, based on
such compliance requirements. Further, RBI should also provide clarity
in relation to the remittance of investments by resident Indians under
LRS, and its stance on round-tripping of such an investment.

On a policy centric context, the Indian FDI regime should ensure that
the ease of doing business improves in the country for domestic and for-
eign investors alike. A level playing field for both Indian and foreign
entities would render round-tripping less lucrative. Therefore, after
an analysis of the Indian regime and the regulatory policy relating to
round-tripping across different jurisdictions, the authors are of the view
that there is a need for a more comprehensive regulatory framework in
India related to round-tripping investments, along the aforementioned
grounds.
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India’s Differential Voting Rights
Structure — A failed attempt to bring any
Difference to Corporate Framework?

—Nityesh Dhadhich

ABSTRACT

Interest in Differential Voting Right Shares or DVRs has picked
up pace across the globe. In the United States, the number of
companies opting for the DVR framework rose from 25 newly
listed companies in 2019 to 32 newly listed companies in 2020
(out of which 18 were tech companies). In 2018, Singapore and
Hong Kong permitted tech companies from ‘innovative and
emerging sectors’ to list with DVR shares, thereby broadening
their share market bouquet by permitting DVRs.

In 2019, India revisited its DVR framework and permitted
‘tech companies to list with Superior Voting Right (SVR) shares.
These SVR can only be offered to the promoters/founders holding
executive positions within the company, and the total net worth
of such promoter group should not exceed 500 Crore Rupees.
In 2021, Securities and Exchange Board of India (SEBI) further
relaxed regulations regarding the listing of DVR shares, and now
permits promoter groups having a total net worth upto rooo Crore
Rupees to obtain DVRs. Recent amendments in DVR framework
by SEBI indicates an inclination to prosper the DVR framework
in India, but unfortunately, in its 21 years of existence, only four
listed companies opted for the DVR framework in India. The
success of India’s DVR framework would depend upon its ability
to balance the interests of various stakeholders including the
companies, promoter groups, and investors.
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I. INTRODUCTION

The general rule of corporate governance is that of ‘one share one vote’.
Under this rule, each share issued by the company shall have equal voting
power. Under this traditional system of ‘one share one vote’, the holders/
promoters of the company would have to necessarily dilute their control
over the company if they wish to raise more capital through equity. This
proves troublesome for promoter / founder-centric companies that intend
to retail control. In such cases, the option left with the companies is to
raise funds through debt instruments, or any other set of instruments,
which has its limitations.! An innovative solution to raise capital without
diluting stake within the company is ‘Differential Voting Rights’ (com-
monly known as ‘DVR Shares’ or ‘Dual Class Shares’).> These shares
work on the principle of the ‘founder knows the best’ principle by ena-
bling the founder to retain control over the company, and this explains
the interest of tech companies to adopt the DVR framework.?

Section 43(a)(ii) of the Companies Act permits the issuance of equity
shares having ‘differential rights as to dividend, voting or otherwise,’
which are also known as DVR shares.* DVR shares have disproportion-
ate rights regarding voting and / or dividend distribution. DVR shares
enable the promoters / founders of the company to retain voting rights
within the company even after raising more capital. DVR shares can be
classified into ‘Superior Voting Right’ shares and ‘Fractional / Lower
Voting Right’ shares. DVR shares prove helpful in raising funds without
diluting control. DVR shares also prove to be an innovative attempt to
prevent the hostile takeover of new companies and to promote ease of

1. Thomas R. Piper, Wolf A. Weinhold, How Much Debt Is Right for Your Company,
Harvard Business Review (July 1982) (Accessed on 27 October 2021), available at: https://
hbr.org/1982/07/how-much-debt-is-right-for-your-company accessed on 27 October
2021.

2. Please note that Differential Voting Right shares (DVR Shares) and Dual Class Shares
(DCS Shares) are different names for the same underlying concept. DVR/DCS shares can
be categorized into two sub-categories — Superior Voting Right shares, or Inferior Voting
Right Shares. In 2019, SEBI’s amendment only permits the issuance of Superior Voting
Right shares by the listed companies.

3. Jay R. Ritter, Initial Public Offering: Technology Stock IPOs,(Accessed on 30 December
2021), available at: https://site.warrington.ufl.edu/ritter/files/IPOs-Tech.pdf .

4. Section 43(a)(ii), Companies Act, 2013, available at: http://ebook.mca.gov.in/
Actpagedisplay.aspx?PAGENAME=17422
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doing business’, however, the same provision has been misused by the
companies to centralize the decision-making power to the ‘core members’
within the shareholders.

DVR shares were first introduced in India through Companies
(Amendment) Act, 2000, which permitted DVR shares from 13%
December 2000.° However, in 2009 SEBI banned the issuance of
Superior Voting Right (SVR) shares.” This ban intended to ‘avoid the
possible misuse by the persons in control to the detriment of public share-
holders.” Thus, SEBI prevented the listed companies from issuing SVR
shares, however, unlisted companies were still permitted to issue both
superior and inferior voting right shares as SEBI rules do not govern the
unlisted companies.® In 2019, SEBI reversed its policy and banned the
issuance of inferior voting right shares.” However, SEBI permitted ‘tech
companies’ to raise capital through an IPO even if they have issued
SVR shares to its promoters / founders.! Despite these efforts, only a few
companies have issued DVR shares to date.!? Towards the ease of doing
business, in September 2021, SEBI reduced the minimum gap between
issuance of SVR shares and filing of Red Herring prospectus to 3 months
from the earlier requirement of 6 months. Further, SEBI has permitted
companies to raise funds through IPO provided that the promoter group
holding the SVR shares has a net worth of upto 1000 crores.!® This is
an increase from the earlier limit of §oo crores regarding the net worth

5. Samie Modak, SEBI mulls Dual-Class Structure to prevent hostile takeovers, Business
Standard (21 March 2019), available at: https://www.business-standard.com/article/mar-
kets/sebi-mulls-new-dvr-framework-to-prevent-hostile-takeovers-119032000981_1.html.

6. Poorvi Sanjanwala, India — DVR Shares — A Timeline, Conventus Law (27 September
2019), available at: https://www.conventuslaw.com/report/india-dvr-shares-a-timeline/—
ftna/.

7. CA Jayant Thakur, SEBI prohibits issue of shares with ‘superior’ rights, IndiaCorpLaw
(22 July 2009), available at: https:/indiacorplaw.in/2009/07/sebi-prohibits-issue-of-
shares-wi.html.

8. Gaurav Gupte, DVRs are dead, Long Live DVR!, (8 July 2019), available at: https://cor-
porate.cyrilamarchandblogs.com/2o19/07/differential-voting-rights-shares-dead-long-
live-dvr/ .

9. Id.

10. Tech company is defined as “Company having intensive use of technology, information
technology, intellectual property, data analytics, bio—technology or nano-technology
to provide products, services or business platform with substantive value addition.”

11. SEBI (Issue of Capital and Disclosure Requirements) Regulations, 2018, Regulation 6(3).

12. These companies include Pantaloons Retail India (Future Retail), Jain Irrigation, Gujrat
NRE Coke, Tata Motors.

13. SEBI, SEBI Board Meeting, (28 September 2021), PR No. 28/ 2021.
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of the promoter group. These amendments to the existing framework
indicate an attempt by the government to attract companies towards the
DVR framework which has rarely seen any interest. In this regard, a
balanced approach must be adopted to attract the companies towards
the DVR framework and to subsequently offer DVRs to retail investors.

II. INDIA’S DVR FRAMEWORK - A TALE
WITH TWISTS AND TURNS

India’s DVR framework can be categorized into two sets of rules. First,
the provisions of the Companies Act, 2013 along with the rules, regu-
lations, and subsequent amendments enacted under the Companies Act
2013. This set of rules and regulations are applicable upon any company
on which the provisions of the Companies Act are applicable, whether
listed or unlisted. Second, the regulations enacted by SEBI are only appli-
cable to the listed companies. This shows a major cleavage in India’s
existing DVR framework. For instance, in 2019 SEBI prohibited listed
companies from issuing ‘inferior voting right’ shares but this restriction
does not extend to unlisted companies, thereby permitting unlisted com-
panies to issue ‘inferior voting right’ shares in perpetuity.'

A. DVR Framework extending under the Companies Act, 2013

Section 47 of the Companies Act provides that each equity shareholder
shall have a right to vote on each resolution placed before the company.
The voting right of each person is in proportion to the shares held by
such person within the paid-up share capital of the company. However,
the right granted under Section 47 is subjected to the limitation imposed
under Section 43. Section 43(a)(ii) provides that equity shares with dif-
ferential rights as to voting rights, dividends, or otherwise can be issued
by the company. When the company goes public, it invites the public to
invest and participate in long-term profits by enabling the founders to
retain control over the shareholders who might influence the decisions of
the company in search of short-term profits."* Founders would direct the

14. GauravGupte, DVRsaredead, Long Live DVR!(8 July 2019),availableat: https://corporate.
cyrilamarchandblogs.com/2019/07/differential-voting-rights-shares-dead-long-live-dvr/.

15. Rick Fleming, Dual-Class Shares: A Recipe for Disaster, ICGN Miami Conference
(15  October 2019), available at: https://www.sec.gov/news/speech/fleming-du-
al-class-shares-recipe-disaster accessed on 30 October 2019.
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company towards the long-term growth of the company. The investors
are incentivized to purchase DVR shares by offering extra dividends (or
other benefits) at the cost of voting rights.

In India, DVR shares can be issued by a company provided that it
complies with the conditions prescribed under Rule 4 of the Companies
(Share Capital & Debenture) Rules, 2014. Firstly, the Articles of
Association of the Company must permit the issuance of DVR shares,
and issuance of DVR shares must be subsequently approved through an
ordinary resolution. Secondly, DVR shares cannot exceed 26 percent of
the total paid-up share capital existing after share issuance. Thirdly, the
company must not have defaulted in filing annual statements, annual
returns for the last three financial years and it must not be penalized by
Court or Tribunal under relevant provisions as mentioned during the
past three years. Fourthly, there should be no default with regards to
payment of declared dividend (on equity or preference shares) or payment
with regards to a loan.'

The requirement to show consistent profits over the past three years
was omitted as this limitation acted as a hindrance for various start-up
companies. The underlying intention was to create a limitation regard-
ing mature start-up companies. However, this limitation was adversely
impacting the start-up companies, which suffer losses in the initial years
while setting up their businesses. Moreover, this had eliminated non-
profit companies from issuing DVR shares.!” In the United States, a
company is permitted to convert its existing equity share capital hav-
ing ‘regular’ voting rights into the shares having ‘differential voting
rights’ and vice-versa.'® As against this, Rule 4(3) of the Companies
(Share Capital & Debenture) Rules, 2014 prohibits any such conversion.
Rule 4(5) provides that DVR shareholders shall enjoy all other rights as
enjoyed by equity shareholders, except the differential rights on which
such shares have been issued.

16. Companies (Share Capital & Debenture) Rules, 2014, Rule 4.

17. SEBI, Consultation Paper on Issuance of Shares with Differential Voting Rights (DVRs),
p. 5 (20 March 2019), available at: https://www.sebi.gov.in/reports/reports/mar-2019/
consultation-paper-on-issuance-of-shares-with-differential-voting-rights_42432.html.

18. SEBI, Consultation Paper on Issuance of Shares with Differential Voting Rights (DVRs),
p. 6 (20 March 2019), available at: https://www.sebi.gov.in/reports/reports/mar-2019/
consultation-paper-on-issuance-of-shares-with-differential-voting-rights_42432.html.
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DVR shares can be categorized as ‘superior voting right’ shares and
‘inferior / fractional voting right’ shares. While these are not defined
within any of the Indian statutes / rules, ‘superior voting rights’ are
understood as the shares which give the shareholder more than one
vote per share (thus, voting right more per share than the usual norm)."”
Thus, if two persons contribute an equal amount of funds, and secure
the same number of shares within the company but the holder of ‘supe-
rior voting rights’ shall retain greater voting right within the company.
The validity of DVR shares was upheld by the Company Law Board in
Anand Jaiswal v. Jagatjit Industries. In this case, Anand and Jagatjit
moved to the Company Law Board against the decision of the company
giving 64 percent voting right to Mr. Karamjit on his 32 percent stake.
After this decision, in 2009 SEBI prohibited the issue of ‘superior voting
right’ shares by listed companies to prevent possible misuses. However,
this restriction was not extended to the issuance of superior voting right
shares by unlisted companies. They could allot DVR shares as per Section
43 of the Companies Act.?°

B. SEBI Regulations — Leaving the Unlisted Companies Aside?

In 2019, SEBI permitted the issuance of ‘superior voting right’ shares,
while prohibiting the issuance of ‘inferior voting right’ shares.?! This
permits the companies which have issued SVR shares to their pro-
moters/ founders to get listed by offering ordinary shares through an
Initial Public Offer (IPO). It is necessarily required that such promoters
/ founders to whom SVR shares are issued must hold an executive posi-
tion within the company. The IPO offer has to satisfy the requirements
as provided under SEBI (ICDR) Regulations. Along with this, SEBI has
imposed further eligibility conditions which must be satisfied. Firstly,
the issuing company must qualify as a ‘tech company’ as provided by the
regulations. Secondly, the promoters / founders holding the SVR shares
should be a part of a promoter group, and the collective net worth of

19. UmakanthVarottil, SEBI’s Recent Primary Market Reforms (22 June 2009), available at:
https://indiacorplaw.in/2009/06/sebis-recent-primary-market-reforms.html.

20. Anand Jaiswal v. Jagatjit Industries.

21. SEBI Board Meeting PR No. 16/ 2019 (27 June 2019), Point 7, available at: https:/www.
sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.
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such promoter group should not exceed Rs. 500 Crores.?? Thirdly, the
issuance of SVR shares has to be authorized through a special resolution
within the general meeting of the company. Fourthly, such SVR shares
must be held for a minimum period of six (6) months before the filing of
Red Herring Prospectus. On satisfying these conditions, a company is
permitted to issue SVR shares.?

The voting right for such shares can be anywhere between a mini-
mum of 2:1 to a maximum of 10:1 (in comparison to ordinary shares).?*
However, the total voting power of SVR shares holders cannot exceed
74 percent (including the ordinary shares held by them).?* As per the
SEBI regulations, SVR shares are also listed on the Stock Exchange as
the shares of the company are listed through the IPO. However, a freeze
is imposed upon the shares until these shares are converted to ordinary
shares. SVR shares cannot be transferred among the promoters / found-
ers of the company. Similarly, the holders of such shares cannot put the
shares under pledge / lien. SVR shares are treated at par with ordinary
shares except for the differing terms on which they have been specifically
issued.?®

To prevent misuse of SVR shares, SEBI has enhanced corporate gov-
ernance requirements in the case of SVR shareholders. As per the SEBI,
at least half of the Board and at least 2/3™ of the committees that are pre-
scribed under SEBI (Listing Obligations and Disclosure Requirements)
Regulations, 2015 must comprise Independent Directors. Moreover, the
audit committee in such companies shall comprise only independent
directors.?” SEBI has also introduced the ‘sunset clause’, which provides
that SVR shares shall be converted to ordinary shares in two situations.
Firstly, under ‘time-based situation’ SVR shares shall be converted to

22. This restriction has been relaxed in 2021 to permit net worth of promoter group upto
1000 crore rupees.

23. This restriction has been relaxed by SEBI in 2021 and it requires that SVR shares should
be held for a minimum period of three (3) months before the filing of Red Herring
Prospectus.

24. SEBI Board Meeting PR No. 16/ 2019 (27 June 2019), Point 1(i-vi), available at: https://
www.sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.

25. SEBI Board Meeting PR No. 16/ 2019 (277 June 2019), Point 3, available at: https:/www.
sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.

26. SEBI Board Meeting PR No. 16/ 2019 (27 June 2019), Point 3, available at: https:/www.
sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.

27. SEBI Board Meeting PR No. 16/ 2019 (27 June 2019), Point 4, available at: https://www.
sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.
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ordinary shares on completion of five years from the issuance of such
shares. SEBI permits that the SVR shares can be further extended once
for five years through a resolution, however, on such resolution the hold-
ers of SVR shares are not permitted to vote. Thus, the decision regard-
ing the extension of SVR shares shall depend solely upon the ordinary
shareholders. Secondly, SVR shares shall be converted to ordinary shares
in a situation where the holder of such SVR shareholders dies / resigns,
etc.?® Thus, India’s existing DVR framework can be described as a series
of ups and downs. For instance, fractional voting right shares issued by
Tata Motors in 2008, which are still traded in the stock exchanges of
India, can no longer be issued by any other company as SEBI in 2019
prohibited the issuance of fractional voting right shares. The next chap-
ter shall compare India’s DVR framework with the framework adopted
by the Singapore Exchange. Relying upon India’s long experiences in
DVR framework, and novel international frameworks adopted across
the globe shall be discussed to give some recommendations to attract
companies towards India’s paralyzed DVR framework.

III. COMPARING INDIA’S DVR FRAMEWORK WITH THE
STANDARDS ADOPTED BY SINGAPORE EXCHANGE (SGX)

In June 2018, Singapore Exchange (“SGX”) and Hong Kong Exchange
(“HKEX”) permitted the listing of companies that have issued dual-class
shares.” In this article, I would discuss Singapore’s DVR framework and
would compare it with the existing DVR framework in India. As per
the SGX’s DVR Rules, the existing companies which had listed under
ordinary shares are not permitted to convert their shares to a dual-class
structure. SGX has delineated certain factors which it considers while
determining whether to permit the listing of DCS shares structure.3® Each
company that intends to get listed with DCS shares is required to specify

28. SEBI Board Meeting PR No. 16/ 2019 (27 June 2019) , Point 6, available at: https:/www.
sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.

29. Yen Nee Lee, Hong Kong is considering ‘dual-class’ share listings for non-tech firms,
says official (30 March 2021), available at: https://www.cnbc.com/2021/03/30/hong-
kong-is-considering-dual-class-share-listings-for-non-tech-firms-says-official. html#:~:-
text=The%20Hong%20Kong%2o0exchange%20in,Kong%2o0can%z2oimplement%20
SPAC%:20listings.

30. SGX Mainboard Rules, Rule 210(10), available at: http://rulebook.sgx.com/rulebook/
mainboard-rules.
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the holders of DCS shares at IPO.3! SGX also considers factors such as
the “operational track record and business model” of the company, role
or persons holding dual-class shares in the success of the company, par-
ticipation of sophisticated investors, etc.3? In addition to this, SGX shall
also consider the suitability of the DCS shareholders to hold such shares,
and whether the existing safeguards are sufficient to prevent any misuse.
This includes the determination of safeguards such as sunset features, etc
to govern the holding structure.

Similar to India’s DVR framework, the voting power for DCS share-
holders in Singapore is limited to a maximum of 10 votes per share (as
compared to an ordinary share’s voting power). The issuing company is
required to specify the number of votes each DCS shall carry at IPO, and
such numbers cannot be increased subsequently. However, the vote car-
ried by each DCS share can be reduced by obtaining the approval of SGX
and receiving approval in the general meeting (where DCS sharehold-
ers shall retain only one vote per share).?3 For the companies that have
issued DCS shares, SGX has diluted the quorum requirement for conven-
ing a general meeting as ordinary shareholders holding a minimum of
10 percent of the total voting rights. However, such protection to offer
greater protection to ordinary shareholders is absent in SEBI regulations.
Moreover, in any general meeting, at least 1o percent of the total voting
power of the company must reside with the ordinary shareholders (who
are not the holders of DCS shares). This differs from the Indian standard
which limits the voting rights of ‘superior voting right’ shareholders to
74 percent (and this includes within it any ordinary shares held by SVR
shareholders).3*

SGX requires that in any circumstance the proportion of DCS shares
cannot increase beyond the original proportion. In events such as share
buybacks or when excess DCS shares are not subscribed, or post-listing

31. SGX Mainboard Rules, Rule 210(10)(c), available at: http://rulebook.sgx.com/rulebook/
mainboard-rules.

32. Rajah & Tann Asia, SGX Introduces Framework for Dual Class Share Listing (August
2018), available at: https://eoasis.rajahtann.com/eoasis/lu/pdf/2018_o8_Dual_Class_
Share.pdf.

33. Rajah & Tann Asia, SGX Introduces Framework for Dual Class Share Listing (August
2018), available at: https://eoasis.rajahtann.com/eoasis/lu/pdf/2018_o8_Dual_Class_
Share.pdf.

34. SEBI Board Meeting PR No. 16/ 2019 (27 June 2019), Point 3, available at: https://www.
sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.
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issuance of shares, etc the issuing company is required to ensure that
the total voting right associated with DCS shares does not increase after
such corporate actions. Each holder of DCS shares is required to be
appointed as a responsible director as defined in Rule 210(10) of SGX
Mainboard Rules. For each permitted holder group, a responsible direc-
tor is appointed. As per the Mainboard Rules, DCS shares are converted
to ordinary shares on the happening of two events. Firstly, when DCS
shares are sold / transferred to any person (or person(s) who is not a
member of the permitted holder group). Secondly, when such a respon-
sible director ceases to be a director (due to death, retirement, etc). In
the case of the permitted holder group, if the responsible director ceases
to be the director and a new director is not appointed. Any deviation
from the above two events shall be subject to the shareholders’ approval.
To mitigate risks, SGX has proposed that a majority of committees
within the company such as the Remuneration Committee, Nomination
Committee, Audit Company are required to be independent. However,
unlike the SGX’s requirement of ensuring ‘majority composition of inde-
pendent members’, the Audit Committee as per SEBI regulations must
only comprise independent directors. Thus, SEBI regulations attempt to
balance the excessive voting rights with the promoters/ founders by put-
ting the audit committee beyond the influence of the DVR shareholders.

SGX framework requires the listing companies to disclose the details
of DCS structure, the voting percentage held by different shareholders,
inter alia regularly in the annual report and shareholders’ circulars. The
issuer is also required to inform in its prospectus that it is a company
with a DCS structure, and it must enlist the risks associated with DCS
structure, key provisions of Articles relevant to the DCS structure, or
any other relevant document. SGX has proposed that the holders of DCS
shares have to hold a lock-in period with regards to any shares they hold
(including any ordinary shares held by them) for a period of 12 months
once the shares are listed after IPO.3 Unlike this, SEBI’s regulation on
DVR shares provides for a lock-in period only on DVR shares (thereby
excluding any ordinary shares held by the shareholder). Thus, two

35. SEBI, SEBI Consultation Paper on Issuance of shares with Differential Voting Rights
(DVRs), p. 11, (20 March 2019), available at: https://www.sebi.gov.in/reports/reports/mar-
2019/consultation-paper-on-issuance-of-shares-with-differential-voting-rights_42432.
html.
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differences emerge from the provision adopted by SGX and SEBI. Firstly,
SGX’s lock-in period of twelve months extends to any ordinary shares
held by the DVR shareholder, whereas as per SEBI’s regulations, the
lock-in period/ freeze upon the transaction is not imposed upon the ordi-
nary shares held by the DVR shareholder.’® Secondly, SGX’s framework
permits the DVR shareholders to transfer their DVR shares after the ini-
tial twelve-month period, provided that these shares will be converted
into ordinary shares. However, SEBI regulation prohibits any sale or
transfer of DVR shares unless these shares are first converted into ordi-
nary shares through the happening of any of the events mentioned in the
sunset clause. Thus, a DVR shareholder would be necessarily required to
hold the shares for five years, or until happening of any other event that
satisfies the sunset clause. Thus, certain flexibility should be offered to
the DVR shareholders, as well as the company to discontinue the DVR
framework through a mutual decision.

IV. CONCLUSION & THE WAY AHEAD

DVRs were first introduced by Tata Motors in 2008, which was fol-
lowed by three other companies.” DVR shares of Tata Motors offered 5
percent additional dividend compared to an ordinary share, while they
offered only 10 percent voting rights when compared with an ordinary
share. DVR shares intend to attract retail investors who are usually not
interested in exercising their voting rights. However, DVRs have failed to
attract investors in India due to various reasons. Firstly, the dividend yield
in India is the lowest in Asia. For large and mid-cap stocks, India’s aver-
age dividend yield is 1.7 percent compared to 4.68 percent in Australia,
and 4.25 percent in Singapore.’® For instance, in 2012, Tata Motors
offered a 4 Rupees dividend per share for an ordinary share compared
to a 4.20 Rupees dividend to a DVR shareholder.?® Thus, a DVR share-
holder would be entitled to only an additional o.20 rupees in exchange

36. Lian Seng Yap and Heng Jun Meng, SGX Amends Mainboard Rules to Allow Dual
Class Share Structures, Lexology (29 June 2018), available at: https://www.lexology.com/
library/detail.aspx?g=5af8f872-cae8-4065-bcg5-18090c2dgese.

37. Gujrat NRE Coke, Future Enterprises, Jain Irrigation.

38. Indian stocks have the lowest dividend yield in Asia — Refinitiv, Reuters (15 October
2019), available at: https://www.reuters.com/article/india-dividends-idUSL3N270o1FH.

39. Available at: https://www.moneycontrol.com/company-facts/tatamotors-dvr/dividends/

TATAM;s7000.
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for obtaining 9o percent lower voting rights as compared to an ordinary
shareholder. Many investors find this unreasonable in their cost-benefit
analysis. Moreover, in the past few years, Tata Motors has not offered
any dividends on its shares. This explains why DVR shares do not attract
Foreign Institutional Investors, Mutual Funds, as they are interested in
retaining their voting rights within their investment company. Moreover,
on analyzingFig. ot detailing the movement of Tata Motors’s DVR and
ordinary shares over the past five years, we find that both these shares
have performed in tandem, and an additional 5 percent dividend has
failed to make any difference in the performance of DVR shares.

B TATAMTROVE TATAMOTORS # X

Fig. 01: Comparison of Tata Motors DVR (dark blue — lower line) with Tata Motors
Ordinary shares (light blue — upper line) Source: Tickertape

India’s DVR framework has proved to be unprofitable for both the
companies and the investors. The companies are disinterested to adopt
the DVR framework due to stringent regulations involved, whereas, for
the investors, an additional five percent dividend over an already low
dividend rate fails to make much difference. Considering this, there are
a few suggestions to revamp India’s DVR framework. Firstly, Section
43 of the Companies Act permits a company to issue DVR shares. SEBI
Regulations do not regulate the issuance of DVR shares by unlisted com-
panies. SEBI does not regulate the issue of superior or inferior voting
rights shares. It is only when such ‘tech company’ decides to get listed,
that it would be required to adhere to the SEBI regulations. This would
permit an unlisted company to issue superior and / or inferior voting right
shares without any regulatory hurdle and can continue with them in per-
petuity, despite any conflicting regulations enacted by SEBI. However, it
is suggested that a uniform framework should be created to govern the
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issuance of DVR shares by listed or unlisted companies, as otherwise
regulatory hurdles would arise when such a company would intend to
offer its shares through an Initial Public Offer.*° In the interim period, to
deal with any confusion, it is suggested that protection with regards to
DVR shares should be extended to unlisted companies by introducing the
relevant provisions within the Companies Act, 2013.

Secondly, the SEBI regulations in 2019 restricted DVR shares to ‘tech
companies’ i.e. the companies that have ‘intensive use of technology’.*!
Such limitation is not present in the DCS framework adopted by SGX.
Additionally, there is a lack of clarity regarding what would amount to
‘intensive use of technology’ while determining tech companies. Hong
Kong’s DVR framework permits ‘innovative / biotech’ companies satis-
fying certain eligibility criteria to issue DVR shares.** Thus, across juris-
dictions, there is uncertainty regarding the nature of companies that are
permitted to issue DVR shares. But considering that the DVR frame-
work is gaining popularity, it is a considerate time for India to permit
non-tech companies to issue DVR framework provided that they satisfy
other regulatory considerations. Hong Kong, for instance, is considering
to permit non-tech companies with dual-class shares to list their shares
on Hong Kong Exchange.* There is no reasonable explanation why the
DVR framework is limited to vaguely defined ‘tech-companies’ while
excluding any other companies. Moreover, since the issuance of DVR
shares has a long-term impact upon the growth / future prospects of
the company, a company must prevent any situation where it has issued
DVR shares and is subsequently not allowed to get listed. Thus, the
present definition must be substantiated with adequate rules so that the

40. GauravGupte, DVRsaredead, Long Live DVR!(8July 2019),availableat: https://corporate.
cyrilamarchandblogs.com/2o019/07/differential-voting-rights-shares-dead-long-live-dvr/.

41. SEBI Board Meeting PR No. 16/ 2019 (27 June 2019), Point 1, available at: https:/www.
sebi.gov.in/media/press-releases/jun-2019/sebi-board-meeting_43417.html.

42. Latham & Watkins, New Hong Kong Dual-Class and Biotech Companies Listing
Regime, (3 May 2018), available at: https:/www.lw.com/thoughtLeadership/
hong-kong-dual-class-biotech-listing-regime.

43. Yen Nee Lee, Hong Kong is considering ‘dual-class’ share listings for non-tech firms,
says official, (30 March 2021), available at: https://www.cnbc.com/2021/03/30/hong-
kong-is-considering-dual-class-share-listings-for-non-tech-firms-says-official. html#:~:-
text=The%20Hong%20Kong%2o0exchange%20in,Kong%20can%2oimplement %20
SPAC%:20listings.
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shareholders / board members can distinctly identify whether their com-

pany would qualify as a ‘tech company’ or not.**

Thirdly, SEBI Regulations have imposed ‘time-based’ and ‘event-based’
sunset clauses. As per the SEBI Regulations, DVR shares are converted
to ordinary shares on completion of five years from the date of listing,
or in certain events such as death / resignation by the holder of DVR
shares. Singapore and Hong Kong have permitted DVR shares but they
do not impose such time-based limitations, rather DVR shares would
discontinue only in case of certain events such as death, resignation, or
transfer of the shares by the shareholder having DVR shares.* In the
United States as well, there is no mandatory ‘time-based’ sunset clause,
rather the companies are free to adopt such a clause if they wish to. It is
suggested that SEBI should relax the time-based sunset clause require-
ment. Rather than providing a fixed five-year period for the continuance
of DVR shares, it is suggested that this period must be determined on a
case-to-case basis or should be renewed periodically. This would ena-
ble greater flexibility to DVR shareholders, and ordinary shareholders to
discontinue DVRs when they believe that the circumstances so require.
Moreover, the ordinary shareholders should be entitled to vote against
the DVR framework if they believe that the promoters/founders are mis-
using DVRs against the interest of the company or ordinary sharehold-
ers. Such disputes can be referred to SEBI for determining whether DVR
shares were being grossly misused. The presumption must be in the favor
of promoters; however, a mechanism should be created to deal with such
exceptional situations. Similarly, SEBI only permits that the DVR shares
can be extended once for a period of five years. Here SEBI should permit
the shareholders to determine the duration for which they wish to extend
DVR shares instead of keeping it at a fixed duration of five (5) years.*®
Thus, DVRs should not emerge as a burden upon the company.

Fourthly, the measures such as the sunset clause, greater corporate gov-
ernance, etc are ex-ante restrictions that aim to deter misuse of the DVR

44. GauravGupte, DVRsaredead, Long Live DVR! (8 July 2019),availableat: https://corporate.
cyrilamarchandblogs.com/2019/07/differential-voting-rights-shares-dead-long-live-dvr/.

45. SEBI, Consultation Paper on Issuance of Shares with Differential Voting Rights (DVRs),
p. 10 (20 March 2019), available at: https://www.sebi.gov.in/reports/reports/mar-2019/
consultation-paper-on-issuance-of-shares-with-differential-voting-rights_42432.html.

46. GauravGupte,DVRsaredead, LongLive DVR!,(8]July2019),availableat:https://corporate.
cyrilamarchandblogs.com/2o019/07/differential-voting-rights-shares-dead-long-live-dvr/.
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framework. It has been suggested that greater reliance on ex-ante meas-
ures has resulted in a lack of popularity of the DVR framework across
various jurisdictions. Thus, it has been suggested that ex-post measures
such as private enforcement against DVR shareholders, stringent punish-
ment/penalty in case of misuse of power, etc should be explored in such a
situation where the rights associated with DVR shares are misused. This
would reduce the complexities around the ex-ante requirements and shall
increase the popularity of DVR shares within the country. Thus, it would
attract more companies to adopt the DVR framework by minimizing the
burden of excessive regulatory control.

And lastly, certain economic incentives should be retained within the
DVR framework to align the interests of the DVR shareholders with the
economic interests of ordinary shareholders. For instance, Hong Kong
Exchange’s DVR framework provides that the DVR shareholders must
retain at least 1o percent of economic interest within the total share capi-
tal issued by the company.*” Such provision is absent from the SEBI’s regu-
lations on DVR. It is suggested that such provision shall ensure that DVR
shareholders shall have sufficient economic interest within the company
which would prevent the ordinary investors from any financial frauds.
This would act as an added incentive for the DVR shareholders to take
such decisions which align with the interests of ordinary shareholders.

In the United States, 8.9 percent of all the companies listed since the
1980s opted for the DVR framework, whereas the Indian DVR frame-
work has failed to gain similar popularity.* Indian DVR framework is
required to balance the interests of various stakeholders involved. SEBI’s
recent amendments show its inclination to attract companies to adopt the
DVR framework, and to ensure greater ease of doing business. However,
if India fails to attract companies and investors to participate in the DVR
framework then all its attempts to permit DVRs through an amendment
in 2000 would prove fruitless.

47. SEBI, Consultation Paper on Issuance of Shares with Differential Voting Rights (DVRs),
p. 10 (20 March 2019), available at: https://www.sebi.gov.in/reports/reports/mar-2019/
consultation-paper-on-issuance-of-shares-with-differential-voting-rights_42432.html.

48. Jay R. Ritter, Initial Public Offering: Technology Stock IPOs (30 December 2021), avail-
able at: https://site.warrington.ufl.edu/ritter/files/IPOs-Tech.pdf.
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Regulating Green Bonds in
India: A Panacea to the Malady
of Unsustainable Financing

—Awnshul R. Dalmia

ABSTRACT

The engagement with green financing and participation in
environment friendly transactions has tremendously increased
over the years. The legal landscape in India is accommodating
and adopting these changes while subsequently strengthening
and safeguarding these social returns. Sustainable financing and
impact assessment have led to the inclusion of several varied
sectors such as agriculture, housing, electricity, healthcare,
education et al. The participation of corporate structures in
promoting sustainable investment is quite intriguing. Moreover,
one cannot discount the immense benefit the society and the
marginalized people receive from such viable constructs. In this
backdrop, the paper attempts to examine the need to issue green
bonds in the current existing corporate market as an alternative
for clean and sustainable financing. Moreover, the paper seeks
to highlight the current existing jurisprudence and showcase
the gaps present in the surrounding landscape. Additionally, a
comparative model is examined to juxtapose against the Indian
milieu to provide for some recommendations in order to bridge
this biatus. The paper concludes on the hope and optimism that
these suggestions be incorporated for promoting and preserving
the natural environment.

I. INTRODUCTION

In response to the over exploitation of natural resources, sustainable
development has grown as a new avenue and paradigm of existence and
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subsequently, sustenance.! It is expected that every actor in the mar-
ket economy reacts in a manner which is cost efficient and reaches the
ultimate potential in protecting and preserving the environment and
henceforth, supporting climate change.> One of the major players in an
economy, is obviously the banking sector which influences the growth of
a country. They act as the primary sources of investment for commercial
projects that in turn have a major role in affecting the financial develop-
ment and progress of a nation.? Either by acting as lenders or sponsors,
they could play a key responsibility in environment protection.* Thus, the
role and burden of being environmentally conscious could be imposed on
the banks as well.

Here, it is absolutely possible that the banks are not themselves the
polluters, but could have a relationship with companies and projects that
probably are.’ When evaluating the environmental impact of the bank-
ing sector solely, not only the internal actions but also the external rela-
tionships and the pursuits are examined and considered.® In essence, the
activities of the customer are even related while calculating the index of
being environmental friendly.” This parameter makes it extremely diffi-
cult to estimate the impact, but encourages the banks to invest in projects
that are economically as well as environmentally friendly. Hence, one of
the major duties of the banking sector in the 21% century has become to
responsibly invest coupled up with careful lending to green projects.®

To encourage and incentivize the adoption of green projects that
promote sustainable development, the banks provide an impetus by

1. Andie Wang, Why Green Bonds Could be Key to Fighting Global change, CoLUMBIA
CrLimATE ScHooL (Dec. 8, 2021), available at: https://blogs.ei.columbia.edu/2019/08/02/
green-bonds-fighting-climate-change/.

2. Pravakar Sahoo & Bibhu Prasad Nayak, Green Banking in India, Discussion Paper Series
No. 125/2008 (Dec. 8, 2021), available at: http://admin.indiaenvironmentportal.org.in/
files/green%2o0banking.pdf.

3. Id.

4. Id.

5. Asi Guha, Green Bonds: Key to Fighting Climate Change, Observer Research
Foundation Issue Brief, (Dec. 6, 2021), available at: https://www.orfonline.org/research/
green-bonds-key-to-fighting-climate-change-56757/.

6. BN Goldar, Impact of Corporate Environmental Performance or Profitability and
Market Value: A Case Study of Indian Firms, 11 (3) JOURNAL OF INSTITUTE OF ECONOMIC
GROWTH, §6 (2007).

7. 1d.

8. Supra, note 2.
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prioritizing them in order of lending.” Moreover, the implicit understand-
ing is that the bank will conduct a rigorous and comprehensive due dil-
igence before every transaction concerning green financing, in order to
completely ascertain the regulatory framework.!® This new shift towards
green financing is being conducted in two primary ways. First, by pro-
viding incentives to the banks and subsequently, their customers, they
try to ensure that the operations are conducted in a way least harmful to
the environment." Secondly, by extending credit to institutions through
instruments such as the ‘green bonds’ that are specifically ear marked to
raise money for green projects.'? The paper evaluates this latter limb of
green financing and examines its intricacies and nuances.

During the paper, the author attempts to discern the need of issuing
green bonds by the banking companies and the advantages meted out to
them eventually in Part IT of the paper. In order to ascertain the current
existing framework and the model governing green financing, Part III of
the paper, will elucidate the same and evaluate the merits as well as its
critique. In Part IV, the author will examine the models present in other
jurisdictions and offer a comparative analysis with the Indian framework
and subsequently, in Part V, the author will provide recommendations
and suggestions which if incorporated would be beneficial to the Indian
corporate milieu.

II. EXAMINING THE IMPERATIVE NEED FOR ISSUING
GREEN BONDS IN THE EXISTING JURISPRUDENCE

The burden of being environment friendly or having relationships and
transactions with green projects and companies are not done by the
banking sector out of mere compulsion or generosity towards the envi-
ronment. Several studies have positively showed and concluded a direct
relationship which is present between the environmental evaluation of

9. Richa Agarwal, Concept Note issued by SEBI, (Dec. 1, 2021), available at: https://www.
sebi.gov.in/sebi_data/attachdocs/1449143298693.pdf.

10. Ayan Sharma, More innovation required for green bonds, Observer Research
Foundation (Dec. 10, 2021), available at: https://www.orfonline.org/expert-speak/
innovation-green-bonds-45233/.

11. Priya Garg, Presenting a Critique of Green Financing in India, INDiA COrRP LAW BLOG
(Dec. 1, 2021), available at: https://indiacorplaw.in/2018/05/presenting-critique-green-fi-
nancing-india.html.

12. Id.
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a company and the financial performance of that particular project.'
There exists several deep — rooted economic reasons behind this new
current trend of incorporating environmental evaluations of projects and
then subsequently lending money to them through green bonds.

Firstly, environmental evaluation and due diligence lead the compa-
nies to invest in projects that are less risky in returning their money. The
intention with which a bank lends a money to a commercial venture,
is looking at its ability and competency in returning back the principal
amount along with the pre-decided interest.'"* One of the major risks a
commercial project always faces is the liability and harm due to envi-
ronmental risks. If a detailed examination is conducted, it will highlight
projects that are susceptible to more damage and have a chance of not
returning the money lent to them." Hence, this step goes a long way in
evaluating the credit worthiness of the customers and promoting success-
ful lending. Additionally, the risk can be in the form of legal liabilities
that may occur if certain welfare environmental legislations are not fol-
lowed.'* Moreover, the banks will always be primarily held responsible
if they possess certain pollution causing properties or assets. Thus, there
exists a need to incorporate green financing in the current framework.

Moreover, the inclusion of credit financing through green bonds would
signify an indicator of the company indulging in transactions with envi-
ronmentally responsible companies.'” With the growing trend of aware-
ness and the need to be eco-friendlier, banking institutions are at a risk of
losing their reputation and goodwill if they are associated with projects
that are socially damaging.!® Moreover, there always exists a question
of financing unethical commercial projects and ventures. Hence, this
attempt will further good public relations and lead to an increase in

13. JT Hamilton, Pollution as News: Release of Inventory Data, 7(1) JOURNAL OF
ENVIRONMENTAL ECONOMICS AND MANAGEMENT, 28 (1995).

14. Columbia, School of International and Public Affairs, Qualifying the Costs, Benefits And
Risks of Due Diligence, available at: https://mneguidelines.oecd.org/Quantifying-the-
Cost-Benefits-Risks-of-Due-Diligence-for-RBC.pdf, (Last visited Dec. 1, 2021).

15. Supra note 11.

16. Supra note 2.

17. Caroline Flammer, Corporate Green Bonds, Global Economic Governance Initiative —
GEGI Working Paper 023: 11/2018, available at: https://www.bu.edu/gdp/files/2018/11/
GEGI-GDP.WP_.Corporate-Green-Bonds.pdf, (Last visited Dec. 1, 2021).

18. The Financial Express, Sustainable Financial System, available at: https://thefi-
nancialexpress.com.bd/public/views/sustainable-financial-system-agriculture-sec-
tor-holds-the-key, (Last visited Dec. 10, 2021).
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positive advertisement and publicity as would be a parameter in display-
ing the values and commitments, a company holds.

Furthermore, the recent inclusion of Corporate Social Responsibility
as a mandated and compulsory initiative that has to be taken by all
companies has led to an increase in companies using and investing in
environmentally responsible projects.’” Several institutions have started
issuing green bonds and have adopted more methods of green financing
in order to get priority in allocation of credit as well as to prevent being
penalised.?’ There has been a movement from either side to include and
incentivize green projects. The lenders, which extend to other sources
such as the Stock Exchanges, and not only the banks have introduced
certain ‘green indexes’ that keep a check on the metric and standard of
being environmentally conscious.?! This is done to make a priority list of
the green projects that would be funded by institutions supporting this
cause. Hence, the incorporation of these parameters too has led to green
financing vis-a-vis green bonds an emerging need.

Additionally, the issuing of green bonds is extremely imperative in
reaching the goal of investor diversification and providing access to a
larger pool of financial resources.?? Certain capital is always earmarked
and kept aside for environmental and green ventures by several compa-
nies.?® This capital is used only while transacting with a green project
or can be used to provide a loan to a green venture. Hence, a potential
investor might be able to tap into this pool, by issuing green bonds that
support sustainable development.?* Moreover, the issuing of green bonds
has become an extremely niche area of market practice, with the domi-
nance still being held by the regular bonds.?’ Thus, this limited area, can
lead to possible increase in the price of the bonds as it attracts wide and
diverse investors and may be advantageous to the issuers.?® However,

19. Section 21, The Companies (Amendment) Act, 2019, No. 22, Acts of Parliament, 2019 .

20. The Economic Times Bureau, Companies to face penal action or not meeting CSR rules,
available at: https://economictimes.indiatimes.com/news/company/corporate-trends/
companies-to-face-penal-action-for-not-meeting-csr-rules/articleshow/70471926.cms?-
from=mdr,%20last%z2o0accessed%200n:%2021/08/19, (Last visited Dec. 3, 20271).

21. BSE - Greenex Limited, Factsheet, available at: https://www.bseindia.com/downloads/
about/abindices/file/BSE-GREENEX%20Factsheet.pdf, (Last visited Dec. 13, 2021).
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there still exists a possibility that with the inclusion of the global commu-
nity and the market into sustaining green projects, the price of the green
bond can be reduced too.

Subsequently, the socio — economical milieu created by India regard-
ing green financing opens various avenues for investors to issue green
bonds.?” Several incentives and policies have been promulgated to make
financing an extremely easy and viable option. Apart from the Bombay
Stock Exchange having the Greenex Listing,?® the Ministry of Corporate
Affairs have introduced the ‘National Voluntary Guidelines’ on the
social and environmental responsibility which requires timely reporting
of green businesses.?” Moreover, the Security and Exchange Board of
India (“SEBI”) too had similar requirements that led to newer avenues
for investors.>® Additionally, certain regulatory agencies and nodal insti-
tutions too sprung up and were created in order to curtail the emerg-
ing and sudden growth of an affinity towards green financing.’! Hence,
the entire market and economic growth pivoted around cleaner avenues
of financing adding speed to the slow movement towards the issuing of
green bonds.

Lastly, considering the overall nature of green technologies, green
bonds seem to be a perfect fit for these types of investments that are
extremely capital intensive and large in nature having a low variable cost
over time.3? Additionally, they provide very little risk and have stable
returns over time and are thus, preferred over other methods even con-
sidering the government support and the above enumerated immense
benefits.3> However, apart from the several advantages mentioned, there
still exist several issues due to the methods being new and thus, leading

27. Supra note 11.

28. Supra note 21.

29. National Voluntary Guidelines on Social, Environmental, Economic Responsibilities
of Businesses, available at: http://www.mca.gov.in/Ministry/latestnews/National_
Voluntary_Guidelines_2011_12jul20or1.pdf, (Last visited Dec. 10, 2021).

30. SEBI, Business Responsibility Reports, available at: https://www.sebi.gov.in/sebi_data/
attachdocs/1344915990072.pdf, (Last visited Dec. 1, 2021).

31. Shailesh Telang, Three Primary Rating Systems for Green Buildings in India, GREEN
CLeaN GuipE (Dec. 2, 2021), available at: https:/greencleanguide.com/three-primary-
rating-systems-for-green-buildings-in-india/. .

32. TERI, Unlocking the Green potential in India, available at: https://www.teriin.org/pro-
jects/nfa/files/Green-Bond-Working-Paper.pdf, (Last visited Dec. 1, 2021).
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to a lower confidence amongst the investors.>* In order to curtail this
problem, several countries have begun the practice of issuing ‘sovereign
green bonds’ that would be the initial push towards this green move-
ment.** This is coupled with many supportive governmental policies of
the same. Thus, the need of green bonds is immense in the Indian envi-
ronment and needs to be regulated sufficiently to make it a much more
robust structure of investment.

III. SHOWCASING THE CURRENT FRAMEWORK
AND HIGHLIGHTING ITS CRITIQUE:
TWO SIDES OF THE SAME COIN

India entered into the green bond market formally in the year 2015 with
the first introduction by Yes Bank that extended the credit financing
function to clean and renewable energy projects, primarily solar and
wind energy green ventures.’® Other institutions such as the CLP Group
and the EXIM Bank too issued green bonds the same year.’” A mere
comparison with only the other G2o countries highlights India, being
the fifth top most country in issuing green bonds and accelerating their
growth through continuous government aid and support.®® An in- depth
analysis in the Indian green bond market revealed several innovations,
but showcased an ignorance of diversity.?* Secondly, the rate of a bond
is much higher than its international counterpart considering the declin-
ing value of the Indian currency rate.** Thirdly, the immense support in
investments can be easily deciphered not only by the growth of the bonds
but also by the extreme oversubscription of the bond multiple times.*!
Also, the issuance rate of the bond has been diverse and wide-ranging
from a small size issue to a large one.*?
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With respect to the policies and the regulations governing the func-
tion of green bonds, the government of India has promulgated several
guidelines and circulars to streamline the entire process. With the sign-
ing of the Paris agreement supporting climate change, the visibility of
the aid of the government has increased significantly. In as recent as
2016, SEBI released national guidelines governing the regulation of green
bond securities, where if funds are raised and loans are given for a par-
ticular purpose that falls under the said categories of renewable energy,
clean transportation, waste management, land use, biodiversity, climate
change, et al.*® Moreover, another circular was effectuated in 2017,
where the disclosure requirements and the various procedures required
to be conducted were lucidly laid down along with the power given to the
Board to include any category of green financing under the ambit of the
definition of ‘green debt securities’.**

However, unlike other major countries, India has a policy on green
bonds but there seems a major gap in clarity between these policies.
Also, the presence of various policies and guidelines by several regu-
latory agencies makes it extremely difficult and complex. The Reserve
Bank of India (“RBI”) has conducted and undertaken several initiatives
in order to encourage green financing, but the issue to note is the fact
that its mandate and jurisdiction do not permit to address matters sur-
rounding environmental protection.* On the other hand, India has not
stated a clear stand or incorporated the guidelines on green financing by
the Indian Banking Association, leading to several loopholes and imbro-
glios.** Moreover, even the indigenous National Environmental Policy
which to a huge extent has been extremely clear in its policies and areas
of regulation, is silent regarding the roles of the financial institutions
and regulatory government bodies.*” Hence, in order to have a holistic

43. SEBI, Memorandum to the Board, available at: https://www.sebi.gov.in/sebi_data/meet-
ingfiles/1453349548574-a.pdf, (Dec. 2, 2021).

44. SEBI, Disclosure Requirements for Issuance of Green Debt Securities, available at:
https://www.sebi.gov.in/legal/circulars/may-2017/disclosure-requirements-for-issu-
ance-and-listing-of-green-debt-securities_34988.html, (Last visited Dec. 3, 2021).
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understanding of the framework of laws governing the working of green
bonds, one has to join and further, interpret all these missing pieces of
the puzzle.

The other issue this framework faces is the lack of public participa-
tion and support in its early stages of nascent and amateur stages of
development.*® The advantages of green bonds are really explicit, but are
in the early stages of their growth leading the investors to be extremely
wary regarding these new small investments that may involve high risk
situations and returns at a very stable but slow rate.* This can be aided
by the government through several schemes such as bonds having lower
taxes or tax exemptions for green projects. Additionally, if the govern-
ment issues bonds or even creates guarantee funds, it will go a long way
in securing green bonds as a secure credit instrument.’® Moreover, the
international models and global methods of credit allocation through
green bonds must be adequately studied and implemented in India after
sufficient research. However, there needs to be caution with respect to
the incorporation of the same as one needs to define what constitutes
‘green’.’! Every country has different levels of development as well as dif-
ferent reactions towards environment protection, and the adoption must
be well strategized.

The Indian environment regarding the issuing of green bonds still
remains led by a traditional orthodox outlook and the need for diversi-
fication into other sectors remains a must. Apart from the conventional
categories of clean and renewable energy, the inclusion of other wide-
spread categories where green bond securities could be issued such as
marine conservation, innovative transportation or any other new global
business model.*> However, along with the addition of new categories,
there needs to exist a regulatory framework that checks and assesses the
variety of projects present as well as the category under which they check
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into.>® For instance, if a company categorises itself to be one relating to
the renewable energy, there are no parameters to check whether it fits
into those parameters as there is no set standard.

Apart from this, there has been no pressurizing by non — governmen-
tal organizations and agencies to make sure that companies and other
institutions practice green financing in an elaborate manner. Also, there
has been no mandatory implementation of guidelines or subsequent
penalization, leading to this type of financing is a mere option in the
hands of the corporations. The absence of any partnership or co-oper-
ation provision present between an environmental agency and financial
institutions, make the entire process of due diligence a cumbersome and
expensive affair.’* Such an inter-agency possibility would help the insti-
tutions achieve a clearer and much more holistic picture of the risks and
structures of liabilities of a green project.

Thus, the intervention of the government, robustness of the bond mar-
ket and the removal of the regulatory uncertainty would accentuate the
existing jurisprudence surrounding green bonds. Hence, the current
Indian framework faces a lot of issues with respect to its enforcement and
thus, a lot of measures are required to make the process and manner of
green financing, efficient once again.

IV. BORROWING LESSONS FROM OTHERS:
A COMPARATIVE ANALYSIS OF THE BEST
INTERNATIONAL PRACTICES

It is important to note that there exists an emerging need to view the
developments taking place in the international environment and global
market. This is due to the fact that even international customers and
players are becoming more sensitive and concerned regarding environ-
mental protection and thus promote green financing in order to achieve
this objective.’® Moreover, many international corporations have placed
several inherent implicit restrictions on trade with companies that do
not promote objectives of sustainable development, placing them at a
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disadvantage.’” Additionally, keeping in mind the reactions in the coun-
try and the government, there may be a possibility that the countries will
not trade with countries and companies that disregard social problems
and do not promote environmental protection.

Through enough international pressure from several multilateral agen-
cies, the United Nations Environment Programme started a ‘Finance
Initiative’ which was signed by around two hundred countries that took
steps forward towards sustainable development through clean efficient
ways of financing.’® This new initiative even advocates for incorporations
of clean avenues of financing into regular business operations and man-
agement. In essence, it is a precautionary preliminary measure and can
be even regarded as the first step towards green financing on the inter-
national front.”® With respect to the assessment and categorization of
every project, the International Finance Corporation established an envi-
ronment unit which took all steps to review every project and see if they
fit the category. Certain international banks and financial institutions
like the EXIM Bank among others have started the following of certain
Reputational Risk Management Policies that identify the environmental
backdrop of every transaction that the company does — both positive and
negative.®°

Moreover, looking at the cohesive structure of every framework, sev-
eral declarations and networks were formed that collectively and subse-
quently formed a coalition that took steps against any defaulting party.*!
For instance, a collection of non — governmental organizations were
formed in the United States named the ‘BankTract’ that aimed at provid-
ing social and environmental justice by banks.®? Along the same lines, a
small group of banking institution approached the International Finance
Corporation in order to create certain guidelines that would be universal
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in nature and govern every feature and nuance of green bonds.® This led
to the creation of ‘Equator Principles’ that were adopted by around ten
countries earlier.** Now the adoption of these regulations, after revision
has reached up to the subscription of around a hundred countries making
these principles a ‘common standard’ and a ‘basic parameter’ of project
finance and even regard it as the foundation on which environmental
assessment needs to happen or be conducted.®’

Several large -scale renewable energy projects have been started with
the issuing of green bonds primarily. However, one cannot discount the
importance of the involvement of the government while trying to reduce
the risk of the project as a whole. For example, the Touwsrivier Project in
South Africa was developed by issuing green bonds worth three trillion
dollars. However, it is understood that these projects have a risk of refi-
nancing and effectively, leading to a state of no returns on the original
investment. This disadvantage was curbed by South Africa’s indigenous
program of Renewable Energy Feed-in Tariff (“REFIT”) that allowed
for direct purchases of the customer from the Government Department
of Energy and then subsequently, the project could pay its dues over a
long period of time.*® Hence, this arrangement that acted as a short loan
as well as led to the shifting of the liability, highlights the importance of
government intervention in green projects in order to uphold the goals of
sustainable development.

However, one needs to note and keep in mind that each and every
international policy or guideline are not enforced or penalised by any
country or institution. Thus, any company will prefer that they prioritize
their commercial interests in the short run and delay their environmental
obligations in the future, in order to reap benefits and profits as soon
as possible. Although, they are still followed and mandatorily required
as a qualification due to the worldwide shaming value, international
law holds. Having their reputation at risk in the global waters, implic-
itly coerce large corporations too to be accountable for environmental
damage. Hence, along with the principles being an absolute voluntary
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decision, there lies the feature of involuntariness under the garb of inter-
national law.

V. RECOMMENDATIONS AND
SUGGESTIONS: THE WAY FORWARD

The first major suggestion is to have a clear statute governing the issuing
of green bonds. Due to the multiplicity of legislations, it has become
extremely difficult to navigate through the regulations in order to figure
out the requirements and the legalities henceforth. Moreover, the statute
should have clear definitions and guidelines of the assessment of green
projects, definition of categories and must seek to have sufficient diversi-
fication with respect to the categories of green projects. Also, the statute
must seek to establish a central nodal agency that would yield the power
and control every issue of the green bonds and would be the authority for
redressal of all grievances.

With respect to the process being a voluntary one, sufficient govern-
ment intervention is required. This involvement may be giving several
incentives that make it possible for every company to resort to the means
of green financing. This may even involve helping or providing aid to
green projects in the nascent stages of their growth and development.
For instance, by issuing sovereign bonds or even by providing mere
loans. Just as how international law pressurizes companies and coun-
tries to follow green financing, India could do the same by having an
inter-connection between non — governmental organizations and even
link environment organizations and corporations in order to have easy
due - diligence processes.

The other thing is the fact that green bonds are just a new way of
green credit financing and allocation, and thus, investors have very little
confidence in the returns leading to very minimal use. Other corporate
aid could be the inclusion of guarantees, which would be an efficient way
of credit enhancement. It could be either from the private sector or even
the public lending groups. However, experts shave suggested the inclu-
sion of partial guarantees from Non-Banking Financial Companies since
apart from mere loans to green projects they would help in aiding a lot
through other qualitative means. Other means such as a Partial Credit
Enhancement would help the green bond market if additional support
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and comfort are provided to the lenders, resorting to the usage of green
bonds. This would lower the risk of the return on the project and would
even go a long way in improving the credit rating of the bond.

Finally, green bond projects are just on the rise leaving the ventures
being extremely small and thus, not require many funds to begin with.
Also, the categories are such that they are unattractive to institutional
investors who want to invest in large size projects that have huge turno-
vers. Securitization is a way in which aggregation and collective action is
worked upon the small projects and portrayed as one, in order to provide
an impetus to green bonds by attracting investors and helping in the
growth of green financing. Hence, these suggestions are merely illustra-
tive in nature and could be incorporated in the long run, looking at their
feasibility and subsequently, their priority.

Lastly, there must be encouragement from the foreign exchange risk
management mechanism in order to make the bond market more attrac-
tive.®” Moreover, the creation of logistical initiatives such as the crea-
tion of ‘certification methods for green tagging sustainable projects’ that
would ensure the issuance of green bonds.*®

VI. CONCLUSION

Through the course of the paper, the author has attempted to highlight
the need of incorporating green financing as an important avenue of credit
allocation. By discussing the several immediate advantages for imple-
menting these standards, the author showcases the subsequent boost to
the economy and the protection of the environment. The emerging imme-
diate need coupled with the benefits the Indian market could achieve is
significant. Moreover, while discussing the existing framework regarding
the laws and regulations governing the issue of green bonds, the author
has provided a critique that includes the loopholes and gaps in the gov-
ernance of the same. Furthermore, through the analysis of the compar-
ative framework of the international policies regarding green financing,
the importance of public and government participation and involvement
became clear. Additionally, the need for the State to not only be regula-
tory in their approach but also facilitative in their procedure is attempted
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to be highlighted through the several illustrations of recommendations.
In the backdrop of these suggestions, the paper concludes with the hope
of incorporating the same into the Indian market and milieu.
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How Purposeful is the Current Legislation
on Special Purpose Acquisition
Companies (“Spacs”) in India- Regulatory
Issues & Suggestive Outcomes

—Bhoomika Singh and Prasam Jain

ABSTRACT

Special-Purpose Acquisition Companies (SPACs) are gaining
more impetus with each passing day, especially during the
worldwide COVID-19 pandemic, even though they have been
around as a concept since the early 1900s. The reason for such
renewed interest is that the pandemic made the investors privy
to potential, large-scale variability in market conditions due
to new, emerging variants of the virus. However, though often
discussed, their Regulation is still a matter of grave concern due
to the inherent risk these companies pose to IPOs and the red
flags specific to the SPAC merger. This article seeks to address
four significant issues in this regard: (1) The need for and
importance of disclosure in SPAC merger procedures, (2) Risks
associated with bhunting for a private target company to take
it public, (3) How to deal with the higher threshold of risk for
sharebolders investing in SPACs, and (4) Problems encountered
by shareholders in relation to the SPAC merger. We also discuss
and analyse the current framework for SPAC Regulation in
India, with particular emphasis on suggestions to make it better
and key takeaways from other countries that can be effectively
accommodated within India’s regulatory scheme and practically
viable for a developing nation such as ours. Furthermore,
this article concludes that an independent and special body,
committee, or bureau and a concrete regulatory structure for
SPAC must be contextualised, which imposes a broader duty
of disclosure on the sponsors than what is associated with their
acquisition of target companies.
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I. INTRODUCTION

Special Purpose Acquisition Companies (“SPAC”) are companies that
get formed with the intent of acquiring and merging into a target com-
pany after raising the required capital through Initial Public Offerings
(“IPO”). They do not have any operations or objects other than iden-
tifying a target company at the onset. The entire process of identifying
the target company, raising required capital by Sponsors leveraging their
financial and professional expertise to IPOs, merging with the identified
company, and getting itself listed post-merger; takes about 12-18 months.
Now, the reason as to why SPACs are gaining more and more propulsion
into the capital markets regime off late, both internationally as well as
nationally, is due to the following:

1. The existing goodwill of the Sponsors makes the IPOs more sus-
ceptible to investing in the shell company;

2. There is limited risk to the investors since all the funds raised by
SPACs through them are largely maintained (approximately 95%)
in an Escrow or Trust from which they are generally returned to the
investor if acquisition fails to be made within the first 18 months;'

3. There is increased security in liquidity of cash flow at a time when
market volatility and other conditions limit such liquidity;?

4. The time and processes involved in a traditional IPO setup is com-
paratively slower and more cumbersome, making SPAC a lucrative
option for those who want to list their start-ups efficiently and, in
a time-bound manner;

5. The potential complications that a start-up may face concern-
ing investor equity dilution negotiations, devolvement of shares,
the unpredictability of proposed valuation, and overwhelmingly
lengthy regulatory compliances get minimized by going through
the route of raising capital through a SPAC;?

1. Carol Boyer, and Baigent Glenn, SPACs as Alternative Investments: An Examination of
Performance and Factors That Drive Prices, 11(3) The Journal of Private Equity 8-15
(2008), available at: http://www.jstor.org/stable/4350355s5.

2. Excelsior Capital, What is a SPAC and Why are They Suddenly so Popular?,available at:
https://www.excelsiorgp.com/resources/what-is-a-spac-and-why-are-they-suddenly-so-
popular/#:~:text=What%20is%20the%20history %200f,raising%2omore%z2othan%20
%24100%20billion> ( Last visited Jan. 27 2022).

3. Sudish Sharma, Special Purpose Acquisition Companies (SPACs): Are we ready to launch
the spac-ship?,Lexology, (Jan. 31, 2022), available at: https://www.lexology.com/library/
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6. Offshore listing in foreign stock exchanges amplifies the visibility
of a start-up, opening avenues of significant future investment and
brand value across several jurisdictions; and

7. SPAC model creates an equivalent of private equity by using pub-
licly raised capital through IPOs.*

II. EVOLUTION

Creativity is the seed that propels innovation. Moreover, rational innova-
tion is always rewarded. While the concept of public shell companies or
blank cheque companies has been around since the early 1900s°, it was
not until 1993 when these were given the name of SPACs and combined
with advanced investment structures and a stricter regulation mechanism
by David Nussbaum. These companies arose from an exception of listing
blank cheque companies since the latter were not allowed to be listed in
the United States at that time. Post formulation, David Nussbaum under-
wrote 13 deals in relation to SPACs but got involved in regulatory trouble
with the National Association of Securities Dealers and was subsequently
charged with hefty fines for the alleged accusation of overcharging from
investors.°

Notwithstanding the charge, he successfully made public the first
SPAC in the year 2003. In the next five years, there was a steady increase
in the number of SPACs in the European & US markets until the finan-
cial crisis of 2008. Post-crisis, while the SPACs remained a compelling
concept for start-ups, there was not any expeditious growth in the num-
ber of companies that sought to go through this route. The New York
Stock Exchange itself did not list any SPACs until 2o017. However, all this
changed during the worldwide COVID-19 pandemic, which exposed the
investors and sponsors alike to the volatile nature of market conditions

detail.aspx?g=81312a193-86C1-4bec-9efd-cbgo21frbber

4. Steven B. Boehm, and Hannah L. Friedberg, Everyman a Venture Capitalist: Taking
Private Equity Public, 17 (5) Business Law Today, American Bar Association, 12 (2008)
http://www.jstor.org/stable/23296796.

5. SPAC in USA. [online] Available at: http://www.jstor.org/stable/43503786 [Accessed 31
January 2022].

6. Antoine Gara, Eliza Haverstock, How SPACs Became Wall Street’s Money Tree, Forbes,
(Jan. 15, 2022), available at: https://www.forbes.com/sites/antoinegara/2020/11/19/
the-looming-spac-meltdown/?sh=2bez2e6d7od7e.
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and garnered much-renewed interest in SPACs with more than 600 list-
ings on Nasdaq towards the end of 2021.7

III. CHALLENGES ASSOCIATED WITH SPAC MERGER

A. The need for and importance of disclosure in SPAC merger
procedures

This year’s IPO market has seen a significant shift in direction. Companies
like Nikola, Draft Kings, and Virgin Galactic have entered the market
via SPACs in the last two years. These “blank-check corporations,” pro-
vide private enterprises with a way to go public without going through
the usual IPO procedure. Some investors find SPACs attractive because
they allow companies to go public more efficiently. Despite this, sceptics
argue that the risk of back door agreements outweighs the benefits. There
is a possibility of fraud in the SPAC process because investors don’t have
enough time to verify the legitimacy of a company and the transparency
of the entire SPAC process. Unlike an IPO, the investors are aware of
the company’s financial statements, risk factors, and existing shareholder
information. As a result, full disclosure is required during the SPAC pro-
cess to safeguard investors’ interests and thwart fraud.

In the case of a corporate combination, a SPAC gives its investors
the option of redeeming their shares rather than becoming shareholders
in the merged firm. As long as the SPAC does not consummate a busi-
ness combination, the shareholders of the trust retain their proportion-
ate part of the trust’s total assets. At the same time, it jeopardises the
investment of non-redeemable shareholders.® Over the past few years,
the non-redeeming shareholders of SPACs have consistently lost out on
SPAC mergers. Thus, regulators may still intervene to improve merger
disclosure. Investors should know precisely how much they’ll have to
pay if the SPAC’s net cash per share is less than the $10.00 redemption
price and what they’ll get in return. Therefore, when it comes time to
decide whether to sell their SPAC stock ahead of the merger, shareholders
should not feel clueless.

7. Phil Mackintosh, A Record Place for SPACs in 2021, Nasdagq, (Jan. 20, 2022), available
at: https://www.nasdaq.com/articles/a-record-pace-for-spacs-in-2021.

8. US Securities and Exchange Commission, What You Need to Know about SPACs?, avail-
able at: https://www.sec.gov/oiea/investor-alerts-and-bulletins/what-you-need-know-
about-spacs-investor-bulletin (Last visited Jan. 20, 2022).
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Another critical reason disclosure is essential is that the SPAC favours
sponsors and management interest. Even if the merger fails, shareholders
and not the sponsors bear the entire downside risk. Generally, the spon-
sor will lose its total investment if the merger does not succeed. But this is
not the case. The same can be said for SPAC officials and directors, who
frequently overlap with those in charge of the organisation that spon-
sors the SPAC. As a result, the interests of sponsors and management
are at odds with those of shareholders. The entire process lacks trans-
parency.” Hence, this is when proxy statements may come into the pic-
ture. Shareholders are informed about the possibility of returns on their
investment through proxy statements. The sponsors and management
of SPACs should be required to disclose in their proxy statements how
much they stand to gain and lose if the SPAC fails. Additionally, sponsors
should be directed to reveal the post-merger share price at which a merger
is more advantageous to the sponsor than liquidation. It is because, for
most sponsors, even a one-cent per share merger would be preferable to
a complete liquidation of their investment.

B. Risks associated with hunting for a private target company to
take it public

i. Dilution: SPAC sponsors typically receive a 20% stake in the
new company, implying that all other shareholders will be diluted
immediately. Investor warrants, sponsor warrants, and any private
placement must all be included when comparing the cost of capital
to other financing sources in order to determine the full diluted
implications of their combination on value.

ii. Reputational Risk: In 2020, SPACs will have a different profile
than they had decades ago, but historically, the returns for SPACs
that have concluded business combinations have been considera-
bly poorer than typical IPOs. Some investors believe that SPAC
prospects have been improperly vetted or have failed to secure
investment bank backing for an offering. To counter this notion,

9. Michael Klausner, Michael Ohlrogge and Emily Ruan, A Sober look at SPACs,
European Corporate Governance Institute, Working Paper No. 746/2021 (2022), avail-
able at: https://papers.ssrn.com/solz/Delivery.cfm/SSRN_ID4005421_coder664187.
pdfrabstractid=3720919& mirid=1&type=2.
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management should do all it can to ensure that financial reporting
and internal controls are perfect.

iii. Rejection by Investors: When it comes to SPACs, investors are a
major risk since the firm will put in the time and money to prepare
audited financials and disclosure papers only to have the deal fall
through. A transaction may fail if enough shares are voted against.
Even if a merger is permitted, the company’s cash redemptions may
be more than the minimum required by law. Despite the low num-
ber of SPAC liquidations in recent years, a market downturn might
lead to more deals falling through the cracks in the near future.

C. How to deal with the higher threshold of risk for shareholders
investing in SPACs?

1. Problems

Ironically, one of the chief advantages of SPAC lies in its nature to
expedite the process of raising capital; however, this same advan-
tage for potential start-ups can very well turn into a disadvantage for
shareholders, especially in a country like India, which does not have a
SPAC-friendly regulatory framework. Additionally, SPACs are credited
with ensuring a shortcut to the listing process, but the downside of this
is that in the absence of any listing process followed, it documents an
unchartered and risky territory for shareholders and investors who often
get duped. Another problem for shareholders is that per the structural
framework of SPACs if it fails to acquire a target company, the funds
invested by shareholders maintained in an escrow account are returned
to them. However, because there is no specialised legislation, particularly
for SPACs and a lack of mention in the existing legislation, redemption
of shares by these shareholders if the company fails to acquire or simply
if the shareholders disagree with the target company; can turn out to be
a gamble since such redemption in the absence of law may not be entirely
permissible. Sometimes, the early shareholders who do not choose to opt-
out of the company may also receive fewer returns than what they are
entitled to due to the hail-mary measure taken by sponsors to approach
private investment banks to raise additional capital.'

10. Noah Buhayar, Tom Maloney and Zijia Song, Wall Street Is Churning Out SPACs at
Investors® Peril, Bloomberg, (Jan. 31, 2022), available at: https://www.bloomberg.com/
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Moreover, to become an early investor in the company, shareholders
often have to put in their complete faith in the Sponsors since they do not
have any knowledge about the target company and whether it would align
with their goals and aspirations. Sponsors are also not legally required
to adhere to the size, valuation, type, so on and so forth in terms of the
potential target company that they lay out in their IPO materials.!' Such
practice creates a problem as it leaves the shareholders in a blind spot
with respect to their investment until the target company gets identified,
after which if they do not approve of the same, they are left with the only
choice to opt-out and de-invest.

2. Potential Solutions

To begin with, there needs to be a specialised legislation or specific and
comprehensive provisions in the existing legislation in order to ensure
that the interests of not just shareholders but of all the parties get ade-
quately represented and, in the unfortunate event of any unforeseen
contingency, their interests are also protected under the law. Due to the
extensive inflow of SPACs in recent times, not having such legislation or
provisions would amount to staying ignorant to the changing needs of
society. Under the law, the redemption of shares also needs to be guaran-
teed so that shareholders do not get unnecessarily caught up in the pro-
cedural difficulties of getting their money back. Moreover, there needs to
be regulation of hedge funds and other institutional investors to provide
space for early investors to get their rightful returns. One way to do that
can be to specify a percentage for institutional and early private investors
as a part of the regulatory mechanism. Such demarcation by way of a
percentage division would ensure that there is no monopoly of institu-
tional investors, and the interests of early albeit comparatively smaller
investors are also protected.

IV. CURRENT REGULATION MECHANISM IN INDIA

The sudden inclusion of SPACs in the international capital markets
regime and its nascent stage in the Indian start-up landscape is no

graphics/2021-what-is-a-spac-wall-street-investor-risk/.

11. Max H. Bazerman and Paresh Patel, SPACs: What You Need to Know,Harvard
Business Review, (Jan. 31, 2022), available at: https:/hbr.org/2021/07/
spacs-what-you-need-to-know.

95



CONTEMPORARY DEVELOPMENTS IN CORPORATE AND COMMERCIAL LAWS

denying. However, the only constant uniformity that law as a subject
has across jurisdictions is in its nature to evolve with evolving times.
India is an emerging hub for start-ups and unicorn companies with the
potential to be matched with the likes of Silicon Valley in the next few
decades, and SPAC is a lucrative option for these companies to raise cap-
ital. Nevertheless, it is only lucrative if the regulatory practices of India
allow for a swift and hassle-free transaction system. Herein, we attempt
to analyse this current regulation mechanism in India with key learnings
that India can take from Europe, the US, and the UK.

A. Relevant Acts & Important Provisions

Due to the contemporary nature of SPACs, there is an inherent lack of
robust, specialised legislation which governs the nitty-gritty of SPAC
transactions. Another major roadblock for these types of transactions is
that specific provisions in the existing legislation, such as the Companies
Act & SEBI Regulations, are corollary to the framework of SPACs. This,
in turn, results in transactions becoming fraught with difficulties and
regulatory hurdles, which defeat the very purpose for the existence of
SPACs.

1. Companies Act, 2013 (“Act”)

Ironically the Act which came into existence to govern Companies itself
has proved to be funnelled with obstacles for a Company like SPAC.
At the outset, while the Act seeks to provide specific definitions and
guidelines for incorporation and overall functioning of different kinds
of Companies, it completely omits SPAC from such a classification.
Furthermore, the Act actively discourages any investment in SPACs by
virtue of Section 248, which states that the Registrar of Companies can
remove a Company from the register if it fails to commence its busi-
ness operations within 12 months from the date of incorporation. This
is problematic due to the fact that the normal cycle for SPAC acquisi-
tion ranges from 18 months to more. Such removal from the register
of companies results in the application of Section 248(7), which would
render the company dissolved. Another important provision is that as
per Section 4, a company is required to carry out its business opera-
tions as per its Objects clause mentioned in the incorporation documents
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and the company charter. SPAC, however, does not have its own Objects
clause since it adopts the Object of the target company. While the recent
amendment allowing the direct listing of Indian companies in foreign
stock exchanges in permitted foreign jurisdictions under Section 23 is
definitely laudable, the shortcomings in the Act can be effectively pre-
vented if an exception to SPACs can be provided by the former.

2. Securities Exchange Board of India (“SEBI”) Regulations

The current SEBI Regulations for SPAC do not provide any relief to start-
ups as well since, as per Section 6(1)(4) of ICDR Regulations, only those
companies are allowed to be listed which adhere to the following criteria:

(i) the company must have at least INR 3 crores of net tangible assets
in the past three years, from which 50% should be monetary assets
at most;

(ii) the net worth of the company must be at least INR 1 crore in each
of the past years;

(iii) the company must have at least INR 15 Crores of average pre-tax
operating profit in at least three of the last five years.

3. Consultation Paper on SPACs

The International Financial Services Centers Authority (“IFSCA”) in
2021 drafted a consultation paper containing draft rules named IFSCA-
Issuance and Listing of Securities, Regulations, 2021. This consultation
paper can be among the first concrete steps undertaken that recognise
and provide a comprehensive regulatory mechanism for SPAC regulation
in India. As per this consultation paper, a SPAC will be entitled to raise
capital through an IPO if it fulfils the following criteria:
e Primary objective of the Issuer is to effect a merger

» Issuer does not have any existing business operations.

V. SUGGESTED KEY TAKEAWAYS
FROM OTHER JURISDICTIONS

A. Europe

e The amount of capital raised is comparatively more, and
instead of one significant acquisition, the practice is to acquire
multiple smaller target companies.
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o There is a less restrictive regulatory mechanism in European
Stock Exchanges that ensures greater flexibility in terms of the
average duration taken to complete a transaction.

» Active encouragement is done regarding target companies and
investors belonging to a different jurisdiction than Europe.

* More significant variability in terms of characteristics and oper-
ational business of target companies.

B. US

* As per the United States Securities and Exchange Commission
(“SEC?”) rules, Investors have the right to redeem 100% of their
invested amount at the time of opting out.

* Flexibility in deal pricing and deferred exits.

* Quicker listing of companies due to SPAC-friendly regulatory
mechanism.

C. UK

* Increased autonomy to Sponsors for identifying and selecting
target companies.

* More flexibility in terms of usage of funds in the short term by
Sponsors.

VI. SUGGESTED REFORMS

Under the current legal regime, a SPAC must cease trading in its shares if
the name of the target company is revealed due to reverse takeover laws.
There is also no meaningful safety for investors in not approving possible
purchases, as investors are tied in. The Hill Report brought out this pre-
supposition. Several additional protections were established, including
the right of SPAC shareholders to vote on the proposed purchase and the
opportunity to return their initial investment before the business combi-
nation was completed.!?

12. Inigo Esteve Jonathan Parry Laura Sizemore Andrew Scott, UK Listings
Review - Recommendations published - SPACs and more, White & Case,
(Jan. 29, 2022), available at: https://www.whitecase.com/publications/alert/
uk-listings-review-recommendations-published-spacs-and-more.
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For premium listings, dual class share structures were recommended
by the Hill Report. SPAC founders can maintain control by issuing secu-
rities with multiple votes. But the Financial Conduct Authority (“FCA”)
has made this suggestion independent of the SPAC amendments.'?

The FCA ensures that SPACs’ prospectus disclosures are consistent and
that investors are protected. This means that investors will be informed of
possible future situations (such as dilution, post-acquisition governance,
and disclosure of the sponsor’s remuneration plan) and future funding
needs either in the form of Private Investment in Public Equity (“PIPE”)
or convertible bonds by SPAC’s sponsors.'* Because of it, it’s impossible
to know about this during the time of the IPO. That’s why regulators
should adopt a more pragmatic approach and acknowledge that pre-IPO
disclosures may be illustrative rather than final because most of those
elements are discussed during the business combination and may change
from those suggested in the prospectus.

Under the new laws in effect in the United Kingdom, sponsors and
anchor investors who contribute to the at-risk capital of a SPAC can no
longer vote on the acquisition. If this is the case, it might considerably
influence London’s capacity to compete in the SPAC marketplace. Other
exchanges, including NYSE, NASDAQ, and Euronext, do not require
this.

Aside from these possible stumbling blocks, the UK’s SPAC reform
appears to align with the global trend of ensuring more significant safe-
guards for public investors in SPAC transactions. It constitutes the first
European harmonised regulation on SPACs."* The FCA’s willingness to
be flexible and market-oriented when reviewing and approving future
SPAC prospectuses and company combinations will determine whether
the UK becomes Europe’s next “SPAC-hub.” The Indian subcontinent
might benefit from this strategy.

When it comes to registering a business in India, the memorandum
of association of a company is the document that serves as the basis

13. Min Yan, Permitting dual class shares in the UK premium listing regime — a path to
enhance rather than compromise investor protection, Legal Studies , 1-23 (2021).

14. G, S., 2020., Nanomedicine & Nanotechnology Open Access, 5(2), available at: https:/
medwinpublishers.com/NNOA/NNOA16000183.pdf. [Accessed 24 January 2022].

15. USSecuritiesand Exchange Commission, Remarks Beforethe Healthy Markets Association
Conference, available at:https://www.sec.gov/news/speech/gensler-healthy-markets-asso-
ciation-conference-120921 (last visited Jan. 21, 2022).
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for doing so. At the onset, the question of what the SPAC’s commer-
cial purpose should be is under discussion. For a SPAC that has not yet
found a target and completed a business combination, this requirement
is difficult to satisfy. In the United States, a SPAC has a time limit of 24
months'® to complete the merger, which can be extended by a special
vote of the shareholders. Any SPAC in India will have to go through the
NCLT for approval of a scheme of arrangement, which brings with it its
own set of uncertainties and deadlines.

From the standpoint of securities legislation, SEBI has eligibility
requirements for listing that a SPAC is unlikely to achieve at the time of
an IPO. If, for example, the last three years’ operating profit was INR
15 crore, the net tangible assets were INR 3 crores, and the net worth
was INR 1 crore, then the company would be eligible to make an IPO
only if the issue is made through the book-building process, in which the
company commits to allocating 75% of its shares to investors. Or, in the
alternative, if the above conditions are not met, the company would be
eligible to make an IPO only if the issue is made through the In order
for SPACs to become a reality in the United States, authorities must
first address these issues, either by making exceptions or creating a new
framework.

VII. SPAC’S ON IFSC STOCK MARKETS

The idea of IFSC owes its regulatory genesis in India from Section 2 (q)
of the Special Economic Zones (“SEZ”) Act, 2005" which stipulates that
an IFSC which has been approved by the Central Government under
sub-section (1) of section 18 is an IFSC according to the law. Section
18(1) of the abovementioned Act indicates that the Central Government
may authorise the setting up of an IFSC in a SEZ and may regulate the
conditions for setting up and operation of such IFSC.

The concept of SEZ was developed to create such jurisdictions inside
the country which gives convenience to businesses for setting up units
by giving different relaxations and advantages. IFSC is also a form of
SEZ, created primarily for financial services. Both SEZs and IFSC are

16. PWC, How special purpose acquisition companies (SPACs) work, available at: https:/
www.pwc.com/us/en/services/trust-solutions/accounting-advisory/spac-merger.html (last
visited Jan. 26, 2022).

17. Special Economic Zones (SEZ) Act, 2005, No. 28, Acts of Parliament, 2005, § 2.
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deemed to be foreign jurisdictions for specific purposes but may not be
inferred that they would be treated as such for all purposes. SEZs are
supplied with perks and relaxation w.r.t. direct and indirect tax as well
as import-export among other things. However, they are still controlled
by the Indian laws and recognised as Indian businesses for all other rea-
sons unless explicitly exempted.

Similarly, the units in IFSC shall be regulated by the usual laws appli-
cable to corporations in any other part of the nation save for those pro-
visions in respect of which IFSCA has issued rules. Therefore, it cannot
be argued that the IFSC units will be recognised as foreign firms for all
reasons. A key difference!® between an IFSC unit and a domestic unit
by saying that a unit set up in IFSC is treated as a “person resident out-
side India” (i.e., non-resident) for exchange control purposes whereas a
domestic unit is treated as a “person resident in India”. Hence, an IFSC
unit has the benefits of a non-resident under exchange control laws.

This obviously shows that for some reason, the IFSC units will be
viewed as a foreign/non-resident entity such as in the instant situation
the AIF units registered in IFSC will be exempted from exchange control
restrictions as applicable to AIFs in the rest of the nation. But as previ-
ously noted, the regulations applicable to units incorporated in the rest of
the nation would be applicable to units registered in IFSC as well, until
they are officially exempted.

To help SPACs get listed on IFSC stock markets, the International
Financial Services Centre Authority (IFSCA) has issued the IFSCA
(Issuance and Listing of Securities) Regulation, 2021."” For an IPO on the
IFSC stock exchange, a SPAC must not have identified the target business
combination prior to the IPO and must adhere to specified redemption
and liquidation procedures that are in conformity with the rules. SPAC
sponsors must have a proven track record in SPAC transactions, com-
pany acquisitions, fund management, or merchant banking operations to
participate in a SPAC. Sponsors who own any of the SPAC’s designated

18. International Financial Services Centre, FAQs for AIFs in IFSC, (Jan. 22, 2022), available
at: http://www.giftgujarat.in/documents/FAQs-for-AIFs-in-GIFT-IFSC.pdf.

19. International Financial Services Centres Authority (“IFSCA”), Draft IFSCA Issuance
and Listing of Securities Regulations, 2021 (Jan. 26, 2022), available at: https://ifsca.
gov.in/Document/MeetingDocument/1-draft-ifsca-issuance-and-listing-of-securities-
regulations-202129102021121643.pdf.
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securities prior to the IPO are covered by the regulations. Some of them
are as follows-
* At least 50 subscribers are required, the issue must be at least

USD 50 million, and at least 75% of the issue’s subscriptions
must be received.

* Prior to, or simultaneously with, the IPO, SPAC sponsors must
possess at least 15 percent, but not more than 20 percent of the
SPAC’s post-issue paid up capital, as well as at least 2.5 percent
of the issue size or USD 10 million, whichever is smaller, prior
to, or simultaneously with, the IPO.

* According to the laws, a SPAC issuer must merge with another
company no more than 36 months after its initial public offer-
ing (IPO).2°

Furthermore, the rules outline the IPO procedure to be followed, dis-
closures in the original offer document and ongoing disclosure require-
ments, SPAC-specific duties, and so forth. Thus, SPAC regulations in
India are more tilted towards disclosure requirement in comparison to
other jurisdictions.

VIII. CONCLUSION

To raise funds and go public, a SPAC is a viable solution for any opera-
tional company that wishes to do so. Due to the large number of SPACs
actively seeking targets, the present market climate favours these types
of operating firms. A good conclusion will, however, be dependent on
careful navigation of the obstacles outlined above.

At a time when many venture capitalists have experienced the quick
development of wealth by tech-savvy firms, SPACs as a structure are
appealing since they meet the demands of both private equity and retail
investors. According to a variety of regulatory frameworks for SPACs,
both similarities and differences exist. However, authorities in India will
have a lot of work to do in order to promote India as a desirable location
for SPAC IPOs and listings. This would demand altering certain essential
aspects of significant rules governing India’s corporate sector.

When the market is volatile or other factors constrain liquidity, this
technique offers numerous significant benefits over a typical IPO. As a

20. Id.
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result, SPACs may be able to reduce transaction costs and speed up the
process of becoming a publicly traded business. A SPAC’s merger with
a target business offers various hurdles, including needing to fulfil an
expedited public company ready timetable and rigorous accounting and
financial reporting/registration requirements that may change depending
on the SPAC’s lifespan. Three to five months after signing the letter of
intent, the management team of the target firm will need to be ready to
go public.

SPACs’ ability to project their influence is still up for dispute. We’ve
seen the SEC conduct a lot of investigations into SPAC agreements based
on what was disclosed and how realistic it seemed. The SEC’s opinions on
these issues are likely to have an impact on future agreements. Investing
in a private company has its own set of restrictions that are distinct from
those that apply to an =IPO.

To safeguard individual investors, the typical IPO procedure is
time-consuming and burdensome. When you invest in SPACs, you’re
going to forfeit some of your legal safeguards. The upside potential is big-
ger, but the danger is also larger, when investing in newer, lesser known
firms.

The VectolQ and Nikola SPAC merger agreement?! serves as a cau-
tionary tale. As soon as the merger transaction was revealed in March
2020, VectolQ shares skyrocketed in value, rising by more than 600% by
summertime. After the merger was completed later that summer, doubts
arose as to the long-term sustainability of Nikola’s products. More bad
news concerning Nikola vehicles has caused the stock price to fall practi-
cally to its beginning position.

A public offering would not have been able to reveal if Nikola’s IPO
would have aroused enough concerns among investors, but the lack of
due diligence performed before the SPAC merger is now obvious.

21. John Rosevear, Done Deal: VectolQ’s Merger With Nikola Motor Has Closed,
Nasdaq, (Jan. 30, 2022), available at: https://www.nasdaq.com/articles/
done-deal%3 A-vectoigs-merger-with-nikola-motor-has-closed-2020-06-03.
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ABSTRACT

Global economies have been radically altered due to the Covid-
19 pandemic and companies are operating to fortify their
stakebolders’ interests in light of these risks. Following pervasive
concerns about the future of our society, Environmental, Social,
and Governance (“ESG?”) issues have prompted a significant
increase in the amount of money being invested in these areas
over the last few decades. ESG factors are increasingly being
considered in Mergers and Acquisitions (“M&A”) decision-
making and strategy, as sharebolders use ESG indicators to
assess risks and identify opportunities for value creation and ESG
regulation. Sellers and Buyers alike have come to understand that
ESG credentials are no longer just a means to reduce risk, but
rather a means of generating new value for an entity, sovereign
or any individual involved in a transaction. On a worldwide
platform, the World Economic Forum reports that the top five
global risks have shifted away from economic concerns and
toward environmental and social concerns over the last decade.
ESG M&A transactions have become progressively prevalent
due to the widely accepted fact that ESG M&A transactions are
value-enhancing for acquirers. Climate Change, Greenhouse
Gas Emissions, Human Rights, Labour Welfare, Data Privacy,
and Consumer Welfare, to name a few, are being regarded more
than ever. Hence, the key strategies of organisations are being
advanced to meet the ESG demands. The organisations should
duly address the changes by effective strategy implementation and
incorporating M&'A as a foundation for enduring improvements.
This article discusses the emergent ESG trends in mergers and
acquisitions over the years, as well as the multiple facets of value
creation through such an approach.
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I. INTRODUCTION

The ultimate objective and goal of any investor is to grow and sustain
their capital. Environmental, Social, and Governance issues play a cru-
cial role in furthering the growth and sustainability of capital keeping
in mind the social and environmental objectives. They provide certain
considerations that cover a wide spectrum of issues under its umbrella
which is generally excluded from traditional financial analysis. ESG
considerations are becoming more important to companies considering
mergers and acquisitions transactions as it is based on the principle that
the combined value of the company exceeds the value of the two compa-
nies alone. It is becoming more important for firms to be more transpar-
ent and accountable to their stakeholders, especially major institutional
investors when it comes to ESG aspects.

When it comes to M&A deals, ESG risk mitigation and optimising
ESG-related synergies are becoming more essential considerations as the
main objective of M&A deals is to increase shareholder value. The most
crucial criteria influencing an organization’s M&A strategy are still stra-
tegic fit and financial profile. The ESG reasoning may be seen as one
component of evaluating strategic fit, but one that is becoming more
relevant. To improve a company’s ESG performance may be the main
consideration in certain deals as ESG is employed to portray the fitness
of the organisation in a dynamic world. It is becoming common for busi-
nesses to consider the transaction’s influence on their carbon footprint,
supply chains, and social impact when valuing a possible acquisition in
today’s climate. There are synergies to consider when a firm is consider-
ing an acquisition target with a different ESG profile than its own. If the
buyer and target ESG profiles are vastly different, a transaction might be
scuppered. M&A targets and due diligence on them are becoming more
concerned with ESG issues. ESG profiles of buyers and sellers frequently
cut to the core of the social and cultural norms of the firms, and these
norms have always been vital to successful M&A.

Stakeholder and employee dissatisfaction may arise when firms acquire
targets with radically different ESG profiles. As a result, integration plans
must take into account what the merged company’s ESG profile will look
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like and how that profile will affect the target’s stakeholders.! If nothing
else, firms want to make sure they are on the same page when it comes to
ideology. ESG accretive M& A announcements are still a relatively new
phenomenon, but companies are starting to see the benefits of doing so.
As a result, investors may be concerned if merger partners fail to address
ESG advantages or strategies for avoiding possible ESG risks. Because
ESG has been included in the deal-making process, it is clear that it is
becoming more important than reputational and cyber risk. As part of
an M&A transaction, ESG factors must be addressed, including complet-
ing ESG-focused due diligence, assigning ESG risk in deal documents,
and implementing post-closing ESG integration.

II. ENVIRONMENTAL-SOCIAL-GOVERNANCE:
THE UNDERLYING DIMENSIONS

There is a knowledge gap when it comes to what ESG means for busi-
nesses in particular. The underlying dimensions of ESG: environmen-
tal, social, and governance affairs are also under explored. In relation
to ESG metrics and methodology, there is still not a universally accepted
definition.?

A. Environmental (Climate change, deforestation, pollution, water
scarcity)

The ESG framework consists of Environmental, Social and Governance
criteria. The Environmental criteria is envisioned towards anticipating as
well as effectively dealing with risks that the business can cause due to its
functioning to the ecosystem. This includes potential risks of water, air
and human health which are vital. Thus, the Environment criteria include
resource management, waste management, energy consumption, animal
welfare and disclosing information about environmental policies.>

1. Sigur Solheim, ESG and its growing importance within the MG&A pro-
cess, M&A REeviEw (Jan. 20, 2022, 6:50 PM), https:/ma-review.com/
esg-and-its-growing-importance-within-the-ma-process/.

2. Eccles, R.G., Lee, L.E., and Stroehle, J.C, The Social Origins of ESG?: An Analysis of
Innovest and KLD, 33 SSRN ELECTRONIC JOURNAL 575 (2019).

3. Markopoulos Et. Al, A democratic, green ocean management framework for
Environmental, Social and Governance (ESG) compliance, 1152 International
Conference on Human Interaction and Emerging Technologies 21, 23 (2020).
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Furthermore, climate change policies are affecting most companies and
industries.* Environmental stewardship and prudent resource manage-
ment can result in growth and increased margins. Environmentally sus-
tainable operations, on the other hand, result in a competitive advantage.

B. Social (Inequalities and discrimination at workplace, health and
safety)

The Social criteria in the ESG framework relates to the employees, soci-
ety and community which are all affected due to the operations of the
organisation. It comprises the social values that an organisation envis-
ages and their impact on the shareholder. Thus, the social criteria should
include such policies which are diverse in nature and guarantee a work-
place free of discrimination. Furthermore, Labour standards should be
actively present to ensure the well-being of the employees.

Companies should disclose what they have been doing in the social
sector to shareholders and local communities in order to obtain licenses
and support for their operations without societal pressure.’

The reputation of a company can be leveraged to improve operational
efficiency, particularly in the area of human resources.

C. Governance (Bribery and corruption, executive remuneration)

The Governance Criteria of the ESG framework relates to the govern-
ance as well as corporate policies of the company. It is envisioned to
further the expectations, rights and responsibility of the shareholders.
It includes Tax criteria, executive compensation, lobbying and corporate
risk management. Corporate governance is seen as important to avoid
unexpected financial outflows and can also lead to better social accept-
ance due to wealth being more distributed.® Investors and shareholders

4. Bui, B., and de Villiers, C., Business Strategies and Management Accounting in Response
to Climate Change Risk Exposure and Regulatory Uncertainity, 49(1) T. BRITISH AcC.
REV. 4 (2017).

5. Orlitzky, M., Siegel, D. S. and Waldman, D. A., Strategic Corporate Social Responsibility
and Environmental Sustainability, 50 (1) BUSINESS & SOCIETY 6, 27 (2011).

6. Hawley, J. P., and Williams, A. T., Shifting ground: emerging global corporate govern-
ance standards and the rise of fiduciary capitalism, 37(11) ENVIRONMENT AND PLANNING
A 1995, 2013 (2005).
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rely on accountability provided by good governance to help them avoid
financial fraud and other scandals.

III. KEY ESG POLICIES

According to a survey, concerns about climate change and greenhouse
gas emissions top the list of ESG problems for more than a third of
respondents (37%), followed by human rights and labour standards for
more than a quarter of respondents (26%). Consumer protection, com-
pany ethics, product safety, and, perhaps unexpectedly, data privacy all
pale in comparison to these two issues. Human rights and labour stand-
ards are also preferred by 33% of respondents, who rank them as their
second-highest priority. The public’s perception is the tether that binds
the various ESG concerns together. “Social activism has increased sig-
nificantly,” says a corporate executive in the United States. ESG activism
has had a significant impact on the fortunes of a number of well-known
corporations. In addition, it’s interesting to see which concerns respond-
ents aren’t prioritising. Although high-profile efforts like the #MeToo
movement have been launched to expose workplace sexual harassment
and gender inequality, just 3% of respondents consider workplace diver-
sity and board composition to be high-priority ESG problems.”

IV. PROMINENCE OF AN ESG STRATEGY MODEL

Effective ESG strategies boost stakeholder engagement in viable corpo-
rate practices, which are increasingly recognised as a significant source
of value and investment returns. An efficient and consistent ESG per-
formance is frequently a significant indicator of risk mitigation, as is a
higher credit rating, which improves a business’s access to capital mar-
kets. Miscalculations of ESG risks may have substantial financial ram-
ifications for a company. This might include organisations attracting
unwanted attention from regulators, shareholders, or litigants. In the
sections that follow, we’ll discuss multiple facets of the value that ESG
creates.

7. ESG’s Role in Deal-Making, GOLDMAN SACHS (Jan. 21, 2022, 10:15 AM), available
at:https://www.goldmansachs.com/insights/pages/from_briefings_28-jan-2021.html.
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A. Constructive Stakeholder Participation

Investors are more concerned about environmental and social issues.
M&A acquisitions are expected to result in a significant reallocation of
funds toward investment strategies that prioritise long-term sustainabil-
ity. In order to provide management with a clear line of sight to drive the
implementation of initiatives that create significant differentiated value
for the company or are aligned with current or emerging stakeholder
expectations, ESG incentive metrics must be used in conjunction with
other financial metrics. ESG risk will be evaluated with the same rigor as
conventional metrics such as credit and liquidity risk. State Street said that
“addressing serious ESG concerns is sound business practices and vital
for a company’s long-term financial success.”® A surge in institutional
support for sustainable investment has occurred during the last decade.
Over 100 investors, including buyout firms like KKR, have accepted the
IFC’s Operating Principles of Impact Management, which are endorsed
by institutional investors with over $8o trillion in assets under man-
agement. The Equator Principles, which are based on the International
Finance Corporation’s Performance Standards, have been embraced by
more than 9o banks and financial institutions. Environmental, social,
and governance (ESG) factors, including climate change, human rights,
and labour standards, currently account for almost a quarter of total
assets under management (about $12 trillion). Investors aren’t the only
ones becoming involved in ESG issues. A company’s stance on ESG (envi-
ronmental, social, and governance) may now play a key role in recruiting
talent, with millennials especially concerned about indicators like diver-
sity and inclusion when making hiring choices. Greater employee morale,
productivity, and retention are linked to better financial results for com-
panies with higher ESG ratings. Sustainable goods and services may also
increase customer involvement and open up new markets. In certain cir-
cumstances, buyers are ready to pay a premium for items that are more
environmentally friendly because of a company’s proven commitment to
ESG. Short-termism is detrimental to stakeholders, and as a result, they
are becoming more concerned with environmental and social issues in
order to ensure sustainability and profit from long-term investments.
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B. Economic Viability

It is significant to point out that research concerning ESG and finan-
cial performance often portray encouraging or a positive impact. Over
2,000 studies have shown that organisations that concentrate on envi-
ronmental, social, and governance measures have outperformed their
peers over time. In both established and developing markets, and across
several sectors, this is true. There exists a positive correlation between
ESG performance and operational efficiencies which results in a lower
cost of capital. Furthermore, it provides protection in social or economic
crises. It can also be significantly highlighted that low carbon emissions
studies have shown a positive correlation between financial performance
and climate change. Financial returns and gender balance in developing
countries were examined in an IFC research from 2019 (Moving Toward
Gender Balance in Private Equity & Venture Capital). PE and VC funds
with gender-balanced general partners earned up to 20% greater returns
than funds with a majority of male or female executives, according to
the analysis. In addition, portfolio businesses with gender-balanced lead-
ership teams outperformed their rivals with less diverse teams and saw
a 25 percent gain in their median value. Anecdotally, evidence suggests
that organisations with better ESG ratings have a 1o percent reduction in
their total operating risk than those with lower ESG scores.’

C. ESG Coupled Risks

Institutional Investors due to the very nature of their existing invest-
ment mandate have a vested interest in sustainability. It is typically of
the view that investors must seek to look towards the long-term risks
and opportunities that will hinder their capability to preserve as well as
grow capital for generations to come. Many investors now consider it an
important risk element to a company’s long-term worth (what we can call
“ESG risk”) to miss out on important ESG considerations. Regulatory
non-compliance, shareholder activism, litigation, and reputational loss
are just a few examples of ESG risk. These Risks pose a considerable
threat to the company and hence timely identification and management
of these risks may help in reducing costs incurred. Organisations, banks
and regulators often undergo difficulty in identifying these risks as these

9. George Casey, ESG Considerations in M&A, 24(7) THE M&A LAWYER 1 (2020).

110



THE GREEN DEAL - ESG TRENDS IN MERGERS AND ACQUISITIONS

risks are unprecedented and difficult to deduce. In an event where the
organization fails to timely identify and mitigate these risks, it could
lead to a significant increase in costs incurred. If these risks are properly
addressed it would move the organization towards ESG regulation and
compliance. Thus, a well sought out review and analysis of the organi-
zation’s risk landscape will indeed lead the organization towards reaping
financial rewards.

1. Litigation and Managerial Risk

Climate change and carbon emission norms are only two examples
of ESG-related regulatory reforms that are gaining traction in the EU
and the United States. Since 2018, listed firms in the European Union
have been forced to make non-financial disclosures on corporate social
responsibility public. The European Union is considering standardis-
ing ESG reporting for major corporations and integrating ESG consid-
erations into the banking, insurance, and asset management sectors as
part of further ESG reforms. SEC investor advisory group recommends
upgrading public business reporting to incorporate important ESG vari-
ables, even though ESG disclosure in the US is presently optional. Other
markets are exploring ESG disclosure requirements, and there is a world-
wide push for human rights declarations to be made a requirement in all
jurisdictions. The danger of noncompliance with ESG regulations and
the risk of major misstatements or omissions on ESG topics, particularly
in connection with any forward-looking statements made by a firm about
the achievement of ESG targets within defined time periods must be con-
sidered by companies.'?

ESG-related litigation risk is present in every business, from environ-
mental non-compliance to product safety infractions to employee misbe-
haviour to data privacy concerns. An increase in ESG-related lawsuits by
disgruntled stakeholders is likely due to the surge in social activism that
focuses on issues such as climate change, employee misbehaviour and
racial/gendered prejudice. An expanding number of ESG-focused NGOs,
whose only aim is to guarantee that firms adhere to ESG norms, are
also accelerating these developments. If serious ESG risks are not effec-
tively addressed, the company’s image and market value might suffer

10. Id.
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significantly. As a result, investors are still paying close attention to the
governance aspect of ESG as it is an inextricable part of ESG. Others see
governance as the driving force behind the other parts of environmental,
social, and governance (ESG). For this reason, organisations with inade-
quate governance or those that fail to consider the effect of environmen-
tal, social, and governance (ESG) risks on their business might be subject
to shareholder litigation."!

2. Shareholder Activism

Environmental, social, and governance (ESG) issues made up a major-
ity of all shareholder proposals in this year’s US proxy season, with cli-
mate change and emission regulations being the most prominent themes.
Investment giant BlackRock has made it clear that it would not support
directors with a track record of failing to promote the company’s com-
mitment to environmental stewardship. There has been an explosion in
the ESG data services business, with more than 100 rating organisations
reporting on a company’s ESG performance. In order to increase trans-
parency, there must be increased standardisation in ESG assessment and
standards and enhanced disclosure. A company’s investors and other
stakeholders may hold it against it if it falls short of what their peers are
doing when it comes to ESG.

3. Lack of Standardisation

Unlike retail or institutional investors who may depend on ESG ratings,
merger partners often do a greater degree of due diligence to understand
the target’s disclosures and practices. As a result, lack of standardisation
is a less relevant concern in an M&A setting. A more reliable and uni-
form method of disclosure will undoubtedly aid public due diligence, but
it is unlikely to be adequate for the majority of transactions to reach an
announcement. It is possible that ESG disclosures affect M&A by influ-
encing the relative values of firms with ESG-friendly profiles and those
with the best-in-class disclosures. For firms with higher ESG ratings, the
cost of capital or financing may be cheaper than the cost of capital for

11. James Hester, Mergers and Acquisitions Reveal ESG Trends, GLENMEDE (Jan.
21, 2022, 12:32 PM), available at: https://www.theimpactivate.com/mergers
-and-acquisitions-reveal-esg-trends/.
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those with lower ESG scores. For example, many green, social, or sus-
tainable bonds have more demand and better prices for issuers than typ-
ical (non-ESG) issuances.!?

D. Risk v. Reward under ESG

A company’s public image may be tarnished by substandard ESG prac-
tices; hence most responders prioritise ESG concerns because of the pos-
sible liability it accrues on the company. Investor pressure was amongst
the second most often reported reason for considering ESG among those
who responded (83 percent). Sixty-seven percent of respondents men-
tioned commercial risks, particularly with the possibility of a lawsuit,
as the most significant incentive involved. Respondents’ current focus on
ESG is a precautionary approach which doesn’t necessarily imply that
the respondents do not respect ESG for varied reasons. According to
the head of corporate strategy at a US-based business who sheds light
on this, “there is no doubt that these concerns have importance to a
transaction” in a world where “social media, regulators and activists are
continually on the watch for suspected ESG negligence”. ESG has had
a positive influence on returns for 57% of respondents despite the fact
that returns may not be the major motivator of respondents’ increased
ESG attention. That so many people are seeing this beneficial and prob-
ably unforeseen outcome is interesting, as this might indicate a growing
emphasis on ESG-driven M&A prospects in the future. According to
one responder, “ESG is more about the culture and social responsibility
of a corporation. It’s a lot simpler to assess ESG losses than ESG bene-
fits.” If you don’t pay attention to environmental, social, and governance
(ESG) issues, you’ll end up with lesser returns. Because of this, it might
damage the company’s image, which will have a negative impact on its
development. ESG norms may not always provide better profits, but fail-
ing to sustain them will cost us dearly. This viewpoint is consistent with
respondents’ predisposition to associate ESG with risk rather than an
opportunity.'?

12. SIGUR SOLHEIM, supra note 1.

13. ESG onthe Rise: Making an Impact in M&A, THS Markit (Jan. 24, 2022, 7:56 PM), avail-
able  at:https:/www.mergermarket.com/assets/Ipreo%20Q1%202019%20Newsletter_
AW_FinalLR.pdf.
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V. INTEGRATION OF ESG INTO M&A TRANSACTIONS

An increasing focus on environmental, social, and governance (ESG) fac-
tors is evident among potential buyers. How are deal makers incorporat-
ing these new goals into their day-to-day business and what hurdles are
they encountering? Even though ESG due diligence has only been around
for a few years, virtually all 90% of the respondents claim that they do it
as part of the M&A process, despite its relative infancy. According to a
survey, 36 percent of respondents identified comparing a company’s ESG
KPIs to the market as the largest due diligence problem (26 percent). Even
though ESG due diligence is relatively new, several people who responded
stressed the need for continuing research and development. A US-based
private equity firm’s managing director offers the following perspective
on the process’s current state of turbulence: In order to accurately assess
the ESG risks connected with a target, there are no screening criteria or
specified protocols.” In reality, it is very difficult to prioritise or ana-
lyse, and without enough information, it is hard to anticipate potential
non-compliance concerns that might arise in the future.

ESG-focused funds’ asset growth is critical because it sets the tone for
how these funds advance the ESG agenda if the investor base, especially
the next younger generation, cares about these problems. In turn, this
will have an impact on business conduct, since the funds are significant
shareholders in many big corporations. Non-ESG global fund flows have
been declining, and companies have noted that the asset management
industry’s fastest growing section is now ESG-oriented capital. ESG
investment has become a worldwide phenomenon, and US-based funds,
both active and passive, are quickly catching up to European pension
funds. A rising list of requests from shareholder advocates includes ESG
enhancements as a priority. A more ESG-friendly culture, disclosures,
and behaviour are being implemented as a result of this.

A. Getting Everyone’s Buy-in

More than eight out of ten respondents (83 percent) said they work with
their portfolio companies to address ESG issues after the difficult work
of closing a deal is complete. Survey respondents generally agree on the
relevance of ESG but also point out the difficulty of tracking data relating

14. Id.
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to these problems after a purchase has been completed. It’s difficult to
get management buy-in to collect and report data regularly, according to
asset owners (44 percent), while doing this job with enterprises because
of the need to balance long-term vision with short-term aims (40 per-
cent). With an average holding length of between five and seven years,
private equity companies have a particularly difficult challenge in finding
the right mix of short-term and long-term goals. In light of the difficulty
in measuring the actual effect of ESG on returns and the fact that many
ESG benchmarks have yet to be created, it should come as no surprise
that garnering buy-in from firm management may be tough.'

For portfolio firms and target companies, 43 percent of respondents
said the most difficult part of monitoring ESG data was getting consist-
ent, trustworthy data, while 27 percent said it was getting management’s
buy-in. As previously stated, the buy-in difficulty is a reflection of the
many technical and human difficulties that responders have raised. Some
of these difficult responsibilities are being met through the creation of
a whole new market. Companies are more likely to collect and publish
ESG data as the technology for doing so improves. As studies by the likes
of BCG, Bank of America Merrill Lynch, and Deutsche Bank demon-
strate the real effect of ESG on company performance, it may be sim-
pler to get even more passionate buy-in. ESG studies produced in recent
years indicate the financial advantages of ESG. As investors seek a deeper
understanding of ESG’s relevance across industries and geographies,
more research like this is expected to be released.!®

VI. THE WAY AHEAD

ESG considerations are becoming more important to M&A dealmakers
and are challenging to analyse using a typical due diligence procedure.
For the time being, our findings reveal that customers prefer to associ-
ate ESG more with risk than opportunity. According to one business
response, “no buyer wants to suffer the reputational consequences of
disregarding ESG,” which is why acquisitions are becoming more aware
of ESG. Prior to closing agreements, buyers would continue to exam-
ine targets based on their ESG requirements.” While this may seem like

15. Id.
16. JAMES HESTER, supra note 11.
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a contradiction, there are indicators that investors are becoming more
interested in the long-term value of ESG. “Buyers with poor ESG stand-
ards will increasingly search for targets with high ESG standards to
boost their reputation and learn from the target about how to establish
a better image,” predicted one responder. As a consequence of our find-
ings, ESG is becoming more important to both M&A dealmakers and
asset managers. Market participants’ techniques for evaluating ESG are
also expected to become more refined as they get a better knowledge of
the role it plays in investing decisions — both to battle possible dangers
and to enjoy potential benefits.

VII. CONCLUSION

In order to maintain their social licence to operate, firms are increasingly
required to do well financially while also making a clear, beneficial con-
tribution to society. In addition to reducing operational risks, an ESG
lens may help firms improve their profitability and enhance their worth
at the time of departure by allowing them to get access to a broader
range of investors, placing financial value on the good social benefits
they create.

As a result of the Covid-19 pandemic, ESG-driven deals have become
dramatically popular, as stakeholders are cognisant of environmental
and social concerns and the dangers they pose. ESG- Due Diligence is
now one of the major parts of the Due Diligence process. On one hand,
the sellers can use the ESG metrics to estimate the valuation of their com-
pany whereas, the same metrics can be used by buyers looking for the
suitable acquisition target to curtail the reporting burden.

ESG will continue to grow, despite significant obstacles, thanks to
technology, global momentum, and the efforts of key institutions. To
remain ahead of the curve, forward-thinking investors and M&A practi-
tioners should begin integrating ESG into their primary operations now.
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The Recent Developments in Indian
Merger and Acquisition Control

—Kanika Birje and Asma Maryam

ABSTRACT

In the past few decades, India has witnessed steady and rapid
economic growth thanks to policies such as liberalisation. The
liberalisation of the Indian economy at the beginning of the
1990s has paved the way for robust market competition. Merger
and acquisition deals have been a huge driver of this competition.
These deals have allowed the creation of influential players in
sectors across the economy and have also played a key role in
saving enterprises in distress. The competition law regime in
India, mainly comprising of the Competition Act, 2002 and the
Competition Commission of India, has played a vital role in the
growth and governance of mergers and acquisitions. Both of these
are instrumental in looking into the intricacies that accompany
merger and acquisition control. Transactions and documents that
facilitate a merger and acquisition are much more complicated
than they seem, and the Competition Commission has dealt
with it since its inception has established itself as the single most
important authority for merger control in India. However, the
outlook of the Commission towards mergers and acquisitions
seemed to be extremely conservative at the beginning of the 21st
Century. The merger control regime focused on ensuring that
enterprises did not take undue advantage of smaller enterprises
and the process remained largely cumbersome for enterprises to
undertake. However, the new merger and acquisition control
regime, starting from 2019, has begun to show similarities to
its American and European counterparts. This new regime is
characterised by reduced government control while balancing
the need of preventing the misuse of the law. While not perfect,
the Competition Commission has taken efforts towards reducing
the burden of parties involved in mergers and acquisitions and
has been efficient in coming up with modern solutions to modern
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problems. The main aim of this research has been to study the
various reforms brought about in merger and acquisition control
while also looking into the recent trends that have fuelled these
reforms.

I. INTRODUCTION

Before discussing the recent changes in merger and acquisition control
in India, the research requires an understanding of the laws and institu-
tions that govern it. Mergers and acquisitions form a part of competition
law which is the “body of legislation intended to prevent market dis-
tortion caused by anti-competitive practises on the part of businesses”.!
Competition law, anywhere in the world, is shaped by both domestic as
well as transnational factors and is used as a vector to support open-
ness and fairness in a capitalist economy.? The goals for competition
law range from efficiency, consumer welfare and economic development
to fairness, privacy and economic freedom.? In India, market competi-
tion is regulated through the Competition Act, 2002, which replaced
the Monopolies and Restrictive Trade Practices Act,1969. Along with
the Competition Act, the Companies Act of 2013 also has important
provisions that govern merger and acquisition deals in the country. Both
these legislations together form a part of Indian merger and acquisition
control.

II. THE COMPETITION ACT, 2002

With increasing globalisation and privatisation coupled with the non-dy-
namic nature and vagueness of the provisions of the Monopolies and
Restrictive Trade Practises Act, 1969, the need for better legislation
arose.* Extreme government control, vagueness and ambiguity of the
provisions and an inefficient MRTP Commission were a few of the many
drawbacks of the previous legislation.’

—_

. Competition Law, Merriam Webster Dictionary, (2" ed. 2016).

2. 1 David J. Gerber, Competition Law and Antitrust- A Global Guide 34 (Oxford University
Press 2020).

3. Id.

4. Sangya Ranjan, Monopolies In Indian Economy: Reasons for Shift from MRTP to
Competition, 1 []MER 8, 6-14 (2012).

5. Id.
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In the year 2000, the Central Government set up a committee for
providing guidelines on competition and corporate governance, and this
committee came to be known as the SVS Raghavan Committee, which
suggested the Competition Act.® The purpose of the Competition Act,
2002 as enshrined in its preamble is “in the view of the economic develop-
ment of the country....... to promote and sustain competition in the mar-
kets, to protect the interests of consumers and to ensure freedom of trade
carried on by other participants in the market and for matters connected
therewith”.” The key provisions of the statute include the prohibition of
anti-competitive agreements®, the prohibition of abuse of dominant posi-
tion’, regulations of combinations, i.e., mergers!® and acquisitions!!, and
the liability of directors and office-bearers.'> Most importantly, the Act
establishes a Competition Commission of India.'

III. THE COMPETITION COMMISSION OF INDIA

The Act provides that the Competition Commission of India (“CCI”)
is a “body corporate having perpetual succession and a common seal
with power, subject to the provisions of this Act, to acquire, hold and
dispose of property, both movable and immovable, and to contract and
shall, by the said name, sue or be sued”."* The CCI, currently headed
by Ashok Kumar Gupta, consists of Dr Sangeeta Verma and Bhagwant
Singh Bishnoi as the two other members. A few out of the many func-
tions of the CCI include —

1. The Central or State governments, as per Sec. 49(1) of the
Competition Act, may seek the opinion of the CCI while formulat-
ing a law or legislation, and the CCI, even though such opinion is
not binding, may provide its opinion within sixty days.!

6. 1 A. C. Fernand, Corporate Governance: Principles, Policies and Practices 575 (Pearson
Education 2009).
7. The Competition Act, 2002, Preamble, No. 12, Acts of Parliament, 2002 (India).
8. The Competition Act, 2002, §3, No. 12, Acts of Parliament, 2002 (India).
9. The Competition Act, 2002, §4, No. 12, Acts of Parliament, 2002 (India).
10. The Competition Act, 2002, §5, No. 12, Acts of Parliament, 2002 (India).
11. The Competition Act, 2002, §6, No. 12, Acts of Parliament, 2002 (India).
12. The Competition Act, 2002, §48, No. 12, Acts of Parliament, 2002 (India).
13. The Competition Act, 2002, §7(1), No. 12, Acts of Parliament, 2002 (India).
14. The Competition Act, 2002, §7(2), No. 12, Acts of Parliament, 2002 (India).
15. The Competition Act, 2002, §49(1), No. 12, Acts of Parliament, 2002 (India).
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2. The CCI must take suitable measures to promote competition
advocacy, create awareness and impart training about competition
issues as per Sec. 49(3) of the Act.'

3. On violation of Sec. 3 of the Act, which deals with anti-competitive
agreements, the CCI may enquire into the same."”

4. In furtherance of Sec. 3, the CCI can issue interim orders in cases
of anti-competitive agreements and abuse of dominant position, as
per Sec. 33 of the Act."®

The above functions are not exhaustive but are a few of the many
functions that the CCI carries out on a day-to-day basis. The function
of the Commission that is most relevant to our research is enclosed in
Section 20 of the Act. According to this provision, the CCI can inquire
into information relating to acquisition or merger and determine whether
such acquisition or merger would have an adverse effect on competition."”
Before discussing the recent changes in merger and acquisition control in
India, which is the core of our research, it is important to first under-
stand the concept of merger and acquisition.

IV. MERGER AND ACQUISITION

The literal definition of a merger would be “the combination of two com-
panies into one by either closing the old entities into one new entity or
by one company absorbing the other”.2 An acquisition, in the context of
company law, is “when one firm buys majority interest in another, but
both retain their identities”.?! A combination would include both of these
terms, and according to Section 5 of the Competition Act, an “acqui-
sition of one or more enterprises by one or more persons or merger or
amalgamation of enterprises shall be a combination of such enterprises
and persons or enterprises”.?> Hence, a combination is a broad term used
for mergers and acquisitions as well as for amalgamations.?

16. The Competition Act, 2002, §49(3), No. 12, Acts of Parliament, 2002 (India).
17. The Competition Act, 2002, §3, No. 12, Acts of Parliament, 2002 (India).

18. The Competition Act, 2002, §33, No. 12, Acts of Parliament, 2002 (India).
19. The Competition Act, 2002, §20, No. 12, Acts of Parliament, 2002 (India).
20. Merger, 2 Merriam Webster Dictionary (2016).

21. Acquisition, 2Merriam Webster Dictionary (2016).

22. Supra note 10.

23. 1d.
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In Indian law, amalgamation is interchangeably used with merger.
According to the Income Tax Act, 1961, amalgamation is “merger of
either one or more companies with another company or merger of two or
more companies to form one company in such a manner that:

1. All the property/liability of the amalgamating company/companies
becomes the property/liability of the amalgamated company.

2. Shareholders holding a minimum 75% of the value of shares in
the amalgamating company (other than shares already held therein
immediately before the amalgamation by, or by a nominee for, the
amalgamated company or its subsidiary) become shareholders of
the amalgamated company.”?*

The fundamental difference between a merger and an acquisition is
that a merger occurs when two enterprises join together to form a single
enterprise and an acquisition is when one enterprise takes over another.?

V. MERGER AND ACQUISITION UNDER
THE COMPANIES ACT, 2013

The main aim of the Companies Act, 2013 has been to facilitate the
growth of the Indian economy while ensuring that the conduct of com-
panies is in favour of public interest.?¢ While the Competition Act, 2002
aims to eliminate unhealthy competition in the market, the Companies
Act, 2013, governs the overall conduct of companies in the economy.?”
Mergers and acquisitions are dealt with sufficiently in both legislations,
and a combined study of both would be relevant to our research. Under
the Companies Act, 2013, the procedure for mergers and acquisitions
is provided under Sections 232 to 234.2® The Companies Act also pro-
vides for the establishment of the National Company Law Tribunal
(“NCLT”), which assumes the jurisdiction of the High Courts for sanc-
tioning mergers.?’

24. The Income Tax Act, 1961, §2(1B), No. 43, Acts of Parliament, 1961 (India).

25. Hart David Carson LLP, What’s the Difference between a Merger and an Acquisition,
Firm News & Legal Updates (Sept 21, 2021, 12:02 AM), available at: https://www.hart-
davidcarson.com/news/whats-the-difference-between-a-merger-and-an-acquisition.

26. Abhishek Kumar, Companies Act 2013: Changed Approach to Regulate in Vicissitude
Corporate and Economic Scenario, SagePub (Aug. 10 2014, 4:00 PM), available at:
https://journals.sagepub.com/doi/abs/10.1177/0974686220140203.

27. Id.

28. The Companies Act, 2013, §232 & 234, No. 18, Acts of Parliament, 2013 (India).

29. The Companies Act, 2013, §408, No. 18, Acts of Parliament, 2013 (India).
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VI. THE NATIONAL COMPANY LAW TRIBUNAL

The Companies Act, 2013 places significant powers on the NCLT by
removing multiple regulators and establishing a single redressal forum
for matters under Company law.3° The NCLT, to put it briefly, provides
sanctions for a merger or acquisition.>!

VII. RECENT TRENDS IN MERGER
AND ACQUISITION IN INDIA

Before understanding the various trends in Mergers and Acquisition
deals (“M&A deals”), it is important to look at the motivating factors
behind such deals. Firstly, enterprises seek to increase their efficiency by
combining their resources to produce an effect greater than their sepa-
rate effect. Secondly, enterprises also seek to minimise the risk associated
with diversification. Thirdly, they also seek to achieve short term finan-
cial gains from imperfect markets. These reasons are not inclusive of
the various non-economic factors like market power and dominance that
drive companies to sign M&A deals. With respect to India, changes such
as liberalisation, technological advancements, privatisation and deregu-
lation also contribute to increased M&A deals.*

Post liberalisation, there have been structural changes in Indian indus-
tries. Keeping this in mind, the trends in M&A deals can be divided by
the time frame in which they occurred —

A. 1990-2000

A majority of the M&A deals took place in the latter half of the decade,
with the year 1999-2000 seeing almost 765 deals alone, compared to
the 262 deals that took place in the previous year. The amount involved
in M&A deals has also risen during this period, with a total worth of
Rs. 36, 963 crores in the year 1999-2000 alone. The total number of
mergers alone in the year 1999-2000 was 193, 14.1% higher than the
previous year. The chemical, textile, electrical and electronic, hotel and

30. S Deepika Devi & M Kannappan, A Study on National Company Law Tribunal, 12 Int.
J. Pure Appl. Math. 119, 118-201 (2018).

31. Id.

32. B K Bhoi, Mergers and Acquisitions: An Indian Experience, 34 Reserve Bank of India
Occasional Papers 21, 20-32 (2000).

122



THE RECENT DEVELOPMENTS IN INDIAN MERGER AND ACQUISITION

pharmaceuticals industries saw the largest number of M&A deals com-
pared to the other industries.3?

B. 2000-2019

In the past two decades, the scenario of mergers and acquisitions in
the Indian economy has drastically changed. In the early 2000s, it was
rare to find Indian companies acquiring European or American entities.
However, Indian outbound deals grew from o.7 billion US dollars in
2000-01 to 4.3 billion US dollars in 2005 to an astounding 15 billion US
dollars in 2006. In fact, mergers made up almost 60% of the M&A deals
in 2006.3* In the January-May 2007 time period, the value of the total
M&A deals in the country was approximately 47.37 billion US dollars
arising out of 287 deals. The prominent sectors that attracted these deals
were metals, pharmaceuticals, industrial goods, cosmetics and mobile
communications. By the end of the first decade of the 21 Century, the
total value of M& A deals in the country crossed 100 billion US dollars.?

Over the past decade, i.e., from 2010 onwards, India has seen M&A
deals in excess of 348.3 billion US dollars. Almost 700 Indian companies
were acquired annually in the past decade. Out of the nearly 6000 M&A
transactions, nearly 9oo of them were by BSE 500 companies, which also
comprised more than 52% of the total value of transactions. In the year
2017-18, M&A deals accounted for almost 6% of the aggregate gross
capital formation.3®

The Covid Pandemic and the resulting lockdowns made significant
disruptions in the global economy. While all sectors have been impacted,
the level of impact has been disproportionate for each sector. There
were a total of 776 M&A deals from August 2020 in India, with a total
worth of 44.8 billion US dollars. This statistic is 14% lesser than last
year. Private equity-backed M&A deals saw a significant slump from the

33. Id.

34. Arun Prabhudesai, Indian Mergers and Acquisitions: The changing face of
Indian Business, Trak.in - Indian Business of Tech, Mobile &Startups (June
2, 2007, 4:00 PM), available at: https://trak.in/tags/business/2007/08/16/
indian-mergers-acquisitions-changing-indian-business.

35. 1d.

36. Merger and Acquisitions: 600-700 Indian companies acquired annually since 2010, The
Economic Times, (July 15, 1990, 7:00 PM), available at: https://economictimes.india-
times.com/news/company/corporate-trends/600-700-indian-companies-acquired-annu-
ally-since-2010-cii-pwc-report/articleshow/65739855.cms?from=mdr.

123



CONTEMPORARY DEVELOPMENTS IN CORPORATE AND COMMERCIAL LAWS

previous year. Civil aviation, hospitality and tourism sectors have been
the most impacted by the Covid pandemic. However, the telecom and
the digital sectors have been positively impacted by the pandemic and
its lockdowns. The Indian government has also taken several measures
to encourage M&A deals, discussed later on in the research project, in
order to promote economic growth.3’

VIII. IMPORTANT M&A DEALS IN INDIA

Although there have been numerous M&A deals in India in the past three
decades, certain mergers and acquisitions are important to our research,
not just because of their scale but also because of their implications on
the Indian economy.

A. Arcelor Mittal

In 2006, Indian owned multinational steelmaker Mittal Steel took over
Western European steelmaker Arcelor for a total of 33 billion US dollars
approximately. The French, American and British media heavily criticised
the then French government for opposing the deal, and the then Indian
commerce minister warned of a trade war between India and France if
the French government continued to oppose it. In June 2006, the Arcelor
board approved the offer of Mittal and finalised the deal resulting in the
newly formed enterprise Arcelor Mittal controlling nearly 10% of the
global steel production. The deal was significant because it found itself
at the centre of three debates — shareholder interests v. stakeholder inter-
ests; European champions v. global champions; and financial strategy
v. industrial strategy. Nevertheless, the deal paved the way for a global
leader in the steel industry, marking the biggest M& A deal in India.®

B. Vodafone Idea Merger

Worth almost 23 billion US dollars, the Vodafone Idea merger was a
distress deal due to the price war that was created by Reliance Jio. The
merger resulted in the creation of the biggest telecom giant in India by

37. Cristo Gonsalves, Indian M A in a Changed World, International Financial Law Review
(Sept. 28, 2020, 2:00 PM), available at: https://www.iflr.com/article/brnhrgctfbsxsg/
indian-mampa-in-a-changed-world.

38. Rajesh Kumar, Arcelor-Mittal Merger: Integrated Case Studies, 4 Wealth Creation in the
World’s Largest Mergers and Acquisitions 356, 355-359 (2019).
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combining the second and third biggest enterprises in the telecom indus-
try. It also resulted in a three-fold competition in the sector between
Vodafone-Idea Ltd, Airtel and Reliance. Further, this merger paved the
way for numerous other mergers in the telecom industry, hence changing
its very face. Hence, this merger had wide-ranging implications on not
just the economy but also the market competition.3’

C. Walmart’s Acquisition of Flipkart

Through its acquisition of Flipkart, Walmart, an American company,
made its way into the Indian market. Walmart won against Amazon in
the bidding process to get a majority stake in the Indian startup for a
total of 16 billion US dollars. It is important to note that prior to this
acquisition, Flipkart had acquired various other e-commerce companies
like Myntra, Jabong and PhonePe. The main reason behind the acquisi-
tion of Flipkart was the failure of the Indian policy regime with respect
to startup fundraising and differential voting rights between sharehold-
ers. The limitations in the Indian law triggered the acquisition of Flipkart
by an American company. However, as a direct result of this acquisition,
Flipkart was able to successfully expand its supply chain network.*’

D. Tata and Corus Steel

The takeover of British steel company Corus by Tata in the year 2007
propelled Tata from the 56" largest company in the steel sector to the
6™ largest. The total value of the acquisition stood at approximately 6.2
billion US dollars at 608 pence per share. Although the newly formed
enterprise faced difficulties in the following year, it resulted in producing
another giant in the global steel industry.*!

39. Kumar Ashok & Vijay Joshi, A Post-Merger Analysis of Vodafone-1dea Ltd, 112 Kanlinga
University 657, 650-660 (2019).

40. P. BalaBhaskaran&NashemanBandookwala, Walmart’s Acquisition of Flipkart:
Emerging Paradigm of the Digital Era, 9 South Asian J. Bus. Manag. Cases 24, 24-39
(2020).

41. Manoj NV, An Analysis of the Impact of Merger and Acquisition of Corus by Tata Steel,
11 IOSR-JBM 41, 41-47 (2013).
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E. Vodafone-Hutch Essar

The Mumbai based Hutch Essar was India’s fourth-largest telecom com-
pany at the time of acquisition, with a market share of 16%. Vodafone,
which was the world’s largest telecom company, acquired a majority
stake in Hutch Essar for 11.1 billion US dollars and in 2011 bought the
remaining shares for approximately 6 billion US dollars. Following the
acquisition, Vodafone’s revenue increased by almost 6 billion US dol-
lars, and the company became the largest telecom company in India
until the entry of Reliance Jio, which eventually led to the merger of
Vodafone-Idea.*

IX. THE NEED FOR MERGER AND
ACQUISITION CONTROL

Due to the significant impact that mergers and acquisitions have over
market dominance, the concentration of economic power, and unfair
practices, the necessity of an efficient governance mechanism for M& A
deals increases manifold. Mergers and acquisitions are most often dis-
tress deals and often involve decisions taken by companies to salvage
their enterprise. The example of Flipkart indicates the importance of a
good policy regime that facilitates healthy competition in the market.
Hence, it is important for an efficient merger and acquisition control
regime.*

X. MERGER AND ACQUISITION CONTROL IN INDIA

Section 5(a) of the Competition Act defines the term ‘control’ as “the con-
trol by one or more enterprises, either jointly or singly, of the affairs or
the management of another enterprise or group”.** As mentioned before,
in India, merger and acquisition (combinations) control is principally gov-
erned by the Competition Act, 2002. The legislation, through Sections
5, 6, 20, 29 and 31, lays out the substantive aspects of merger control.
Section 20 empowers the CCI to look into combinations* , and if the CCI
believes that such combination would adversely impact the competition

42. Vodafone Acquisition of Hutch-India: A Turbulent Wave in Indian Telecom Market, 7
IJARCSMS 114, 113-119 (2020).

43. Supra note 32.

44. The Competition Act, 2002, §5, No. 12, Acts of Parliament, 2002 (India).

4S. Supra note 19.
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in the market, it can investigate the same through the procedure pro-
vided under Section 29.*¢ Section 31 empowers the Commission to decide
on passing orders relating to certain combinations, hence, making the
CCI one of the principal institutions in merger and acquisition control.*’
On the other hand, the “Competition Commission of India (Procedure
in Regard to the Transaction of Business Relating to Combinations)
Regulations, 2011 (the ‘Combination Regulations’)” largely covers the
procedural aspects of the merger control regime in India.

XI. RECENT CHANGES IN MERGER AND
ACQUISITION CONTROL IN INDIA

The CCI has brought in several changes in the past few years to facilitate
combinations under the Competition Act, 2002. Some of the key changes
that have been made are —

A. The Green Channel Route

The CCI, through the “Competition Commission of India (Procedure
in regard to the transaction of business relating to combinations)
Amendment Regulations, 2019”, has brought in the green channel route
for combinations.*® As per this new change, it would be sufficient for the
enterprises to file a notice of the combination with the CCI, and such
notice would be considered as a confirmation of the transaction.*” The
change is a welcome move as it speeds up the process of a combination,
and till now, 1 out of every 5 combinations has been approved through
this channel.*°

B. Revised Guidance Notes to Form I

In March 2020, the CCI published the Notes to Form I, which deals with
the procedure regarding transactions relating to combinations.*! In these

46. The Competition Act, 2002, §29, No. 12, Acts of Parliament, 2002 (India).

47. The Competition Act, 2002, §30, No. 12, Acts of Parliament, 2002 (India).

48. The Competition Commission of India (Procedure in regard to the transaction of business
relating to combinations) Amendment Regulations, 2019.

49. Id.

50. 1 out of 5 combinations given approval under “green channel” route: CCI, Business
Standard News (Sept. 25, 2021, 8:10 PM), available at: https://www.business-standard.
com/article/companies/t-out-of-5-combinations-given-approval-under-green-channel-
route-cci-120081701599_1.html.

51. Id.
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notes, the CCI has simplified the definition of complementary products.
Further, the CCI has also provided that only those parties whose com-
bined market share is 10% or more are required to provide the market
shares of the parties of the three preceding years. This is considered to be
a positive change as it drastically reduces the burden of the parties filing
for combinations.*?

C. Approach Towards Remedies

A remedy in merger control is required when an investigation reveals that
a combination would result in substantial harm to the competition in
the market, and such remedy is used to restore such competition.*> Over
the years and with each combination, the CCI has moulded its approach
towards remedies to resemble those in international jurisdictions. In the
acquisition of the electric and automation unit of Larsen and Turboby
Schneider Electric and MacRitchie Investments, the CCI, for the very first
time, approved the merger based on behavioural remedies.** Behavioural
remedies often mirror the violation and hence, regulate the ongoing con-
duct of the undertakings. The approach of the CCI, in this case, indi-
cates that the Commission is moving towards a more liberal approach of
merger control instead of completely blocking a combination.

D. Inter-Connected Transactions

As per Section 43A of the Competition Act, it is required for the parties
to notify the CCI about any transaction that is inter-connected to the

5 and the failure to do so would result in penalties.’® In

combination,’
2019, the CCI imposed a penalty of 5o lakh rupees under Sections 43A
and 44 on the Canadian Pension Plan Investment Board (CPPIB) for its

failure to notify the CCI of the second transaction in its acquisition of

52. Id.

53. Simon VandeWalle, Remedies in EU Merger Control - An Essential Guide , 47 Harvard
Law Review 1, 69-70 (2021).

54. Our Bureau, Schneider, MacRitchie get CCI nod to acquire L& T’s electrical/lautomation
biz, The Hindu Businessline (Sept. 25, 2021, 10:10 AM), available at: https://www.the-
hindubusinessline.com/companies/schneider-macritchie-get-cci-nod-to-acquire-lts-elec-
tricalautomation-biz/article27583592.ece.

55. The Competition Act, 2002, §43A, No. 12, Acts of Parliament, 2002 (India).

56. The Competition Act, 2002, §44, No. 12, Acts of Parliament, 2002 (India).
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an energy company.’” The CCI, in its notification, applied a broad test
for inter-connected transactions by delving deep into the press releases
and internal correspondence of the Board.”® It was in this case that the
CCI, for the very first time, exercised its powers under Sections 43A and
44 together. This indicates the changing approach of the CCI towards
failure to notify inter-connected transactions.

E. Internal Documentation

In 2020, the CCI approved the acquisition of Krishnapatnam Port Co.
Ltd. by Adani Ports and Special Economic Zone Ltd.%® In this decision,
the CCI extensively reviewed internal documents of the parties and, in
doing so, followed the line of investigation used in EU and US jurisdic-
tions.®® This is in line with the previous case of CPPIB, where the CCI
placed immense importance on internal documentation for imposing
penalties.®! Hence, the CCI has increasingly relied on internal documents
during the investigation, making it extremely crucial for companies to
draft such documents meticulously to prevent any roadblocks in future
combinations.

F. Non-Compete Restrictions

A non-compete clause prohibits an employee from engaging in a busi-
ness that competes with her current employee’s business.®? In 2020, the
CCI, in its Combination Regulations, removed the requirement of the
parties to notify the Commission of any non-compete restrictions among
the parties. This move was seen as a business-friendly approach as it
took into consideration the modern realities of market competition, and

57. Competition Commission of India, Proceedings against Canada Pension Plan Investment
Board and ReNew Power Limited under Chapter VI of the Competition Act, 2002, avail-
able at: https://www.cci.gov.in/sites/default/files/Notice_order_document/order/CDPQ.
pdf.

58. Id.

59. CCl approves Adani’s acquisition of Krishnapatnam Port Co., The Hindu (July 22, 2020,
4:00 PM), available at: https://www.thehindu.com/business/cci-approves-adanis-acquisi-
tion-of-krishnapatnam-port-co/article32164984.ece.

60. The Challenges and Trajectories of EU Competition Policy in the Twenty-first Century
(Oct. 4 2019, 6:00 AM), available at: https://www.tandfonline.com/doi/full/to.1080/070
36337.2012.707359.

61. Supra note 57.

62. Harrison Frye, The Ethics of Noncompete Clauses, 30 Business Ethics Quarterly 229—
249 (2020).
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the CCI, in its reasoning, stated that investigating non-compete clauses
would not be feasible considering the timebound nature of mergers and
acquisitions. However, the CCI has also clarified that any non-compete
restrictions must not go against Section 3 (prohibition of anti-competi-
tive agreements)® and Section 4 ( prohibition of abuse of dominant posi-
tion)®* of the Competition Act. The companies are required to self-assess
as to whether their non-compete restrictions violate the Competition Act.

G. Filing Fee

In order to increase its financial independence, the CCI has increased the
filing fee for filing a notification form by almost 30%. The filing fee for
Form I, which was 15 lakh rupees earlier, is now 20 lakh rupees, and

the filing fee for Form II, which was 5o lakhs earlier, is now priced at 65
lakhs.®*

These are the most recent changes that the CCI has brought about in
the merger and acquisition control regime in the past few years. However,
the Competition Law Review Committee (“CLRC”) provided certain
recommendations in 2019 for improving the competition law regime in
India. Some of these recommendations with respect to merger and acqui-
sition control are listed below.

XII. RECOMMENDATIONS BY THE CLRC

The CLRC recommended certain changes to the Competition Act, 2002,
leading to the Ministry of Corporate Affairs requesting public comments
for a Draft Competition (Amendment) Bill, 2020.%¢ Some of these rec-
ommendations were®” —

1. Firstly, the Committee recommended a governing body so as to
increase the accountability of the CCI. This governing body would
mainly play a supervisory role.

63. Supra note 8.

64. Supra note 9.

65. The Competition Commission of India (Procedure in regard to the transaction of business
relating to combinations) Second Amendment Regulations, 2019.

66. The Draft Competition (Amendment) Bill, 2020.

67. The Report of the Competition Law Review Committee, H.R. Rep No. 120, at 18 (2012).
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2. One of the main recommendations that the CCI recently adopted
was the green channel route for automatic approval of merger and
acquisition cases, as already discussed above.

3. The Committee also recommended specifying as to what amounts
to “control” under the Competition Act. This is because one of the
many ways the Act regulates combinations is through control of an
enterprise; however, nowhere does the Act define “control”. The
main recommendation of the Committee with respect to this is to
introduce a “material influence” standard to determine control.

4. Under the Competition Act, the CCl is required to declare whether
a combination would have an adverse effect on market competition
within a time period of 30 days. The Committee recommended that
such a timeline must be applicable to all combinations.

The Committee highlighted in its report the need to revisit the regula-
tions regarding combinations due to the growing significance of mergers
and acquisitions. This must be done with the vision of building an active
competitive market in which companies can thrive and innovate so as to
keep up with new-age developments.

XIII. CONCLUSION

Mergers and acquisitions are an important indicator of growth in a devel-
oping economy like India. They help in stabilising market competition
and can mean greater financial power for companies, allowing them to
thrive and exercise more influence. The merger of Arcelor Mittal and the
acquisition of Idea by Vodafone indicate the scale and extent that merg-
ers and acquisitions can reach. Such extent and scale can expand possi-
bilities in an economy but can also facilitate anti-competitive behaviour
by creating giant players that dominate other enterprises. Considering
the stakes in M&A deals, the role of competition law in governing such
deals becomes much more significant.

The Competition Act, 2002, along with certain provisions of the
Companies Act, 2013, approve and govern M&A deals in India. The
primary role of both these legislations is to prevent anti-competitive
behaviour and the misuse of power by enterprises. In the past few years,
India has witnessed several hundreds of M&A deals involving important
market players and huge sums of money. This growth in M&A deals
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has presented the need for reshaping our competition law regime so as
to encourage innovation and healthy competition. The CCI, the primary
administrative body for competition law in the country, has brought in
several reforms in the past few years to achieve this very objective. These,
along with the recommendations of the CLRC, could help shape our
competition law regime for the next few decades. Hence, it is essential
that any reforms to the current law should have a deep understanding
of new-age technological needs as well as promote the interests of the
Indian economy in line with its developmental goals.
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Scrutinizing the Impact of Illiquid
Options on Price Manipulation

—Urja Dhapre

ABSTRACT

There is a recent surge in the Indian bourses where options are
traded way before their expiration date i.e., traders are now
indulging in trading of illiquid options. Options that were
ordinarily used by investors to hedge their investment portfolios
from the risk of adverse price movements are now indulging in
the trades of such derivatives in order to fraudulently manipulate
the market to gain illicit profits and/or to evade taxes. With this,
the author aims to elucidate why these illiquid options are prone
to market manipulation while giving a technical analysis of how
they are structured to illicitly gain profits. In this light, the article
examines the Indian Courts’ jurisprudence on the different
devices used by traders to manipulate the derivatives market.
The article further analyses the manipulation tactics through
the lens of US and UK markets’ anti-manipulation framework.
Finally, this article concludes by stating the pressing need of the
hour is to have a better enforcement mechanism to vent down
the illicit techniques and provide a more conducive environment
to the investors.

“Fraudulently manipulating securities may seem like a
harmless crime, but there are real victims and their lives changed
because of it,” said Chris Hacker, Special Agent in Charge of FBI,
Atlanta'

1. Department of Justice, New Jersey-based trader admits to involvement in options trading
scheme, , (Jan. 25, 2022, 08:05 PM), available at:https://www.justice.gov/usao-ndga/pr/
new-jersey-based-trader-admits-involvement-options-trading-scheme.
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I. INTRODUCTION

Apart from weaker enforcement and regulatory system and lower trading
volumes, the Asian financial markets are considered to be more sensi-
tive to market manipulation due to illiquidity in the securities.? India,
being one of such markets, does not have enough stringent enforcement
and regulatory mechanisms to tackle market manipulations induced by
trading in illiquid securities. A new study conducted by Business Line?
for the past three financial years in options trading shows that the vol-
umes of options traded on the National Stock Exchange ['NSE’] have
exorbitantly increased to INR 5o lakh crores in 2021-22 which was only
INR 8 lakh crores approximately three years ago. The study suggests
that the key reason for such an increase is because the illiquid options
are more prone to price manipulation. Moreover, recently, the capital
market regulator of India, Securities Exchange Board of India [‘SEBI’],
has passed several orders* imposing monetary penalties on several enti-
ties, which were indulged in large scale non-genuine/fictitious trades
in illiquid stock options on the Bombay Stock Exchange [‘BSE’]. After
conducting an investigation during the period April 2014 - September
2015, SEBI unearthed this scam where several entities were entering into
a large-scale reversal of illiquid stock options to artificially inflate the
volume of such options on the BSE and ultimately manipulate the price of
such options. Regarding such aforesaid non-genuine trades, SEBI noted
that such trades do not display a real picture of market activity to the
other investors and defeat the standard mechanism of price discovery by
repeated execution of pre-determined reversal trades at arbitrary prices,
which presents a false image of liquidity to other investors which could
affect their investment decisions.’

2. Syed Qasim Shah e.t al., Market Manipulation in East-Asian Markets: A Regulatory
Overview, 39(2) Studies of Applied Economics 147, 147-159 (2021).

3. Palak Shah, How illiquid options are prone to manipulation, THE HINDU BUSINESS
LINE (Aug. 30, 2021, 10:05 PM), available at: https://www.thehindubusinessline.
com/markets/stock-markets/how-illiquid-options-are-prone-to-manipulation/arti-
cle36189498.ece.

4. PTI, Sebi fines 50 lakh on 10 entities in illiquid stock options case, LIVEMINT (Jan.
25, 2022, 08:05 PM), available at: https://www.livemint.com/market/stock-market-news/
sebi-fines-5o-lakh-on-10-entities-in-illiquid-stock-options-case-11643120542301.html.

5. In Re: Illiquid Stock Options Decided (Aug 20, 2015, 10:05 PM), available at: https://
www.sebi.gov.in/sebi_data/attachdocs/1440073317427.pdf.
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Options are derivative contracts which offer a trader an option to
either buy or sell the underlying asset at a fixed price on or within the
expiry date.® An illiquid option is an option contract that cannot be easily
sold at the prevailing market price due to its low trading volume and/or
with a limited open interest.” In other words, the illiquidity of an option
contract primarily depends on its market’s capability to be quickly con-
verted into cash. Owing to this, it is arduous to trade in illiquid options
on the screen as they are very few buyers who are uninterested to trade
in the same and as a result, the illiquid option is typically traded over the
counter at discounts, which is the current market practice. It is not ille-
gal to trade illiquid options away from the prevailing market price until
and unless the trade is entered with an intention to artificially raise or
depress the price of such security, which automatically influence/ induce
the innocent investors in the market to trade in the said security at the
artificially inflated or deflated price.® However, despite the same, illig-
uid options have become a lucrative bet for the traders as they are now
able to exploit the nature of such instruments and anticipate the result
of transactions by choreographing schemes to drive the prices in their
favour ultimately leading to illicit gains.

This concern has been over the Indian Regulators’ radar for a long
time now. SEBI has created a robust jurisprudence by thoroughly demar-
cating between genuine and non-genuine trades through a trail of judge-
ments by effectively interpreting the current regulations. The notions of
price manipulation fall under the ambit of Regulation 3° and Regulation
4'° of the SEBI (Prohibition of Fraudulent and Unfair Trade Practices
relating to securities market) Regulations, 2003 [‘PFUTP Regulations’].
The same is further covered by Section 12A(c) of the SEBI Act, 1992.!!
Though the watchdog of the Indian securities market has always been on
high alert regarding illiquid options being craftily used for unfair trade

6. Securities and Exchange Board of India [‘SEBI’], FAQ on Equity and Currency Derivatives,
available at: https://www.sebi.gov.in/sebi_data/faqfiles/jan-2017/1485846339758.pdf.

7. Vassilios D. Tountopoulos, Manipulation in Illiquid Markets — A Tale of Inefficiency?,
14(3) Eur. Co. Law Rev De 458, 458-489 (2017).

9. Securities and Exchange Board of India (Prohibition of Fraudulent and Unfair Trade
Practices relating to securities market), 2013, [‘SEBI PFUTP Regulations’], Reg. 3.
10. SEBI PFUTP Reg. 4.
11. SEBI Act, 1992, Reg. 12A(c).
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practices, the present regulatory mechanisms record some loopholes that
the investors try to use in their favour.

With this background, the author in this article sheds light on what are
illiquid options and how they are susceptible to manipulation [Part-II],
discusses the scheme of traders for manipulation using illiquid options
[Part-IIT], canvases the landscape of India’s anti-manipulation regula-
tions and the current jurisprudence [Part-IV], analyses the treatment
of option manipulation in the jurisdictions of US and UK [Part-V] and
finally summarizes the observations of the entire article by stating the
need for a better enforcement mechanism [Part-VI].

II. WHAT ARE ILLIQUID OPTIONS AND HOW
THEY ARE SUSCEPTIBLE TO MANIPULATION

Before we understand illiquid options, it is important to first know what
are options and how they are traded in the exchange market. An option
is a type of derivative, which has no independent value but it derives its
value from an underlying asset. Basically, an option is a type of deriva-
tive contract that offers the buyer of the contract the right to buy/sell the
underlying asset at a predetermined price within or at the end of a speci-
fied period (which is the expiry date of an option contract).'> The under-
lying asset can be a stock, index prices of securities such as NIFTYso,
Sensex etc., commodity, currency and/ or any other asset.

Options on securities have been defined under the Securities Contracts
(Regulations) Act, 1956 meaning a contract for the purchase or sale of
a right to buy or sell, or a right to buy and sell, securities in future, and
includes a teji, a mandi, a tejimandi, a galli, a put, a call or a put and
call-in securities."?

Options are categorized into “call options” and “put options”. An
option to buy an underlying asset is called a call option whereas an
option to sell is called a put option. In other words, anyone who buys
a call option has the right to buy the underlying asset at a particular
price within a specified time. On the other hand, anyone who buys a
put option has the right to sell the underlying asset at a particular price

12. Securities and Exchange Board of India [‘SEBI’], FAQ on Equity and Currency Derivatives,
available at: https://www.sebi.gov.in/sebi_data/faqfiles/jan-2017/1485846339758.pdf.
13. Securities Contracts (Regulation) Act, 1956, Reg. 2(c).
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within a specified time. Every options contract has a specific expiry date
by which the holder of the option must exercise its option to buy/sell the
underlying asset. The buyer/holder of the option purchases the right from
the seller/writer for a consideration which is called the premium. The
seller/writer of an option is obligated to settle the option as per the terms
of the contract as and when the buyer/holder exercises his right.'

As stated above, every option contract has a set price, which is known
as the strike price, at which the holder exercises its options. Typically, a
trader buys a call option on speculation that the price of the underlying
asset will go higher than its strike price whereas a holder of a put option
speculates the price of the underlying option to go below its strike price.
If for a call buyer, the prices rise above the strike price the option is said
to be “in-the-money” and when the prices are below the strike price, it is
said to be “out-of-the-money”. In India, the buyer of options is required
to provide compulsory physical delivery for in-the-money options.'

If for example, the stock price of Infosys is trading at Rs. 1860 cur-
rently, and person X speculates the market to be bullish after 3 months
but does not have the required money to buy the shares of Infosys now,
what X does is buys a call option for a period expiring in 3 months at the
strike price of Rs. 1860 by paying a premium of Rs. 500. When at the
expiry or during 3 months, the stock price of Infosys reaches Rs. 2500
or above, what X receives is the right to buy the shares at Rs. 1860 even
when the share price lifted to Rs. 2500 or higher. His profit here is Rs.
140 [Rs 2500 — (Rs 1860 + Rs 500)]. Similarly, a put option enables a
trader the right to sell the underlying asset at a particular price within a
specified time. Here, X speculates the market to be bearish in 3 months.
He now buys a put option at a strike price of Rs. 1860 by paying the same
premium. If his speculation falls right, then he will earn the right to sell
at Rs. 1860 even though the price went down to Rs. 1000. Profit for X
here is Rs. 360 [Rs 1860 — (Rs. 1000 + Rs. 500)]. In both scenarios, the
options are in-the-money.

14. 1d. at 12.
15. SEBI, Circular, SEBI/HO/MRD/DOPI/CIR/P/2018/161 (Issued on December 31, 2018).
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A. Tlliquid options and how they are prone to manipulation

The term “illiquid options” is not defined either in the SEBI Act, 1992 or
in the rules and regulations made thereunder. As it is palpable from the
term ‘illiquid options’ itself, illiquid options are contracts that are diffi-
cult to be sold or to be converted into cash at the current market price.
Illiquid options have a very low level of liquidity owing to their little or
no outside interest. This mostly happens when an option is far off from
its expiration date. Due to this, the holder has to either trade off an illig-
uid option at a discounted price or hold onto it until their date of expiry.

As stated in the foregoing paragraph, illiquid options are very difficult
to be sold at the prevailing market price and thus, the holder is sometimes
constrained to sell the same at a steep discount. It is thus the illiquidity
combined with the difficulty to find buyers and trade on-screen which
serves as a cause for price manipulation. In other words, the holder of an
illiquid option has to seek buyers who are willing to buy these derivatives
which are generally sold at a price below the prevailing market price. The
prices of these options are not driven by the exchange but by the parties
engaged in trading.

Accordingly, in pursuance of an investigation carried out from April 1,
2014 to September 30, 2015, SEBI unearthed a total of 2,91,744 non-gen-
uine trades in BSE’s Futures and Options [‘F&O’] segment assimilating
to 81.40% of all trades.'® Massive trade reversals were seen by the reg-
ulator leading to the creation of artificial volume on the exchange. This
creation gives a distorted view to other investors and makes them view
the instrument to be more/less in demand than it actually is."”

As per one of the reports, 70% of India’s turnover in BSE for the last
three financial years has come from options contracts that were traded
for less than 2 days, expiry of which were either weekly or monthly.'s

16. PTI, Illiquid stock options: Five entities settle cases with Sebi, THE ECONOMIC
TIMES (Mar. 09, 2021, 11:05 PM), available at: https://economictimes.indiatimes.com/
markets/stocks/news/illiquid-stock-options-five-entities-settle-cases-with-sebi/article-
show/81415046.cms?from=mdr.

17. StandardII(B) Market Manipulation, CFA Institute (Mar. 09,2021, 11:05 PM), available at:
https://www.cfainstitute.org/en/ethics-standards/codes/standards-of-practice-guidance/
standards-of-practice-1I-B.

18. Id. at 3.
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B. Key parameters involved in options trading manipulation

In a rather inefficient market (Over-the-counter or pink sheets), the stock
market is more vulnerable to investors manipulating the prices. The fac-
tors which make this possible are:

1. Information asymmetry

The inefficiency of markets takes place by the interplay of information
seekers who are wanting to chase information out of a firm’s future pros-
pects and the manipulators. Though it is the information seekers who
maintain the efficiency of balance, studies have shown that the more the
market has information seekers, the more it is easier for manipulators to
be the driving force of markets.”” When information seekers witness the
price of the stocks taking huge swings, they incorrectly assume that there
is some reason and information behind it and follow the herd. Ultimately,
the manipulators gain, and the seekers incur losses. It’s the blurred dis-
tinction between the ambitious buyer/seller to be an informed trader or
manipulator that sinks the ship.?’ Investors manipulate the stock market
to benefit from the options of their underlying stock. Research has proven
the effects of manipulation to be seen in the last hour of the options’
expiry.?!

2. Illiquidity

The whole foundation of price manipulation is moving the price in the
manipulator’s direction. Though not the only criteria, illiquidity is one
of the strongest characteristics used by investors who use options to

19. Rajesh K Aggarwal et al., Stock Market Manipulations, 79(4) The Journal of Business
1915, 1915-1953 (2006).

20. Franklin Allen and Gary Gorton, Stock price manipulation, market microstructure and
asymmetric information, 36(2-3) Eur. Econ. Rev 624, 624-630 (1991); Praveen Kumar
and Duane ] Seppi, Futures Manipulation with “Cash Settlement, 47(4) J Fiannce 1485,
1485-1502 (1992); Sophie Xiaoyan Ni et al., Stock Price Clustering on Option Expiration
Dates,Social Science Research Network (Mar. 09, 2021, 11:05 PM), available at: https://
papers.ssrn.com/sol3/papers.cfm?abstract_id=519044.

21. Hans Stoll and Robert E. Whaley, Expiration-Day Effects of the All Ordinaries Share
Price Index Futures:

Empirical Evidence and Alternative Settlement Procedures, 22(2) Aust. J.

Manag. 139, 139-174 (1997).
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manipulate the prices in the derivatives market.?? Two major reasons
which work for the manipulators’ favour when the market is illiquid is
first, how the illiquidity does not absorb price movements and secondly,
that it incurs fewer costs and risk.?3

III. SCHEME OF TRADER X TO MANIPULATE
THE PRICES USING OPTIONS

Price manipulation can be articulated to mean when an individual arti-
ficially creates the supply or demand for a security. This part reflects on
the modus operandi of how manipulation can be carried out by taking
into account a manipulator ‘X’. The categorization of manipulation is
taken on recent trends and is not exhaustive.

A. The surge of social media

The influential power of social media is well established. This tool is
deceitfully being used by some of the investors to spread misleading
information about particular stocks/options.

Supposedly, X has purchased put options of Hindalco Industries with
a strike price of Rs. 2200. The market is currently trading at Rs. 2450.
Twenty minutes before the expiry of X’s options, her friend Y dissemi-
nated negative rumours about ongoing fraudulent activities in Hindalco
Industries. Hindalco’s shares took a dip to Rs. 1500 and X made gains by
a right to sell his options at Rs. 2200.

Though not with the use of options, SEBI has recently in an order?*
imposed a heavy penalty on six individuals for contravening Section 12
of the SEBI Act and Sections 3 and 4 of PFUTP Regulations for using
Telegram as a platform to manipulate prices. As the law differentiates
between stocks and options on a technical basis, the treatment of both
these instruments in unlawfully manipulating prices on the Indian

22. M S Narasimhan and Shalu Kalra, The Impact of Derivative Trading on the Liquidity of
Stocks, 39(3) Vikalpast, 51-65 (2014); Team outreach, How illiquid options are prone
to manipulation, THE OUTREACH (Aug. 30, 2021, 9:10 PM), available at: https://the-
outreach.in/how-illiquid-options-are-prone-to-manipulation/.

23. Id. at 7.

24. In the matter of Stock Recommendations using Social Media channel Telegram, SEBI,
(January 12, 2022, 10:10 AM), available at: https://www.sebi.gov.in/enforcement/orders/
jan-2022/interim-order-in-the-matter-of-stock-recommendations-using-social-me-
dia-channel-telegram_s55305.html.
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bourses is the same. Hence, one can rightly assume the use of social
media for disseminating false information using options will have the
same consequences as stocks.

B. Synchronized Trade Reversals

Reversal trades can be defined as those trades wherein one entity reverses
its position (buy or sell) within the contours of a contract with the same
counterparty during the same day.?’ These trades are said to be non-gen-
uine when they are conducted keeping in mind a pre-determined price,
with no basic trading rationale and leading to a misleading appearance
on the exchanges.

For example, Trader X and Trader Y executed an options contract
with a strike price of Rs. 10 in the F&O of the stock exchange.

Date Buyer Seller Buy Order | Sell Order | TradeTime | TradeRate | Trade
Time Time (Rs.) Quantity

10.01.2022 X Y 11:21:55 11:21:55 11:21:55 0.2 1,80,000

10.01.2022 Y X 11:22:00 11:22:00 11:22:00 5 1,80,000

In the present illustration, options contracts were executed on January
10, 2022, wherein X bought 1,80,000 units from Y at 11:21:55 at the rate
of Rs. 0.2 per unit and sold 1,80,000 units to Y at 11:22:00 at the rate of
Rs. 5 per unit. In this manner, a total of two trade contracts generated
an artificial volume of 3,60,000 units by reversing the same quantity of
units but at a different rate. X made a total profit of Rs. 8,64,000 and Y
suffered a loss.

What makes this a case of price manipulation is the execution of trades
by X with such buying and selling on the same day with a precision of
quantity with its counterparty Y along with a pre-determined arrange-
ment to book profits and losses respectively. Moreover, the nature of the
transaction is questioned when it is executed far away from the strike
price.

Investors by representing a fake open interest in far strikes can cre-
ate turbulence in market sentiment that there is some big event/fraud

25. In respect of Shri Ankit Katiyar HUF in the matter of dealings in Illiquid Stock Options
at BSE, SEBI, (Jan 12, 2022, 8:10 PM), available at: https://www.sebi.gov.in/enforcement/
orders/jan-2022/adjudication-order-in-respect-of-shri-ankit-katiyar-huf-in-the-matter-
of-dealings-in-illiquid-stock-options-at-bse_55313.html.
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fabricating in the company that can lead to price manipulation or by
taking a contrary position in future contracts and squaring off the trade
when it turns out to be in the investor’s favour.

C. Huge Sales in Cash Market

X, in this case, holds a good number of shares of Sun Tv Network, while
it enlists A, Z and B to act as agents operating on its behalf in the F& O
segment by holding short positions. X executed three separate contracts
with A, Z and B wherein they transfer all their profits and losses to X
while earning commission on the requisite transactions.

On January 11, 2022, just as the market was about to close, X placed
20 sell orders between 3:20:40 p.m. and 3:27:54 p.m. at a price lower
than the current market price. This led the market to fall but the simulta-
neous short positions were taken up by X’s agents led to enormous profits
which were then transferred to X as per the agreement.

The malafide attempt for undue gains through the market’s disequilib-
rium makes this a case for price manipulation.?®

D. Front Running combined with options

Front running is a widely known manipulative practice that is made
unlawful under Regulation 4(2)(q) of SEBI’s PFUTP Regulations. It is a
price manipulative technique combined with insider trading and SEBI’s
Prohibition of Insider Trading Regulations implications. This technique
can be combined with derivatives such as options to affect the index
prices. This form of conduct was identified by the Supreme Court as self-
front running, but not dealt with.?”

In Front running, an individual, banks upon a piece of non-public
information to place a buy or sell order ahead of a significantly huge order
[‘Block trade’] which has the capability to affect prices of the exchange.
In self-front running, the person purchasing the block trade engages in
buying futures or options to hedge his risk against the known price dip.

26. In Re: Reliance Petroleum Ltd. And Ors., Securities and Appellate Tribunal [‘SAT’] (Mar.
24, 2017).

27. SEBI v. Kanaiyala Baldevibhai Patel (2013) SC, available at:https://www.sebi.gov.in/
enforcement/orders/sep-2017/order-of-the-hon-ble-supreme-court-of-india-in-the-mat-
ter-of-sebi-vs-shri-kanaiyalal-baldevbhai-patel-and-other-connected-matters_36000.
html.
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For example, HDFC Asset Management Co [{[HDFC AMC?’] intends
to sell 2,50,000 HDFC Bank shares to X. When X receives the buy order
from HDFC AMC, he offsets his position by purchasing the same quan-
tity of HDFC AMC put options. X knows this block trade which HDFC
AMC is concluding with her, will lead to a plummet of HDFC AMC’s
price and therefore simultaneously obtains a right to sell HDFC AMC’s
shares at a profit with the help of put options.

This scheme of the investors is very difficult to identify; even more
difficult when brokers are involved with managing their client’s orders
cross front-running.?

E. Spoofing in the derivatives market

Traders are catching up with the rising technology to make this algo-
rithm trading manipulate the stock market prices. Spoofing is commonly
placing intentional buy and sell orders only to cancel them before they get
executed. The purpose is to create a misperception of demand or supply
for other traders and manipulate the market depth of the securities. Once
the traders respond to the misperception created, it causes the prices to
shift intensely.

The United States’[‘'US’] Commodity Futures Trading Commission
[‘CFTC’] has defined spoofing in the context of derivatives as “Manual
and automated trading schemes that place and quickly cancel bids
and offers in futures contracts in order to benefit other orders and/or

positions.”?’

Hypothetically, X in the F& O segment puts across an order to sell
1,00,000 call options of ICICI Bank using an algorithm. The market
reacts to this and the prices of ICICI Bank start to dwindle. Before the
sell order could be completed, the algorithm causes the orders to be ter-
minated. X then sells his options at a profit.

No case of spoofing has yet crossed the Indian stock markets, let
alone the derivatives segment, but the regulator in consonance with the

28. Securities and Exchange Commission [‘SEC’], Detecting Personal Trading Abuses,https://
www.sec.gov/rules/other/f4-433/mccannt.htm.

29. Commodity and Future Trading Commission [‘CFTC’], CFTC Whistleblower Alert: Blow
the whistle on spoofing in the commodities and derivatives markets, Commodity and
Future Trading Commission Whistleblower Program (Jan 25, 2022, 10:10 PM), available
at: https://www.whistleblower.gov/whistleblower-alerts/Spoofing_WBO_Alert.htm.
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exchanges have taken up further surveillance measure to detect spoof-
ing.3® The same measures can be applied to detect spoofing in the deriva-
tives market. A number of cases have been reported in the US?! and UK??
where spoofing concerning future contracts was witnessed and sanctions
were imposed.

F. Freak Trades

Yet another unregulated wave of manipulation is crossing the derivatives
markets which is taking everyone by surprise. These unusual or freak
trades are executed far away from the current market price. Recently,
16450 call options saw a price rise of 800% from trading at Rs. 8o to
Rs. 8oo within a minute.?* Numerous such trades are executed till now
where the investors, as well as the exchanges, have no explanation, yet,
to this.

IV. LANDSCAPE OF INDIA’S ANTI-MANIPULATION
REGULATIONS AND THE CURRENT JURISPRUDENCE.

Regulation of markets with proper enforcement mechanisms is par-
amount to instill confidence amongst investors about its integrity and
fairness. To achieve the same, SEBI has formulated various rules and
regulations to facilitate a conducive environment for the investors to
participate and invest more which is vital for the growth of our Indian
economy.’* Keeping aforesaid in mind, SEBI has engrained certain pro-

30. National Stock Exchange, Circular, NSE/SURV/ 47814 (Issued on March 26, 2021).

31. United States v. Coscia, Case No. 14-cr-oos51 (N.D. Ill.) (indictment filed Oct. 1, 2014);
In re Panther Energy Trading LLC, et al., CFTC Docket No. 13-26 (July 22, 2013); CFTC
v. Moncada, Civil Action No. 12-cv-8791 (S.D.N.Y.); In re Gelber Group, CFTC Docket
No. 13-15 (Feb. 8, 2013); In re Amaranth Natural Gas Commodities Litig., 730 F.3d 170,
173 (2d Cir. 2013).

32. Huw Jones, UK watchdog alleges three traders manipulated futures market, REUTERS
(Sept. 10, 2021, 9:50 PM), available at: https://www.reuters.com/world/uk/uk-watch-
dog-alleges-three-traders-manipulated-futures-market-2021-09-10/; Joshua Al Ray
et al., Spoofing and Market Manipulation - 2020 Year in Review, Rahman Ravelli
(Sept. 10, 2021, 9:55 PM), available at: https://www.rahmanravelli.co.uk/articles/
spoofing-and-market-manipulation-2020-year-in-review/.

33. Money Life Digital Team, Explainer: Freak Trades in the NSE Derivatives Segment and
How To Avoid Them, Money Life (Aug. 23, 2021, 8:10 PM), available at:https://www.
moneylife.in/article/explainer-freak-trades-in-the-nse-derivatives-segment-and-how-to-
avoid-them/64930.html.

34. SEBI v. Kishore R. Ajmera (2016) SC, available at: https://www.sebi.gov.in/enforcement/
orders/feb-2016/0rder-of-the-hon-ble-supreme-court-in-the-matters-of-kishore-r-ajmera-
ess-ess-intermediaries-pvt-ltd-and-other-tagged-matters_31815.html.
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visions in the SEBI Act, 1992 and has formulated certain regulations, as
discussed in detail, to prevent manipulation of the price of securities.’

An entire chapter namely, Chapter VA - Prohibition of Manipulative
and Deceptive Devices, Insider Trading and Substantial Acquisition of
Securities or Control, was inserted in the 1992 Act vide SEBI (Amendment)
Act, 1992°% to curb the manipulative and deceptive trades in the stock
market. In terms of Section 12A, SEBI prohibits any person to engage
or employ any deceptive devices to defraud any person in connection to

dealing in securities listed or proposed to be listed or any contravention
of the Act.

Pursuant to inserting Chapter VA in the 1992 Act, SEBI in the exer-
cise of its powers under Section 30 of the 1992 Act®” has formulated
SEBI PFUTP Regulations. Chapter II of the PFUTP Regulations com-
prises Regulations 3 and 4, which deal with the prohibition of fraud-
ulent and unfair trade practices relating to securities in the market.
Regulation 3 talks about the prohibition of certain dealings in securities
and Regulation 4 provides for the prohibition of manipulative, fraudu-
lent and unfair trade practices. Although the phrase “price manipula-
tion” has not been defined, the word “fraud” has been interpreted in
Section 2(c) of the PFUTP Regulations®® resembling Section 17 of the
Indian Contract Act, 1872.% The Supreme Court has stated price manip-
ulation to be “a deliberate attempt to interfere with the free and fair
operation of the market and create artificial, false or misleading appear-
ances with respect to the price, market, product, security and curren-
cy”.* Accordingly, price manipulation is a fraudulent act as per Section
2(c) of the PFUTP Regulations.

The PFUTP Regulations have undergone a sea change concerning
the threshold required to establish fraud. The erstwhile PFUTP, 1995
Regulation*! which is now repealed by the 2003 Regulation had the
benchmark to prove “intent to deceive” concerning the acts of a person

35. Securities Contracts (Regulation) Act, 1956, Reg. 2(h).

36. The SEBI (Amendment) Act, 1992.

37. SEBI Act, 1992, Section 3o0.

38. SEBI Act, 1992, Reg. 2(c).

39. Indian Contract Act, Act No. 9 OF 1872, Acts of Parliament § 17 (India).

40. SEBI v. Rakhi Trading (P) Ltd., 13 SCC 753 (2018).

41. SEBI (Prohibition of Fraudulent and Unfair Trade Practices relating to securities market)
Regulations, 1992.
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engaged in any fraudulent activities. The revised definition of fraud in the
2003 Regulation has omitted “intent to deceive” and inserted “whether
in a deceitful manner or not” in its definition. This has a clear conno-
tation of the legislation’s intent to charge the act of fraud without tak-
ing into consideration the delinquent’s mens rea. This has been clearly
laid down by the Securities Appellate Tribunal ['SAT’]*? to clarify the

abovementioned:

“It is clear from this definition that any act, omission or concealment to
be a fraud within the meaning of the Regulations need not be committed
in a deceitful manner. The words “whether in a deceitful manner or not”
are significant and clearly indicate that intention to deceive is not an essen-
tial requirement of the definition of fraud as given in the Regulations. Even
making a false statement without believing it to be true is by itself an act of
fraud.”

In view of the change, it is even genuine trades in illiquid options which
are sold below the fair value without any malafide intent has also been
colored as fraud. For a transaction to fall within the four falls of unfair
trade practices the facts of the case have to be uncovered with a heavy
reliance placed on circumstantial evidence, as direct evidence sometimes
is not feasible, given the complexity of the transaction. Moreover, the
burden of proof is to be discharged by preponderance of probabilities.*

On similar lines, when complex transactions are undertaken by the
investors (using insured options to recover from market swings caused
by the investor himself) the act has to be ascertained from the view of the
effect of what was being done indirectly is what could not have been done
directly.** If the answer falls in the positive, then the transaction falls out
of the law’s ambit.

Various extensive factors come into play while adjudicating the gen-
uineness of the option transaction if were conducted to manipulate the
index. The first and the most prevalent indicative factor in potential
manipulation is depicted in synchronized reversal trading wherein, one
party is continuously making profits and its counterparty is continuously
incurring losses and selling the option contract to another party below

42. Pyramid Saimira Theatre Ltd. v. SEBI, SAT (April 7, 2010), https://www.sebi.gov.in/
satorders/Pyramidsat.pdf.

43. 1d at. 36.

44. Shri Shadilal Chopra v. SEBI, SEBI (December 2, 2009), available at: https://www.sebi.
gov.in/satorders/shahdilalzor.pdf.
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the Intrinsic Value. These options are then brought back by the first party
at a higher price on the same day or the next trading day.

In a landmark Supreme Court [‘SC’] judgment of SEBI v. Rakhi
Trading,* the Court discussed in detail synchronized reversal trading
and its PFUTP implications. The case revolves around the tangent of
whether the market impact is a sine qua non for deciding culpability and
the presence of beneficial ownership if is necessary to depict fraud. When
the order of SEBI was challenged, SAT held both of the abovementioned
questions in the negative. It stated that the transaction in the present case
did not have any impact on the market and hence there is no violation of
the PFUTP Regulations. Moreover, it went on to hold that in the F&O
segment, since no actual stocks are being traded, there is no physical
delivery of assets but all transactions are settled in cash. Hence, there can
be no concept of beneficial ownership in options as only contracts are
traded and every synchronized reversal trading is genuinely leading to no
manipulation in the F&O segment.

While striking down the order of SAT, the SC opined that the purpose
for which Section 12A of the SEBI Act and Section 3 and 4 of the PFUTP
Regulations were imbibed in the Indian laws was to preserve market
integrity and prevent market abuse. The frequency at which trades were
reversed in a synchronized manner had a huge impact on price discov-
ery and hence struck the core of market integrity. Further, the Court
pointed out a thin-line difference between the F&O segment and the
main exchange to mean how options trading is based on contracts and
during reversal of trades, there is a change in rights of the contract, even
in derivatives.

Consequently, as in the present case, there has been no intention to
transfer the beneficial ownership, the trades were carried out with no
other intention but to manipulate the price of the market. For arriving at
a decision, the Court considered the ruling given by the SAT*® wherein
the tribunal ruled that any synchronized trade reversal will be considered
illegal if it is carried out with the intent to manipulate the market or the
trade is of a dubious nature of does not involve a change in beneficial

45. 1d at. 41.
46. Ketan Parekh v. SEBI, SAT (July 14, 2006), available at:https://www.sebi.gov.in/enforce-
ment/orders/jul-2006/in-the-matter-of-ketan-parekh-pdf_rto456.html.
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ownership or carried to create artificial volume resulting in unsettling
market equilibrium.

On similar lines, to further ironclad this position, SEBI*” and SAT*®
have held that, synchronisation of trades with a liquid stock can be a pos-
sible coincidence, however, the possibility of the same in illiquid markets
where trading happens anonymously cannot be a coincidence and has to
be an orchestration of reversing the trades with at a price and arrange-
ment fixed with the prior meeting of minds.

Another pattern that was observed by the SAT* was in the form of a
company selling numerous shares in the stock market to drive the prices
down and benefit from the short positions held by the company’s agents.
The agents tunnelled the profits from their short positions back to the
company and earned from the commission on those profits. The Notice
defended his position by referring to his action as hedging his risk against
the price swings. The tribunal compared the Notice’s defence to a mirage
and stated when a microscopic view is taken in the given circumstances,
the veil of hedging is lifted and the true intentions of the notice are seen.

Conclusively, the tribunal held this case to not be a normal case of
manipulation but a case wherein a novel strategy of manipulating the
settlement price in the F&O segment to gain profits by the artificial vol-
ume accumulated in the stock market “The actual manipulation has hap-
pened with respect to the convergence price of the spot with the futures.”

Diametrically, in Ketan Parekh v. SEBI, the regulator held that “It
would, therefore, follow that a synchronised trade or a trade that matches
off-market is per se not illegal.” The same view was endorsed by SAT in
Subhkam Securities Private Limited v. SEBL.*? It elaborated that not every
trade of synchronised trade reversal which materialises on the exchange
will attract PFUTP implications but only those which are organised with

47. In respect of Kay Power and Paper Ltd. in the matter of dealing in illiquid options on the
BSE, SEBI (January 17, 2019), available at: https://www.sebi.gov.in/enforcement/orders/
jan-2019/adjudication-order-in-respect-of-kay-power-and-paper-ltd-in-the-matter-of-
dealing-in-illiquid-options-on-the-bse-_41719.html.

48. In the matter of RushilDécor Ltd., SEBI (October 13, 2017), available at: https:/www.
sebi.gov.in/sebi_data/attachdocs/oct-2017/1509114111023.pdf; Global Earth Properties
v. SEBI, SAT (September 14, 2020, 8:10 PM).

49. 1d. at 26.

50. Subhkam Securities Private Limited v. SEBI, SAT (May 27, 2019, 9:00 PM), available at:
http://sat.gov.in/english/pdf/E2019_]JO20167.PDF.
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the sole intention of manipulating the market. The same reasoning is
applied to all kinds of trades that are executed on the exchange with a
malafide intention including self-trades/wash trades (concluding a trans-
action without any change in beneficial ownership wherein the buyer
and seller is the same person). SEBI in several judgements® held these
self-trades to be genuine wherein the volume of self-trades did not affect
the total volume of the trades in that particular company. And hence, no
intention can be found to mislead the prices.

Though price manipulation tactics are rampant across the world, SEBI
has come across only a handful of maneuvers, especially malafide trade
reversal which has caught the attention of the Regulator and are being
closely monitored. With every unique scheme that innovators are bring-
ing in the market to make unlawful profits in other jurisdictions, can we
assume there to be similar ongoings in the Indian markets which have
not yet been detected?

It would be interesting to see the Regulator’s and the Courts’ approach
if and when other kinds of schemes are identified in the Indian markets.
Prevention today, in the form of an efficient enforcement mechanism in
place to deal with the potential exploitation of the highly volatile F&O
segment can be the best of all cures.

V. TREATMENT OF OPTIONS
MANIPULATION IN US AND UK

A. United States [‘US’]

The Securities and Exchange Commission [‘SEC’] defines the market
to be manipulated when an individual artificially affects the supply or
demand for a security.’> US’s anti-manipulation regulations are robust
and extensive. They fall under the contours of Securities Exchange Act,
1993, Securities Exchange Act, 1994 [‘Exchange Act’] and Commodities

51. In the matter of trading activities in the scrip of Unitech Limited, SEBI (June 19, 2017,
8:10 PM), available at: https://www.sebi.gov.in/web/?file=../../../sebi_data/attachdocs/jun-
2017/1497868966625.pdf#fpage=1& zoom=auto,-16,792; In the matter of trading activi-
ties in the scrip of Aster Silicates Limited, SEBI (June 22, 2017, 10:00 PM), available at:
https://www.sebi.gov.in/web/?file=../../../sebi_data/attachdocs/jun-2017/1498127302394.
pdf#page=4&zoom=auto,-15,704.

52. SEC, Market manipulation, available at: https://www.investor.gov/introduction-investing/
investing-basics/glossary/market-manipulation.
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Exchange Act, 1936 [‘CEA’]*® and the Dodd-Frank Wall Street Reform
and Consumer Protection Act.

1. Securities Exchange Act, 1993

The framework of Section 17(a) of the Securities Exchange Act, 1993°*
matches Section 1o(b) of the Securities Exchange Act, 1994.%° However,
Section 17(a) has a much wider ambit than Section 1o(b) wherein the
latter requires the proof of manipulation to be with scienter (intention).

2. Securities Exchange Act, 1994

Section 9(a)(1) of the Exchange Act’” explicitly prohibits wash sales and
matched orders (same as synchronized trading) when used for the pur-
poses of “creating a false or misleading appearance of active trading in
any security...”. Similarly, Section 9(a)(2) of the Exchange Act specifies
prohibition on activities (e.g., marking the close or painting the tape)
which are used for “creating an actual or apparent active trading in such
security, or raising or depressing the price...”. To broaden the spectrum of
price manipulation beyond these activities, Section 10(b) was introduced
in the Exchange Act.* This section makes it unlawful for any individual
to employ any manipulative or deceptive device in contravention of any
rules and regulations for the public interest. To further close a loophole
in pursuance of safeguarding against fraud,* Section 10(b)-5 was intro-
duced by the SEC.®° It takes into account all the conduct already men-
tioned in Section 10(b) with more precision.

53. Joshua L. Ray, Market Manipulation Under US Federal Law, Rahman Ravelli(Feb.
7, 2021, 7:t0 PM), available at: https://www.rahmanravelli.co.uk/articles/market
-manipulation-in-the-us-explained/.

54. Securities Act of 1933, 15 U.S.C. § 17(a) (1993).

55. Securities Act of 1934, 15 U.S.C. § 10(b) (1994).

56. SEC v. Stoker, 11-cv-07388 (S.D.N.Y.).

57. Securities Act of 1934, 15 U.S.C. § 9(a)(1) (1994).

58. Lewis D. Lowenfels, Sections 9(a)(1) and 9(a)(2) of the Securities Exchange Act of 1934:
An Analysis of Two Important Anti-Manipulative Provisions under the Federal Securities
Laws, 85 NW. U. L. REV. 698 (1990-1991).

59. SEC, available at: http:/3197d6d14bsfrof2f4405e13d29c4co16cf96cbbfdrozcs79bgs.
r81.cfr.rackcdn.com/collection/papers/1940/1942_o521_SEC_PR_RuleX_10bs.pdf.

60. Securities Act of 1934, 15 U.S.C. § 10(b)-5 (1994).
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3. Commodities Exchange Act, 1936

This Act was enacted to keep in its purview the regulation of commodi-
ties and futures contracts (including options).! It safeguarded individuals
who had a paucity of information in relation to the commodities market
and had high chances of being misled.®> The CEA is coded at 7 U.S. Code
1.%3 Section 4(c) of the CEA (Section 6(c) of the U.S. Code)** enshrines
prohibited transactions relating to future commodities.

Dodd-Frank Wall Street Reform and Consumer Protection Act

This Act® was brought to curb the irregularities in the OTC mar-
kets and led to the expansion of Section 4(c) of the CEA to bring in
anti-spoofing provisions.

4. Case studies

The latest frenzy that took the US stock markets by a swing was wit-
nessed with a ‘meme’ stock, namely Gamestop Corp [‘GME’], making
history with the country’s highest recorded intraday stock price at $483.
The number of individuals trading their shares surged from 10,000 to
9,00,000 by the end of January 2021.°° The pumping of the video game
retailer’s stock was done by a bunch of investors colluding on the social
media platform, Reddit, and building the price of the heavily shorted
stock by the incentive of a possible short squeeze.®” The last week of
January marked GME’s decline and the regulator’s cue to step in. The

61. John H. Stassen, The Commodity Exchange Act In Perspective A Short And Not-So-
Reverent History Of Futures Trading Legislation In The United States, 39(3) Washington
and Lee Law Review 825 (1982).

62. Loginovskaya v. Batratchenko, 764 F.3d 266, 270 (2d Cir. 2014).

63. CFTC, Commodity Exchange Act — U.S. Code Conversion Chart, available at: https:/
www.cftc.gov/LawRegulation/ceaconvchart.html.

64. 7 U.S. Code 1, Section 6(c).

65. Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124
Stat.

66. Madison Darbyshire, Almost 900,000 accounts traded GameStop at peak of meme
stock craze, Financial Times (Oct. 19, 2021), available at: https://www.ft.com/content/
df758az2a-6caf-4dsf-ab7o-bbs815922b91.

67. John Mccrank, Explainer: Why did the SEC release a report on GameStop?, REUTERS
(Oct. 19, 2021, 10:10 PM), available at: https://www.reuters.com/business/
why-did-sec-release-report-gamestop-2021-10-18/.
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SEC however did not imply any legal consequences, yet, but in its report
attributed the same to, volatility, short positions and social media.*®

In a similar set-up, where social media rumors were put into play was
the case wherein two defendants, Mark Melnik and Bart Ross had admit-
ted before the Court their trading in option scheme to make illicit gains.®’
The orchestration was such that right before the defendant’s co-conspira-
tors disseminated a rumor in the market, they would take up short term
call options and profit by selling them at the increased price.

Further, jumping on the meme stock frenzy, the SEC had initiated
litigation against Suyun Gu and Yong Lee under Section 10(b), Section
10(b)-5 and Section 17(3) of the Securities Exchange Act, 1993. By a very
crafty scheme, both made illicit gains from wash trading put options
and the maker-taker program offered by the Exchange. The program
worked in a way wherein each completed trade (buy and its subsequent
sell) resulting in liquidity would fetch an individual rebate for market
participation. Both Gu and Lee traded out of the money put options
with themselves knowing that purchasing put options on the rising meme
stocks would be less suspicious. Lee has agreed to compensate for the
given charges without admitting anything and litigation against Lee is
still pending.”

B. United Kingdom [UK’]

UK’s anti-manipulation regulations’ are preserved in the E.U’s Market
Abuse Regulations ['MAR’] 2016 which apply to any financial instru-
ments traded on UK or EU’s regulated markets which also includes the
regulation of financial derivatives.

68. SEC, Staff Report on Equity and Options Market Structure Conditions in Early 2021,
available at:https://www.sec.gov/files/staff-report-equity-options-market-struction-con-
ditions-early-2021.pdf.

69. Id. at 1.

70. SEC Press Release, SEC Charges Two Individuals for Wash Trading Scheme Involving
Options of “Meme Stocks™ (Sept. 27, 2021, 10:08 PM), available at: https://www.sec.gov/
news/press-release/2021-195.

71. Rahman Ravelli, Market Manipulation Regulations in the U.S. and UK., avail-
able at: https://www.rahmanravelli.co.uk/assets/Resource-Guides/Market-
Manipulation/92edfaes4c/Market-Manipulation-Master-Guide-29-Jan-2021.pdf.
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Section 12 of the MAR”? gives meaning to market manipulation and
its components. Further, Section 15 of the MAR”? makes it unlawful for
any person to engage in or attempt to engage in market manipulation.
These have to be seen co-jointly with Commission Delegated Regulation
(EU) 2016/5227* and the Financial Conduct Authority’s [‘FCA’] hand-
book (MAR 1.6, MAR 1.7 and MAR 1.8). While the former state the
thresholds and notifications to be complied with,” the latter holds a
more comprehensive outlook by regulating specific types of price manip-
ulation (wash trades, buying and selling at the close of market, painting
the tape etc.).

With this, Section 13 MAR carves out an exception for individuals to
defend that the transactions they have carried are for legitimate purposes
and in conformity with the market practice.

1. Case studies

The UK has not witnessed any major price manipulation keeping in view
the financial derivatives. One such case before the new regime was that
of R (on the application of Fleurose) v. Securities and Futures Authority
Ltd.”® JP Morgan was standing to lose %2 million pounds on options if
the stock market (FTSE-100) closed above a certain price. To move the
stock’s index value, it sold stocks to UK’s five large companies in the
last few minutes of trading. The firm was fined for having the required
intention to manipulate the stock prices. However, in the current regime,
intention is not to be proved to establish market manipulation.”

VI. CONCLUSION

Non-genuine trades in the Indian stock market are not new. No mat-
ter how airtight laws can be, investors will always find loopholes in the

72. European Union Market Abuse Regulation, 2016 [‘'EU MAR’], Section 12.

73. EUR MAR, Section 13.

74. Official Journal of the European Union, available at: https:/feur-lex.europa.eu/
legal-content/EN/TXT/PDF/?uri=CELEX:32016R0522&from=EN.

75. Financial Conduct Authority, Market Abuse Regulations, available at: https://www.
handbook.fca.org.uk/handbook/glossary/G3592m.html.

76. R (on the application of Fleurose) v. Securities and Futures Authority Ltd [2001] EWHC
Admin 292.

77. University of Salford Manchester, Market Abuse,https://usir.salford.ac.uk/id/
eprint/3149/1/MA_Article.pdf.
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legislation to manipulate the market and find different tactics to gain
illicit profits. Likewise, dealing in illiquid options to manipulate the price
of an underlying asset seems to be amongst the investors’ new favorite.
Investors take advantage of the illiquidity and the market’s information
asymmetry with a combination of schemes to create artificial volumes/
profits on the exchanges. This was observed by SEBI in the large scale
non-genuine trades of illiquid options perpetrated by several entities on
the BSE. Apart from the above, the recent surge in freak trades and the
use of social media to manipulate the markets are all indicating towards
creating robust and dynamic enforcement as well as a regulatory mech-
anism that can live up to every tactic and technology of the investors.
As at the end of the sword are always the retail investors who are being
affected by the turbulence in market prices created by the big fishes of the
market.”® SEBI has already come up with a few constraints which range
from limiting the strike prices of options™ to periodic call auctions for
illiquid scrips.®® The regulator is moving ahead of the standard mecha-
nism to curb manipulation and seeking to take on artificial intelligence,
especially for surveilling social media platforms. Although SEBI is vigi-
lant about the manipulations and is constantly at work to control them,
however, decoding and regulating the complex tactics used by investors
is not an easy task. The regulator needs to set up an independent task
committee involving individuals who have the expertise and can intrin-
sically deal with the relevant issue at hand and can come up with robust
recommendations and effectively deal with the situation.

78. C.P. Chandrasekhar et al., The elusive retail investor: How deep can (and should) India’s
stock markets be?, available at: https://www.sebi.gov.in/sebi_data/DRG_Study/elusivere-
tailinvestor.pdf.

79. National Stock Exchange, Circular (March o7, 2013, 9:10 PM), available at: https://
wwwr.nseindia.com/content/circulars/FAOP22901.pdf.

80. SEBI, Circular, CIR/MRD/DP/6/2013 (February 14, 2013).
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Determination of Relevant
Market in the Digital regime

—Tanya Saraswat

ABSTRACT

The availability and accessibility of data and devices has spurred
the growth of digital platforms. Consumers are consequently
relying on these platforms for their products and services in a
wide array of sectors. Growing reliance of consumers on the
digital platforms gives grounds to the competition regulators
around the world to impose scrutiny processes. Moreover, with
increasing popularity in the coming years, it is essential to assess
whether the existing rules and regulations for brick-and-mortar
market can be applied to digital markets.

The multi-sided nature of the digital platforms poses a
challenge while determining the relevant market. Competition
authorities are increasingly setting precedents that involve digital
platforms. However, unlike other competition authorities and
regulators, the CCI has failed to recognize the multi-sided nature
of digital markets which has led to misleading of competitors in
the market. The essay analyses the position of CCI in comparison
with other regulators and observes that there is a need to adjust
CCUI’s approach towards relevant market determination. Given
the dynamic nature of digital markets, legislative amendments
might not serve the purpose and therefore, the principles must be
rectified through judge-made law.

I. INTRODUCTION

As stated by the Chairman of the Competition Commission of India,
(“CCI”) “Digital markets are epicentres of technological innovation but
lately they have become zones of entrenched and unchecked dominance”.
Digital platforms are the online businesses that facilitate the interactions
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between distinct user groups through applications or websites and are
becoming ubiquitous in modern consumer economies. The digital world
is not merely an extension to brick and mortar now but itself is a sepa-
rate market. Given the size of the digital firms and gaining prominence
due to the pandemic, one of the arising issues is to delineate the “type of
relevant market” in digital markets.

The principle “big is not bad” is established in India’s competition reg-
ulation. In digital markets, a firm’s size determines the result of innova-
tion, a novel business and efficient operations. The reward of the size and
aggressive competition is consumer benefit and economic productivity.
The competition policies have identified such strategies that can be used
by dominant firms to enhance or protect the market power.

The India’s competition authority, i.e., CCI observed the challenges of
competition enforcement in digital markets before it was barely finding
its feet in 2009." Lacking its own jurisprudence, the CCI leaned on the
literal words of Indian Competition Act, 2002 and precedents from EU,
US and other mature jurisdictions in developing reasoning in its own
pronouncements. Competition law has established legal and economic
frameworks for evaluating abuse of dominance which might not be capa-
ble to address every digital policy concern. Other policy tools such as
merger control might be useful in such cases.

The essay seeks to illustrate how relevant market in a digital regime
can be defined with the help of available resources. The first section dis-
cusses the definition and importance of determining the relevant market;
the second section examines relevant market in the technological-driven
era in India as well as other jurisdictions; the third section explores the
closure of cases in a prima facie review and the fourth section determines
the way ahead before concluding the discussion.

II. MARKET DEFINITION

Dominance is the position an organization holds within a specific prod-
uct and geographic market. Thus, delineating relevant market is a sine

1. Payal Malik, Sayanti Chakrabarti & Maria Khan (2020) Competition Law Enforcement
in Digital Markets — Emerging Issues and Evolving Responses in India, 1 THe EVOLUTION
OF ANTITRUST IN THE DicITAL ERA: Essays oN CompETITION PoLicy 253 (David Evans, Allan Fels
AO & Catherine Tucker eds., 2020).
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qua non for an abuse of dominance proceeding, especially in jurisdic-
tions like India that require it in their competition legislation.

A relevant market is one in which interchangeable products or ser-
vices can be determined.? It defines the bounds within which the actions
have to be assessed. A relevant market has two dimensions: product and
geographic market.® The statute defines the product market as an amal-
gamation of all products or services regarded as interchangeable by con-
sumers based on the characteristics, use or price.* Simultaneously, the
geographic market is the area in which conditions of demand and supply
of goods are homogeneous.®

III. DETERMINATION OF RELEVANT
MARKET IN DIGITAL REGIME

The CCI dealt with 38 cases involving digital platforms between 2014
and mid-2021, 35 of these cases include allegations of abuse of dominance
under Section 4 of the Competition Act. As digital platforms become
pervasive, such cases will only become more frequent. The impact is pos-
sible on massive platforms as well as small digital ecosystems. Therefore,
it becomes essential to assess whether the jurisprudence and decisional
procedures can be used to address the anti-competitive effects posed.
This section shall assess the jurisprudence in various countries based on
the used approaches and discuss the trend adopted by the CCI.

A. Single market v. Multi-sided market

The prominent question that needs to be determined is whether the digi-
tal market involves a one-sided or multi-sided analysis. In simpler words,
the respective authorities have to determine whether the different aspects
of a market participate in interrelated markets or single market.® Single
market refers to an interaction with one specified group of users. Multi-
sided markets enable interactions between two or more groups of users

2. The Competition Act, 2002, § 2(r) No. 12, Acts of Parliament, 2002 (India).

3. Id.

4. The Competition Act, 2002, § 2(t) No. 12, Acts of Parliament, 2002 (India).

5. The Competition Act, 2002, § 2(s) No. 12, Acts of Parliament, 2002 (India).

6. Australian NCA: ACCC v. Flight Centre Ltd, Case No. QUD 150/204 (2015); Dutch NCA
(2017); German NCA, Immowelt/Immonet, Decision No. B6-39/15.
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in a manner that generates values for at least one of the user groups.’
Therefore, it may lead in multiple relevant markets being defined, as
different sides of the platform consider different services. In particular,
transaction-matching platforms such as online hotel booking services or
cab aggregators mostly operate in a single market, given that they pro-
vide a similar type of service to different groups of consumers.® On the
other hand, the situation is more complex in attention-providing plat-
forms such as video streaming services, given the externalities, it shall be
better to consider important relationships between different sides of the
platform.

In single markets, the ‘Small but Significant Non-Transitory Increase
in Price’ (SSNIP) test determines the substitutability of the product.’ It
assesses whether consumers would move away from the product due to a
price increase, which is only possible if substitutes are available. Applying
the test to multi-sided markets is fraught with complications as a price
increase on one side can impact demand on the other. A hike in the
commission rate charged by the cab aggregator may reduce willingness
of the drivers to provide their services, which in turn may lead to reduced
number of customers. The German CA recommended qualitative factors
such as product quality, to assess relevant market in multi-sided digital
markets.

The approach was used by the US in Obio vs. Amex,"! wherein the
Supreme Court was asked to determine charging reduced transaction
fees by credit card banks as anti-competitive. The contention was denied
on the basis that both sides i.e., customers and banks constitute a single
market and that the harm needed must affect both sides. It is evident that
no harm is caused to the user and hence, it cannot be anti-competitive.

7. Daniel Mandrescu, Applying (EU) competition law to online platforms: Reflections on
the definition of the relevant market(s), 41(3) WorLp Comp. L. Eco. REv., (2018).

8. Daniel Mandrescu, The SSNIP Test and Zero-Pricing Strategies, 2(4) Euro. Comp. & REG.
LR, (2018).

9. Kaushal Sharma, SSNIP Test: A Useful Tool, Not a Panacea, Competition Law
Reports  (May-June  2011),  cci.gov.in/sites/default/files/presentation_document/
SSNIPTestKKSharmaz6o711.pdf.

10. Daniel Evans and Michael Noel, The Analysis of Mergers that Involve Multisided
Platform Businesses, 4(3) J] Comp Law & Eco., 663-695, 2008, available at: papers.ssrn.
com/solz/papers. cfm?abstract_id=1277776.

11. Ohio v. Amex, 585 U.S. (2018.)
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However, the US scholars opined that this distinction should not be the
sole basis for relevant market determination.

The typology was also used by the UK competition authority to assess
the merger between Just Eat and Hungryhouse.'? It was observed if a
platform does not facilitate transactions, it would be sensible to define
distinct relevant markets as each side faces varied constraints.

B. Matching vs. Advertising platforms

The German Competition Authority also recognized platform typology
but with a difference. The authority sorted the platforms into matching
and advertising. A matching platform helps the users on both sides to find
their perfect match without always using transactions. Simultaneously,
advertising platforms do not aim to create matches but focus on serv-
ing the audience with the advertisements they host. Therefore, matching
platforms pertain to single market whereas advertising platforms per-
form in separate markets.'3

Therefore, there is a trend of substituting the SSNIP test with qualita-
tive factors in determining the relevant market in digital regime.

IV. THE CCI'S APPROACH

The determination of relevant market is required in cases alleging abuse
of dominance and anti-competitive merger or combination. The studies
have analysed two distinct patterns in the decisions of CCI. The first
shows an inconsistency on whether online and offline markets are dif-
ferent or different channels in the same market. Another concluded that
the authority has failed to consider the multi-sided aspect of digital mar-
kets."* Primarily, CCI has usually used one-sided logic based on which
party has complained. For instance, in FHRAI vs. MakeMyTrip and
Otbhers," the case was related to the hoteliers and hence, their perspective
was used to determine the market. However, in Lifestyle Equities CV vs.

12. Competition and Markets Authority, Anticipated acquisition by Just Eat of Hungryhouse,
Provisional Findings Report.

13. CTS Eventim, Decision No. B6-132/14-2 (2017).

14. Shilpi Bhattacharya and Pankhudi Khandelwal, Judging a Book by its Cover? Analysing
the Indian Approach to Defining Platform Markets (Feb 8, 2021), available at: papers.
ssrn.com/sol3/papers.cfm?abstract_ id=3781293 (last visited June 3, 2022).

15. CCI Case No. 14 of 2019.
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Amazon,'® the authority considered the network effects on e-commerce
and telecom and hence, multi-sided markets. Therefore, in this case, a
distinction was made.

As far as assessment of substitutability is concerned, CCI hardly used
the SSNIP test. Instead, it has relied on the functionalities, the use of
which is also not uniform across the decisions. In Meru Travel Solutions
vs. Uber India Pvt Systems Ltd.," the CCI focused on the functionali-
ties like convenience and time saving at the initial stage to differentiate
between radio taxis and other forms of traditional taxis. But then, the
authority noted that in Kolkata, the consumers highly relied on the yel-
low taxis and thus, the relevant market must also include yellow cabs.
This shows CCI’s nuanced approach because it relied on consumer
behaviour and not the features. However, in Harshita Chawla'® case, the
CCI defined relevant market as the ‘market for UPI enabled digital pay-
ment applications’ stating that based on the functionalities, there are evi-
dent differences between digital and traditional approaches. Therefore,
the lack of a uniform and principled approach towards relevant market
determination may have legal and economic consequences. The CCI’s
approach is not in consonance with those of other authorities such as in
the US and the UK, which take into account the consumer behaviour as
well while making a distinction based on the functionalities. Hence, the
rule of law now requires certainty and in excessive discretion by quasi-ju-
dicial bodies.”” The companies planning to enter into any combination
also consider such legal certainty and predictability costs.

V. CCI'S PREMATURE CLOSING OF CASES

The Indian competition law framework allows investigation only if
the authority finds prima facie merit in the case during the preliminary
review. One of the surprising aspects in the CCI’s decisions is that the
authority dismisses the cases at the preliminary stage because it did not
want to intervene with in the innovative markets.?’ In furtherance of
its objectives, it has closed cases even when the authority did not have

16. CCI Case No. o9 of 2020.

17. CCI Case No. 96 of 2015.

18. CCI Case No. 15 of 2020.

19. Rajeev Suri v. Delhi Development Authority, Supreme Court Transferred Case (Civil) No.
229 of 2020.

20. Payal Malik, supra note or.
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sufficient evidence to dissect the market. The classic example of prema-
ture closing by CCI is RKG Hospitalities Pvt. Ltd. vs. Oravel Stays Put.
Ltd.,* wherein the abuse of dominance by Oyo through imposition of
unfair terms was to be assessed but the CCI ultimately held that Oyo
was not dominant in the market but only had a “significant share”. The
authority also noted that franchising for budget hotels is an untapped
market, which evidently shows that the aim was to secure the innova-
tion. CCI could use factors provided in Section 19(4) of the act?? to assess
abuse of dominance but it did not. The strong network effects of Oyo
could have also acted as a prime factor of abuse of dominance. The CCI
must take a more flexible approach in assessing the abuse of dominance
factors at the preliminary stage and it might be prudent to order an inves-
tigation, when in doubt. It is true that digital markets are at the cen-
tre of the contemporary world but some kind of intervention as well as
antimonopoly strategies are now obvious, to enhance their reactions to
consumer welfare.

VI. SUGGESTIONS AND CONCLUSION

Delineating relevant market has been a crucial step in the process of
assessing abuse of dominance and discrepancies in mergers and acquisi-
tions. Evidently, the process is complicated in the case of digital markets

21. CCI Case No. 14 of 2019.

22. The Competition Act, 2002, § 19(4), No. 12, Acts of Parliament, 2002 (India) states-

“The Commission shall, while inquiring whether an enterprise enjoys a dominant position

or not under section 4, have due regard to all or any of the following factors, namely:—
a. market share of the enterprise;

. size and resources of the enterprise;

. size and importance of the competitors;

. economic power of the enterprise including commercial advantages over competitors;

. vertical integration of the enterprises or sale or service network of such enterprises;

. dependence of consumers on the enterprise;

. monopoly or dominant position whether acquired as a result of any statute or by
virtue of being a Government company or a public sector undertaking or otherwise;

Q -0 0 T

h. entry barriers including barriers such as regulatory barriers, financial risk, high cap-
ital cost of entry, marketing entry barriers, technical entry barriers, economies of
scale, high cost of substitutable goods or service for consumers;

i. countervailing buying power;

g. market structure and size of market;
k. social obligations and social costs;

1

. relative advantage, by way of the contribution to the economic development, by
the enterprise enjoying a dominant position having or likely to have an appreciable
adverse effect on competition;

m. any other factor which the Commission may consider relevant for the inquiry.”
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because of its multi-sided nature. It requires the authorities to escape the
traditional approaches like SSNIP test. The approach of CCI, though
is in all directions at this point, can be made more predictable and cer-
tain by legal and regulatory interventions. However, before codification
and amendments related to digital markets, the authority can take cer-
tain steps in order to prevent any further harm due to anti-competitive
practices. The first step is to evaluate the basic structure of multi-sided
markets. The typology of the platform can play a crucial role. The sec-
ond step is to determine the competitive constraints that affect either
side of the market. The product substitutability, other non-price factors
and geographic location must be considered. The last step is to care-
fully determine the interdependence between both sides. The strength
of each group and indirect network effects between the two have to be
assessed. The strength of network effects defines whether the market is
based on single side or multiple sides. Following a defined path shall
assure consistency in CCI’s pronouncements. Additionally, like the com-
petition authorities in the United Kingdom suggested formation an entity
to specifically deal with digital markets, India can also take such a step
by adding a division to CCI. Digital markets are likely to pose threats in
future and our country needs to prepare for the same.
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Taxation of Cryptcurrencies:
An Indian Perspective

—Saloni Jajoo and Anukriti Anand

ABSTRACT

The emergence of a contemporary form of payment system which
is decentralized in nature known as “cryptocurrency” has gained
widespread popularity across the world. It proposes to eliminate
intermediaries and government authorities by developing a
consensus mechanism through a peer-to-peer transaction.
Formed by the attributes of money, securities and/or goods, the
ambiguous nature of cryptocurrencies pose a major challenge
of regulation to the Legislature. Due to this, there is a lack of
uniformity in the treatment of cryptocurrencies under various
jurisdictions.

The paper introduces the concept of cryptocurrencies and
provides a brief analysis of the blockchain technology. It also
highlights the stand taken by the Indian Government with respect
to the treatment of cryptocurrencies. Part 1 contemplates the
different modes under which cryptocurrencies may be taxable
in India. Part 2 deals with taxability of cryptocurrency from an
international perspective. Part 3 provides a comparative analysis
of the implications of the ban of cryptocurrencies imposed by the
Chinese Government andthe proposed banin India. Lastly, in Part
4, the authors have endeavoured to formulate recommendations
which the Government can take into consideration to protect the

interests of all the relevant stakeholders.

I. INTRODUCTION

Modern times have seen an increased dependency on technology. This
can be seen right from institutions conducting classes in an online mode
to payment via digital wallets. Digital wallets such as PayPal, Paytm,
Amazon Pay, Google Pay have gained significant popularity amongst
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individuals. These digital wallets are regulated by the Government and
enable users to purchase necessities as well as transfer money directly into
an individual’s bank account. Recently, another form of digital cash that
has garnered widespread prevalence is Virtual Currency (“VCs”). VCs or
Cryptocurrency is a type of decentralised digital currency that is intangi-
ble in nature and functions as a medium of exchange, a unit of account,
and/or a store of value. This type of currency is transacted through a
digital software secured by cryptography that is digitally recorded on a
distributed ledger, thereby validating the same.! Some popular crypto-
currencies are Bitcoin, Ether, Monero, Litecoin, etc.

VCs are based on the “blockchain system”. The concept of blockchain
was introduced by a pseudonymous person/entity known as Satoshi
Nakamoto in his/her white paper “Bitcoin: A Peer-to-Peer Electronic
Cash System”? in 2008. Blockchain provided the answer to digital trust
as it records important information in a public space. Its transparent,
time stamped and decentralized nature underscored the fragility of the
modern financial system, which is reliant on banks and central author-
ities. Blockchain is a distributed database of records or public ledger of
all executed transactions which is shared amongst users. It consists of
individual segments known as ‘blocks’ which contains information of
every transaction a user enters into. These blocks of data are stored in
‘nodes’ (computers) which form an integral part of the infrastructure of
a blockchain. These nodes are interconnected with each other and with
every new transaction, information is broad casted in the network by
updating all the nodes. Each transaction is ‘hashed’ into a series of letters
and numbers by a predetermined mathematical formula.? Thereafter, a
new block is mined with the hash formula which is based on the previous
block. A new block is considered valid only if it has ‘Proof of Work” that
created an original consensus algorithm in the blockchain network. This
system work is based on a distributed consensus mechanism where each
and every transaction can be verified by the network users. This is done

1. Virtual Currencies, Business and Self-Employed, IRS, available at: https://www.irs.gov/
businesses/small-businesses-self-employed/virtual-currencies (last visited June 3, 2022).

2. Satoshi Nakamoto, Bitcoin: A Peer-to-Peer Electronic Cash System, BITCOIN.ORG, avail-
able at: https://bitcoin.org/bitcoin.pdf(last visited June 3, 2022).

3. The Great Chain of Being Sure About Things, THE EconoMisT (Oct. 31, 2015), available
at: https://www.economist.com/news/briefing/21677228-technology-behind-bitcoin-lets-
people-who-do-not-know-or-trust-each-other-build-dependable.
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without compromising the privacy of digital assets or parties involved,
thereby maintaining anonymity.*

One of the main advantages of cryptocurrency is that since it is a
decentralized digital currency, overseas transfer of currency is quick.
Originally, overseas transfer of money took a considerable amount of
time and was a tedious process. However, with regards to cryptocurren-
cies, overseas transfer of the same is immediate and with minimal trans-
action fees.® Secondly, a user has the option of preserving his personal
identity, therefore, transactions remain anonymous. Thirdly, as the cryp-
tocurrency system is based on a peer-to-peer transaction system, a user
can send and receive payments on any network around the world with-
out requiring approval from an external source.® Fourthly, cryptocurren-
cies are positioned as a hedge against hyperinflation because it derives
its value from speculative interest as well as its deflationary nature. For
example — Bitcoin has a limited supply of 21 million, meaning thereby
when supply decreases, there will be an increase in the price per unit.”

On the other hand, one of the biggest disadvantages of cryptocurrency
is that it is a decentralized form of currency. It is susceptible to money
laundering, tax evasion and terrorist funding. Cryptocurrencies were
widely accepted as a medium of exchange in the black market, resulting
in its heaping disrepute.® Secondly, due to absence of governmental reg-
ulations, users can face difficulties in resorting to legal recourse in case
of disputes.

The Reserve Bank of India (“RBI”) has shown concern by issuing
various circulars on 24™ December, 2013, 1 February, 2017 and s®

4. Michael Crosby, Google Nachiappan, Yahoo Pradhan Pattanayak, Yahoo Sanjeev
Verma, Samsung Research America Vignesh Kalyanaraman, Fairchild Semiconductor,
Blockchain Technology: Beyond Bitcoin- SUTARDIA CENTRE FOR ENTREPRENEURSHIP
AND TECHNOLOGY, Technical Report (Oct. 16, 2015).

5. AARON WRIGHT & PRIMAVERA DE FiLipri, BLOCKCHAIN AND THE LAw: THE RULE OF
CobE (Harvard University Press 2019).

6. Nathan Reiff, What are the advantages of Bitcoin? (July 13, 2018), available at: https://
www.investopedia.com/ask/answers/too314/what-are-advantages-paying-bitcoin.
asp(last visited June 3, 2022).

7. Roger Haung, Bitcoin v Inflation (Apr. 16, 2021), available at: https://www.forbes.com/
sites/rogerhuang/2020/05/18/bitcoin-vs-inflation/?sh=3814do9g1co79 (last visited June 3,
2022).

8. David Adler, Silk Road: The Dark Side of Cryptocurrency (Feb 21, 2018), available at:
https://news.law.fordham.edu/jcfl/2018/02/21/silk-road-the-dark-side-of-cryptocur-
rency/(last visited June 3, 2022).
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December, 2017. It warned users, holders and traders of virtual curren-
cies including bitcoins about the risks associated with dealing in VCs.
On 6™ April, 2018, the RBI again issued a circular, banning entities reg-
ulated by the RBI from dealing in VCs. This impacted virtual currency
exchanges and banks involved in dealing with VCs.” A division bench of
the Supreme Court of India declared this circular ultra vires as the RBI
was unable to prove that its regulated entities have been damaged by the
virtual currency exchanges as per the ‘Test of Proportionality’.!

In 2021, “The Cryptocurrency and Regulation of Official Digital
Currency Bill” had been introduced in the Parliament seeking to ban pri-
vate currencies and proposing the introduction of a new digital currency
which will be backed by the Government.

The inherent characteristics of cryptocurrency makes it arduous to
restrict it to a particular field of taxation. In India, the taxation of cryp-
tocurrency may fall under both Indirect Taxation and Direct Taxation.
The Indirect Taxation and the Direct Taxation aspect shall fall within
the sphere of “The Central Goods and Services Tax, 2017” and “The
Income Tax Act, 1961 respectively.

II. PART 1.1: INDIRECT TAXATION

A tax is said to be indirect when the impact of tax is on one person and
the incidence is on another. Indirect taxation is borne by the consumers
of commodities and services and allows the tax burden to shift as it is
wrapped up in the price of the goods and/or services. The Goods and
Service regime of indirect taxes sought to levy a single tax on the supply
of goods and services.!! The Central Goods and Services Tax Act (CGST
Act) shall apply to cryptocurrencies. The Act has two broad categories —
a) Goods and b) Service as discussed below:

A. Goods

“Goods” are defined under S. 2(52) of the CGST Act. “Goods means
every kind of movable property other than money and securities but

9. RBI, Circular No. RBI/2017-18/154 (Apr. 6, 2018), available at: https://rbidocs.rbi.org.in/
rdocs/notification/PDFs/NOTI15465B741A10BoE45E896C62A9C83AB938F.PDF.
10. Internet & Moble Assn. of India v. Reserve Bank of India, (2020) 10 SCC 274.
11. Institute of Company Secretaries of India, Tax Laws, Module 1, Paper 4, (Feb.2020).
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includes actionable claims, growing crops, grass and things attached to
or forming part of the land which are agreed to be severed before supply
or under a contract of supply.”

In general parlance, “goods” may be tangible or intangible in nature,
and Indian law does not make a distinction of the same. The attributes
of goods include:

a) Its utility;
b) Capability of being bought and sold; and

c) Capability of being transmitted, transferred, delivered, stored and
possessed.!?

On examining these attributes, the utility of cryptocurrency is that of
a medium of exchange and a store of value. Secondly, cryptocurrencies
can be bought, sold, transmitted, transferred, delivered, stored and pos-
sessed through virtual currency exchanges in the form of investments
and/or stock in trade. Therefore, it can be inferred that cryptocurrencies
fall under the purview of “Goods.”

Another vexed issue is whether cryptocurrencies fall within the ambit
of money?

“Money” is defined under S. 2(75) of the CGST Act, 2017 as “Indian
legal tender or any foreign currency, cheque, promissory note, bill of
exchange, letter of credit, draft, pay order, traveller cheque, money
order, postal or electronic remittance or any other instrument recog-
nized by the Reserve Bank of India when used as consideration to settle
and obligation or exchange with Indian legal tender of another denomi-
nation but shall not include any currency that is beld for its numismatic
value.”

The Reserve Bank of India Act, 1934 grants the sole authority to
the Reserve Bank of India to determine what should be considered as a
legal tender. The RBI has not officially recognized cryptocurrencies as a
legal tender. Although, cryptocurrencies can be a store of value, unit of
account and a medium of exchange, which are the attributes of money
in colloquial terms, it lacks a major function to act as a ‘standard of
deferred payment’ because of its volatile nature. Therefore, cryptocur-
rency cannot be classified as “Money.”

12. Tata Consultancy Services v. State of Andhra Pradesh, (2005) 1 SCC 308.
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With regards to “Securities”, as per S. 2(75) of the Securities
Contracts (Regulation) Act, 1956, cryptocurrency cannot be classified as
“Securities” as there is no incorporated body or body corporate which
issues the same. Therefore, cryptocurrency shall fall under the definition

of “Goods”.

Although there is no clarification from the Government about the
treatment of cryptocurrency, the definition of “Goods” under the CGST
Act, should leave no doubt that cryptocurrency must be considered as
“Goods” and transacting the same will amount to a barter. The valua-
tion of barter transactions can be determined according to S. 15 of CGST
Act and Rule 27 to 35 of the Goods and Service Tax (Determination of
Value of Supply) Rules, 2017.

B. Service

The term “Service” under S. 2(102) of the CGST Act states that “Service
means other than goods, money and securities but includes activities
relating to use of money or its conversion by cash or by any other mode
from one form, currency or denomination, to another form, currency or
denomination, for which a separate consideration is charged.”

As previously stated, foreign currency is a subset of the term “Money”
as per the CGST Act. The Foreign Exchange Management Act, 1999
(“FEMA”) under S. 2(m) defines “Foreign Currency” as “any currency
other than Indian currency.” The term “Currency” has been defined
under S. 2(h) of FEMA, “currency includes all currency notes, postal
notes, postal orders, money orders, cheques, drafts, travellers cheque,
letters of credit, bills of exchange and promissory notes, credit cards or
such other similar instruments, as may be notified by the Reserve Bank.”
Since cryptocurrency is not issued by the RBI, it can fall under the ambit
of foreign currency. As seen earlier, since cryptocurrency exhibits all the
characteristics of money or currency except the RBI sanction, it there-
fore, partially fits under the definition of foreign currency.

To have a better understanding of the above mentioned definition, it is
essential to examine the concept of “Service” under the erstwhile service
tax laws. The Finance Act, 1994 provides the definition of “Service” in S.
65B (44) of Chapter V, “any activity carried out by a person for another
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for consideration.”'3 A “Person” includes, “Individuals, HUFs, compa-
nies, firms, limited liability partnerships, body corporate, cooperative
societies, local authorities and every other juridical person not covered
within the scope of the definition.”'* This definition has also found rec-

ognition in GST. The essential elements of taxability of a service are:
a) Supply of taxable service;

b

C

In furtherance of a business;

)
)
) For consideration;

d) A benefit of service provided by a party (service provider) in favour
of another party (service receiver);

e) Unless any of these are specifically exempt under the Act.!

1) Virtual Currency Exchanges — Virtual currency exchanges provide
an online platform to traders and casual customers to deal in cryp-
tocurrencies. Exchanges perform an important market function as
cryptocurrencies tend to be illiquid in nature. If not for the mar-
ket created or enabled by exchanges, trades would become signifi-
cantly difficult especially for casual customers. Exchanges facilitate
a crypto-to-crypto trade as well as a crypto to fiat currency trade
and vice versa.'® Hence, the above mentioned functions carried out
by virtual currency exchanges are a supply of taxable service in
furtherance of a business, for consideration from which a benefit is
received by the ‘service receiver’ who are casual customers or trad-
ers. The activities carried out by virtual currency exchanges will
qualify as a “Service”.

2) Miners — A miner is a company or an individual that solves complex
cryptographic problems that are generated from the blockchain
software and is a node in the network that collects and validates
transactions and organizes the same into blocks. This is a taxable
service which is carried out by a miner in furtherance of his busi-
ness. The recipient in this case is the blockchain system because

13. The Finance Act, 1994, § 65B(44), No. 32, Acts of Parliament, 1994 (India).

14. 1d, §. 65B(37).

15. The Central Goods and Services Tax Act, 2017, §.7(1)(a), No. 12, Acts of Parliament,
2017 (India).

16. Advocate NishchalJoshipura& Advocate Meyyappan Nagappan, Crypto-currencies-
Regulatory and Tax Issues, 1t CTCIT] 4, Apr. 2018.
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a miner validates each transaction by adding the same into each
block. Lastly, consideration is received by a miner in the form of
cryptocurrency which is generated by the blockchain technology
as a reward for each validation of transaction (For example — 6.25
BTC). It is important to note that an activity performed without
consideration will not fall under the definition of supply of service.
Therefore, if a miner does not receive a reward in exchange for
solving complex cryptographic algorithms, the supply of comput-
ing power would not be taxable under GST."

III. PART 1.2: DIRECT TAXATION

S. 2(24) of the Income Tax Act, 1961 (“IT Act”) defines “Income” as
“artificially defined to include various items.” Any kind of income
earned by an assessee attracts income tax at the point of earning and
tax laws are not concerned with how the income is expended. The Act
makes an obligation to pay tax on income received. The Act also consid-
ers income earned legally as well as tainted income alike.'® The nature of
cryptocurrency is such that those who are engaged in active trading or
those who hold the same as an investment, receive some monetary value.
In addition, in the event of the Draft Banning of Cryptocurrencies and
Regulations of Official Digital Currency Bill, 2021 which seeks to ban
cryptocurrency in India is passed, the income earned will be illegal, how-
ever, it will still be taxable as Income. The IT Act shall, therefore, apply
to cryptocurrency under the Direct Tax regime. Pertinently, ‘Income’
also includes profits and gains. Taxation under the I'T Act will primarily
fall under two heads — a) Income under Business and Profession (S.2.8)
and b) Income under Capital Gains (S.45).

A. Income Under Business And Profession

S. 2(13) of the IT Act defines “Business” as “any trade, commerce or
manufacture or any adventure or concern in the nature of trade, com-
merce or manufacture.” The word ‘business’ is a word of large and indef-
inite import; it is something which occupies the attention and labour of a

17. Hatim Hussain, Reinventing Regulation, The Curious Case of Taxation of
Cryptocurrencies in India, 1o NUJS LR 792, (2017).
18. CIT v. Thangamani, (2009) 221 CTR 742 (Mad).
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person for the purpose of profit; it is an activity carried on continuously

in an organized manner with a set purpose and with a view to earn prof-

it.!? Traders, virtual currency exchanges, miners and persons involved in

yield farming will, therefore, undoubtedly be subject to tax under this

Section.

1)

Traders — Cryptocurrency traders are those who are involved in
regular buying and selling of cryptocurrencies for making profits.
In order to determine whether an individual is a trader, the fre-
quency of transactions is an important factor.

Virtual Currency Exchanges — Virtual currency exchanges provide
a platform by facilitating buying and selling of cryptocurrencies.
To enable transactions in cryptocurrencies, these exchanges charge
certain fees from traders/consumers.

Miners — Since cryptocurrency is based on the blockchain technol-
ogy, it generates complex cryptographic algorithms. A miner solves
these cryptographic algorithms and verifies a transaction by adding
the transaction to a block. In return, the miner is rewarded with
cryptocurrency by the blockchain software.

Yield Farming — The concept of yield farming is similar to a bank
accepting deposits from individuals and lending the same in the
form of loans and earning interest along with the principal amount.
Therefore, in yield farming, cryptocurrency is added to a pool of
funds in a ‘Decentralized Finance Platform’ or locked in ‘smart
contracts.” In this pool, the funds can be exchanged, borrowed or
lent in the form of tokens. In return, a fee is generated and credited.
This is in the form of profits earned by the person.?’

Income under Business and Profession is taxed under S.28 of the IT

Act. This Section applies to businesses and profits which are assessable

under the Act, although it is immaterial whether any taxable profits have

19. CIT v. Bazzaz, 200 ITR 131, (1992) 65 Taxman 91 (Ori).

20. Olga Kharif & Ryan Williams, What’s Yield Farming? (And How Do You Grow
Crypto?) (July 25, 2020), available at: https://www.bloombergquint.com/quicktakes/
what-s-yield-farming-and-how-do-you-grow-crypto-quicktake.
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been actually earned or not.?! Businesses outside India and/or within
India are equally within the ambit of this Section.??

Another aspect of this Section is ‘profits and gains.” According to Lord
Halsbury in Gresham Life Assce Soc v Styles,?* the word “profits is to be
understood in its natural and proper sense — in a sense which no com-
mercial man would misunderstand. Furthermore, profits may be realized
in money or money’s worth, in cash or kind.”** There has always been
a long-standing debate about whether cryptocurrency can fall under the
definition of “money”. This has already been discussed previously in this
paper. However, with respect to the IT Act, it can be inferred that the
question of whether cryptocurrency is “money” is immaterial. Income
tax will be payable irrespective of whether cryptocurrency is money.
Therefore, the profits and gains which are earned by the traders (prof-
its under speculative and non-speculative transactions), miners (rewards
obtained from blockchain software), virtual currency exchanges (com-
mission) and persons involved in yield farming are liable to pay tax under
this Section. The tax payable will be as per the tax slabs in which the
income falls under.

B. Income Under Capital Gains

Before delving into the Section of Capital Gains, it is essential to exam-
ine the definition of “Capital Asset” as per S. 2(14) of the Income Tax
Act. “Capital Asset” means “property of any kind held by an assessee,
whether or not connected with his business or profession.” The expres-
sion capital asset has a wide connotation.” It includes both tangible,
intangible, movable and immovable property.?® Cryptocurrency being an
intangible movable property can be considered as a Capital Asset under
this Section.

21. Re Provident Inv, AIR 1932 Bom 94; CIT v. Samasundaram, AIR 1928 Mad 487 (FB);
Conville v. CIT, 4 ITR 137.

22. CIT v. Indo-Mercantile Bank, 36 ITR 1, 8-9 (SC); Ramaswamy v. CIT, 18 ITR 150, 157,
CIT v. Baliram, 25 ITR 309; CIT v. Hiramall, 24 ITR 199; CIT v. Muthuram, 44 ITR 710
(SC).

23. Gresham Life Assce Soc v. Style, 3 TC 185, 188 (HL).

24. TKANGA &PALKHIVALA’S: THE LAW AND PRACTICE OF INCOME TAX, 5, (10ted.1990).

25. PNB Finance v. CIT, 252 ITR 491.

26. Kanga and Palkhivala’s, supra, note 24, at p. 20.
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The transfer of cryptocurrency as per the definition of ‘transfer of
capital asset’ as per S. 2(47) can take place through a sale or an exchange.

1) Sale — The essential ‘elements of a sale’ as per the Sale of Goods
Act, 1930 are

1) goods;
ii)  seller and purchaser;
iii) agreement between them for sale and purchase;

iv)  transfer of property in goods from seller to buyer as a result
of the agreement between them

v)  the price being the consideration for the property;*” and
vi)  money consideration.?®

In the event that cryptocurrency falls within the scope of the definition
of “money”, transactions which utilise cryptocurrency as a medium of
exchange will qualify as a transfer of capital asset. In recent times, vari-
ous multinational companies such as Microsoft, Subway, Dish Network
and Tesla?® accept cryptocurrencies as consideration for sale of various
products. Hence, these transactions will qualify as “Sale”.

2) Exchange — According to the Transfer of Property Act, 1882,
“when two persons mutually transfer ownership of one thing for
the ownership of another, neither thing or both things being money
only, such transaction is called an exchange”.>* In other words, “a
transaction of exchange presupposes existence of different proper-
ties owned by different people; that as a result of such a transaction
both the properties continue to exist; that as a result of such a
transaction both the properties continue to be owned by two dif-
ferent parties but the ownership of one property is transferred to

27. New India Sugar Mills Ltd v. C.S.T., AIR 1963 SC 1207; State of Madras v. Gannon
Dunkerley& Co. Ltd., AIR 1958 SC 560.

28. M.P. Sugar Mills Ltd v. C.I.T., 115 ITR 534.

29. Bitcoin as Legal Tender: Countries which say aye or nay to the cryptocurrency, CNBCTV
18 (Feb. 12, 2021), available at: https://www.cnbctvi8.com/finance/bitcoin-as-legal-ten-
der-countries-which-say-aye-or-nay-to-the-cryptocurrency8296251.htm#:~:text=In%20
the%20country%2C%20Bitcoin%2o0exchanges,to%20be%2omoney %2o0service%20
businesses.&text=Bitcoin%20is%20not%z2orecognised%2o0as,allowed%20t0%20
deal%20in%:z2oit(last visited June 3, 2022).

30. The Transfer of Property Act, 1882, § 118, No. 4, Acts of Parliament, 1882 (India).
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the owner of the other and vice versa.”?! The principle of exchange
will apply in the event where cryptocurrency is not presumed to
be money. For example — if ‘A’ sells Bitcoin to ‘B’ and in return
‘A’ receives Ether from ‘B’ it will amount to an ‘exchange’. This is
similar to the concept of a barter transaction.

The Capital Gains chargeable under this Section are deemed to be
income under S. 2(24)(vi). Cryptocurrencies will, therefore, be charged
as Capital Gains under stock-in-trade.

1. Stock-In-Trade

As per the original enactment, stock-in-trade was exempted from Capital
Gains under S. 45. However, S. 2(47)(iv) as amended by Taxation Laws
(Amendment) Act, 1984 with effect from April 1, 1985, deems the con-
version and treatment of capital asset to stock-in-trade and the profits
arising from the “Transfer” of the same as Capital Gains under S. 45(2).3
For computing Capital Gains, the fair market value of the asset on the
date of such conversion or treatment is deemed to be the full value of con-
sideration accruing or received by the owner as a result of the “transfer”.3?
Assuming that cryptocurrency is treated as a stock-in-trade or converted
to stock-in-trade, the profits arising from the transfer of the same will be
considered as Capital Gains as per S.45 and shall be subject to tax.

2. Foreign Currency

In Kirloskar v CIT, it was held that, “foreign currency” is like “any other
commodity; and when it is converted into rupees, it is virtually a sale
of the commodity for a price. Therefore, tax is leviable under S. 45 on
capital gains made on the conversion (sale) of foreign currency held as a
capital asset.”3* However, in view of the CGST Act, 2017, the conversion
of one currency or denomination to another will fall under the ambit of
“Service” prescribed by the Act. Therefore, the above mentioned ruling
shall not be applicable.

31. CIT v. RasiklalManeklal, 95 ITR 656— affirmed in CIT v RasiklalManeklal, 177 ITR 198
(SC), AIR 1989 SC 1333, (1989) 2 SCC 454.

32. Taxation Laws (Amendment) Act, 1984, No. 67, Acts of Parliament, 1984 (India).

33. CIT v. Ambadi Enterprises, 243 ITR 431.,Cf Krishnaswamy v. CIT, 261 ITR 623.

34. Kirloskar v. CIT, 117 ITR 82; Contrary view in Jayakumari v. CIT, 165 ITR 787 (loss);
Parry v. CIT, 174 ITR 11 is erroneous.
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Depending on the period of holding, the tax imposed shall either be
a “short-term capital gain” or a “long-term capital gain”. “Short-term
capital asset” is defined under S.2(42A) as, “a short-term capital asset
means a capital asset held by an assessee for not more than thirty-six
months.” The tax which is levied on short term capital gains in the con-
text of cryptocurrencies is to be added to the income tax returns and the
taxpayer shall be charged according to his tax slab. “Long-term capital
asset”, on the other hand, is defined under S.2(29A) as “a capital asset
which is not a short-term capital asset.” Therefore, those assets which
are held for a period beyond thirty-six months will be considered as a
long-term capital asset, for which a 20% tax (plus surcharge and cess as
applicable) will be levied on profits arising on transfer.

One of the major problems faced while computing income tax is dou-
ble taxation. Double taxation is a tax principle referring to income tax
paid twice on the same source of income. ‘Juridical double taxation’ is a
circumstance where a non-resident tax payer is subject to tax on the same
income in India (where income in accrued or received) as well as their
country of residence.?® In order to mitigate this defect, countries enter into
Double Taxation Avoidance Agreements (“DTAAs”) wherein the source
country is restricted to impose tax on certain kinds of incomes and the
tax payer is allowed to pay tax in his country of residence. Therefore,
Indian traders who are involved in international trading of cryptocur-
rencies on virtual currency exchanges based in the source country, will
be taxed under the Indian taxation regime as per the DTAAs as they
directly apply to private persons.

IV. PART 2: INTERNATIONAL SCENARIO

In Australia, the Australian Taxation Office (“ATO”) has published
separate guidelines on application of goods and service with respect to
transaction involving digital currencies.’” According to the guidelines,
transaction of cryptocurrencies is “akin to barter arrangements with

35. Tax on Long Term Capital Gains, INCOME TAX DEPARTMENT, available at: https://www.
incometaxindia.gov.in/Tutorials/15-%20LTCG.pdf.

36. Kanga and Palkhivala’s, supra, note 2.4.

37. GST and Digital Currency, AUSTRALIAN TAXATION OFFICE (Mar 2, 2018), available
at:https://perma.cc/L2MT-WHHC (last visited June 3, 2022).
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similar tax consequences.”® The view taken by ATO is that cryptocur-
rencies are “neither money nor foreign currency.” Furthermore, VCs
are considered assets for Capital Gain tax purposes provided that it is
used to purchase goods or services for personal consumption.*’ Lastly,
with regards to business transactions, the profits which are gained are
to be recorded as ordinary income in the same manner as receiving non-
cash consideration under a barter transaction.*!

There are various jurisdictions where cryptocurrencies are taxed under
the heads of ‘Capital Gains’ and ‘Business and Profession’. For instance,
United Kingdom imposes tax on earnings of transactions in which a gain
is realized after a transaction with cryptocurrencies if any individual user
buys and sells coins as an investor.*> Hence, it is charged as a Capital
Gain. Secondly, UK also imposes ‘Value Added Tax’ on suppliers for any
goods or service sold in exchange for cryptocurrencies.* Thirdly, any
dealings of companies that involve cryptocurrencies are treated in the
same manner as regular transactions under the current corporate rules
and any gains made are taxed accordingly.**

In USA, as per the Notice 2014-21 released by the Internal Revenue
Service, for federal tax purposes, VCs are treated as property and the
general tax principles of property transactions apply to transactions
involving VCs. VCs are not considered as currency that could generate
foreign currency, gain or loss for US federal tax purposes.* Hence, it is
considered as Capital Gains.

38. Tax Treatment of Crypto-currencies in Australia -Specifically Bitcoin, AUSTRALIAN
TaxAatioN OFFICE (Mar 30, 2020), available at: https://www.ato.gov.au/General/Gen/
Tax-treatment-of-crypto-currencies-in-Australia---specifically-bitcoin/(last visited June
3, 2022).

39. Id.

40. Id.

41. Id.

42. Tax on cryptoassets,H M REVENUE & Customs (Dec 19, 2018), available at: https:/
www.gov.uk/government/publications/revenue-and-customs-brief-9-2014-bitcoin-and-
other-cryptocurrencies/revenue-and-customs-brief-9-2014-bitcoin-and-other-crypto-
currencies (last visited June 3, 2022); Revenue and Customs Brief 9 (2014): Bitcoin and
other cryptocurrencies, H M Revenue & Customs (Mar 3, 2014), available at:https:/
perma.cc/MP2E-GQKYV (last visited June 3, 2022).

43. Id.

44. Id.

45. Internal Revenue Bulletin: 2014-16, IRS Notice 2014-21, available at: https://www.irs.
gov/irb/2014-16_IRB#NOT-2014-21.
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Lastly, according to the National Tax Agency of Japan, the prof-
its earned by sale of cryptocurrency will be treated as ‘Miscellaneous
Income™® instead of Capital Gains,*” under the IT Act. Miscellaneous
Income is added to the amount of other income, excluding ‘Specified
Capital Gains’,*® when a person’s taxable income is calculated and
taxed.*

V. PART 3: CRYPTOCURRENCY BAN IN INDIA

In 2021, the Central Government introduced “The Cryptocurrency and
Regulation of Official Digital Currency Bill, 20217, which takes into con-
sideration the report issued by a High Level Inter-Ministerial Committee
(IMC) constituted under the chairmanship of the Secretary (Economic
Affairs) to study the issues related to VCs. The IMC has proposed a com-
plete ban in lieu of matters with respect to dealing with private curren-
cies, except VCs issued by the State.*® Furthermore, the Bill also intends
to introduce a framework for an official digital currency which can be
regulated by the RBIL.5! Despite the RBI issuing circulars stating the high
risk involved in trading with cryptocurrencies, the transaction volumes
of VCs have increased manifold.’?

It can be speculated that the new ‘cryptocurrency bill’ which proposes
a ban of private cryptocurrencies such as Bitcoins and Ether, would
hamper the existing investors who trade in such VCs. The COVID-19
pandemic has witnessed an astronomical increase in the value of crypto-
currencies. For example — the price of one Bitcoin was INR 6,00,000 in

46. Regulations of Cryptocurrencies around the World, available at: https://www.loc.gov/
law/help/cryptocurrency/world-survey.php#_ftnref69s referred to [Income Tax Act], Act
No. 33 of 1965, amended by Act No. 74 of 2017, at art. 35.

47. 1d. at art. 33.

48. Id. referred to [Act on Special Measures concerning Taxation], Act No. 26 of 1957,
amended by Act No. 4 of 2017, arts. 8 through 8-5.

49. Id.at Income Tax Act art. 89.

50. What is Cryptocurrency Bill 20212 And how will it impact Bitcoin investors, BUSINESS
TopAay (Feb 14, 2021), available at: https://www.businesstoday.in/current/economy-poli-
tics/what-is-cryptocurrency-bill-202 1-how-it-will-impact-bitcoin-investors/story/43126 4.

html.
51. India’s Cryptocurrency Ban- Top 5 things to know, BLOOMBERG (Feb 18, 2021),
available at: https://www.bloombergquint.com/business/indias-cryptocurrencies

-ban-top-5-things-to-know.

52. Aftab Ahmed and Nupur Anand, India to propose cryptocurrency ban, penalizing min-
ers, traders, REUTERS (Mar 15, 2021), available at: https://www.reuters.com/article/
uk-india-cryptocurrency-ban-idUSKBN2B60oQP.
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2020, and in 2021, the value of Bitcoin rose to INR 25,00,000, which is a
400% increase in valuation. The second largest cryptocurrency in terms
of market capitalization is Ether which rose over 1000% and crossed
INR 1,00,000 within a year.*? If the said Bill is passed, not only will the
investors lose a chance on gaining profits from the trade, but will also be
subjected to hefty penalties.

In view of this proposed ban, it is imperative to mention the implica-
tions of the cryptocurrency ban faced by the Chinese economy. In the year
2017, China banned all cryptocurrency exchanges, Initial Coin Offerings
(“ICOs”),** mining services* and trading in offshore exchanges.*® This
affected the overall valuation of cryptocurrencies because the Chinese
traders were unable to access the cryptocurrency market exchanges,
thereby disabling them from trading. Secondly, the traders could not
avail the benefit of the surging value of cryptocurrencies, disabling them
from making profits.’’

Thirdly, the ban of cryptocurrency exchanges in China, resulted in a
shift of exchanges to a more tax-friendly environment.*® This effectively
created super tax havens, where the tax buyers could trade in crypto-
currency with non-existent tax laws.”” These super tax havens provided
incentives to investors such as preferential tax treatment with respect to
cryptocurrency transactions and global anti-money laundering laws in
order to gain trust of the investors.

Fourthly, as cryptocurrency is treated differently under different tax
regimens, the DTA As lost their primary purpose of prevention of double
taxation on the same income in different territorial jurisdictions. Lack

53. 5 reasons why bitcoin cryptocurrency prices are on the rise, ECoNoMIC TIMES, (Feb.
12, 2021), available at: https://economictimes.indiatimes.com/markets/stocks/news/s-
reasons-why-bitcoin-cryptocurrency-prices-are-on-the-rise/articleshow/80764149.
cms?from=mdr.

54. Benjamin Molloy, Taxing the Blockchain: How Cryptocurrencies Thwart International
Tax Policy, 20 OREGON R. OF INTL. L. 622, (2019), available at: https://scholars-
bank.uoregon.edu/xmlui/bitstream/handle/t794/24677/Molloy_ORIL20%282%29.
pdf?sequence=1&isAllowed=y.

55. 1d.

56. Id.

57. Id.

58. Id.

59. Omri Marian, Are Cryptocurrencies Super Tax Havens?, 112 MicH. LR FIrsT
IMPRESSION, 38 (2013), available at: https://scholarship.law.ufl.edu/cgi/viewcontent.
cgiarticle=1365& context=facultypub.
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of uniformity amongst countries with respect to taxation policies led to
difficulties in filing tax returns by investors.

Lastly, the Chinese Government lost a huge opportunity of obtaining
a large amount of tax revenue which could have been imposed on vari-
ous activities through the help of technology. Therefore, there is a high
probability that India will face similar above mentioned implications if
the said Bill is passed.

VI. PART 4: RECOMMENDATIONS

The Moore’s law*® of whopping growth of technology is reaffirmed by the
exponential increase in demand of VCs. Therefore, a systematic frame-
work governing the same is required. Since this paper mainly focuses on
the taxation aspect of cryptocurrencies, certain taxation methodologies
are recommended below:

Firstly, the Indian legislative system must introduce policies at an indi-
vidual level which govern the activities of all the participants who deal
with cryptocurrencies. India being a developing country, will be inca-
pable of withstanding the shocks caused by the volatile nature of VCs.
The second issue is that, since it is a highly speculative asset, it causes
problems in cross border payments, therefore, there is a need to pass
fool-proof laws to govern VCs. In order to mitigate the volatile nature
of virtual currencies to some extent, the Government can introduce the
concept of ‘stable coins’. Stable coins is a type of crypto-asset which seeks
to stabilise the price of a cryptocurrency by linking its value to a pool
of assets,®! thereby reducing the volatile nature of VCs. Furthermore,
the Group of 7 (G7) Working Group on Stable coins Report®?* has out-
lined a list of current regulatory, operational and legal oversight of the
risk associated with stable coins. The Financial Stability Board has also
provided recommendations on enhancing cross border payments with

60. Max Roser& Hannah Ritchie, Technological Process, Our World in Data, (Apr 18,
2021), available at: http://ouworldindata.org/technology-progress(last visited June 3,
2022).

61. G7 Working Groups on Stablecoins, Investigating the Impact of Global Stablecoins,
International Monetary Fund (Oct. 2019), available at: https://www.bis.org/cpmi/publ/
d187.pdf(last visited June 3, 2022).

62. Id.
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respect to stable coins.®® The report seeks to regulate stable coins which
are developed by the private sector. It further provides certain regula-
tions for existing payment arrangements, including cryptocurrencies.
Implementation of stable coins will prove to be beneficial to not only
India, but the entire world. The Legislature must, therefore, take into
consideration the above mentioned reports and the regulations of stable-
coins while enacting the law relating to VCs.

Secondly, the market capitalization of cryptocurrencies amounts to
almost Two Trillion Dollars.®* The major lacuna of taxing VCs is the
lack of technological adoption by tax administrators and complex and
ambiguous laws.®’ In order to overcome these lacunae, Ernst and Young
(“EY”) has developed a Crypto-Asset Accounting and Tax (“CAAT?”)
tool which facilitates accounting and tax calculation for cryptocur-
rency transactions.®® This system gathers information of all the transac-
tions from major exchanges. After consolidating the data from multiple
sources, it allows for automated production of various reports, dash-
boards and preparation of IRS tax returns related to crypto-assets. EY
CryptoPrep is also an application which supports many major cryptocur-
rency coins and exchanges and assists in tax filing in the US.¢” After col-
lecting the required transaction data, appropriate tax rules are applied.
These systems provide an easier and transparent method for taxing
cryptocurrencies.

Thirdly, a major defect was seen in the VAT system with respect to the
traceability of transactions, thereby, leading to VAT frauds. The solution
is the adoption of an automated technology in taxing the blockchain

63. Enhancing Cross-border Payments: Stage 3 roadmap, FINANCIAL STABILITY BoARD (Oct
13, 2020), available at: https://www.fsb.org/2020/10/enhancing-cross-border-payments-
stage-3-roadmap/(last visited June 3, 2022).

64. Global Cryptocurrecy Charts: Total Market Capitalization, COINMARKETCAP (Apr 13,
2021), available at: https://coinmarketcap.com/charts/(last visited June 3, 2022).

65. KsenijaCipek, Cryptocurrency Taxation: How to take a step forward, CIAT: INTER-
AMERICAN CENTER OF TAX ADMINISTRATION (July 27, 2020), available at: https:/www.
ciat.org/cryptocurrency-taxation-how-to-take-a-step-forward/?lang=en#_ftnr.

66. New EY CAAT technology facilitates cryptocurrency reporting and compliance,
ERNEST &YOUNG (Apr. 18, 2021), available at: https://www.ey.com/en_us/news/2019/03/
new-ey-caat-technology-facilitates-cryptocurrency-reporting-and-compliance. (last vis-
ited June 3, 2022).

67. EY Launces First-Of-Its-Kind Cryptocurrency Reporting App, ERNEST & YOUNG(Apr.
18, 2021), available at:  https://www.ey.com/en_us/news/2020/06/ey-launch-
es-first-of-its-kind-cryptocurrency-reporting-app(last visited June 3, 2022).
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based VCs.®® An automated tax software which tracks all the transaction
of the consumers which are subject to tax can be developed. The soft-
ware acts as an intermediary between the government and tax payers,
thus rendering the transactions transparent. Therefore, irrespective of
which exchange the trade has been carried out, the system would make
the transaction subject to tax, thereby enabling traceability of the trans-
actions. Thereafter, each transaction should be processed and catego-
rized under the specific tax that is to be levied. This automated taxation
software has been developed by various startups, such as TAXbite,*’
which develop their application programming interface to collect data
from exchanges or wallets and subject it to tax as per the system.

Fourthly, the Government must implement mandatory Anti-Money
Laundering (“AML”) and Know Your Customer (“KYC?”) procedures on
cryptocurrency wallets and exchanges. KYC is a process employed by
financial institutions that identifies and authenticates a customer’s iden-
tity based on their perceived risk profile. The objective of AML laws is to
combat illegal movement of money, tax evasion, funding of terrorist activ-
ities and other financial crimes. The Gzo calls upon countries to adopt
Financial Action Task Force (“FATE”) crypto standards for application
on global AML guidelines which applies to Virtual Assets and Virtual
Asset Service Providers (“VASP”).”° The report also discusses the require-
ments of ‘travel rule’. The ‘travel rule’ ensures that a VASP obtains and
holds required accurate originator information and required beneficiary
information on virtual asset transfers, submit the above information to
the beneficiary VASP or financial institution immediately and securely,
and make it available on request to the appropriate authorities.”" The

68. Lachlan Wolfers, Vat and technology: the first fully automated tax?, ITR (Dec. 03,
2019), available at: https://www.internationaltaxreview.com/article/brj8ydd4qghxow/
vat-and-technology-the-first-fully-automated-tax(last visited June 3, 2022).

69. TAXbite, available at: https://taxbit.com/(last visited June 3, 2022).

70. Gzo supports the FATF’s work to address money laundering and terrorist financing
risk arising from COVID-19 pandemic and so-called stablecoins, FATF (Oct. 14, 2020),
available at: https://www.fatf-gafi.org/publications/fatfgeneral/documents/g20-oct-2020.
html#:~:text=s0%2Dcalled %2ostablecoins-,G20%20supports%20the%20FATF’s%20
work%20to%20address%2omoney%2olaundering%2o0and,pandemic%20and%z20
s0%2Dcalled%2o0stablecoins&text=The%2oreport%2oconcluded%2othat%2othe,con-
text%200f%20s0%2Dcalled%2ostablecoins(last visited June 3, 2022).

71. 12-month review of the revised FATF Standards on Virtual Assets and Virtual Asset
Service Providers, FATF, (June, 2020), available at: http://www.fatf-gafi.org/media/fatf/
documents/recommendations/12-Month-Review-Revised-FATF-Standards-Virtual-As-
sets-VASPS.pdf(last visited June 3, 2022).
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G20 has formally adopted the FATF recommendations and prescribed
that countries ratify the same in their legislations.”> The KYC, AML and
travel rule provides significant transparency in cryptocurrency transac-
tions from which the government can exercise an adequate amount of
control and at the same time preserve the privacy of the users. The gov-
ernment can maintain a ‘registry of transactions’ through which dealings
in cryptocurrency can be tracked and recorded. These frameworks can
play a huge part in the prevention and detection of money laundering and
terrorist activities.

Fifthly, in recent times, a new business model has emerged in which
companies have introduced a digital platform to provide a service and
sell tokens with which services can be availed. Investors buy these tokens
with a view that the valuation of the same will increase. However, certain
companies disappear after taking the money. This is commonly known
as ‘exit scams.” Ordinarily, a bank or a regulatory authority can ask
for transaction records if a suspicious financial activity is carried out.
However, this is difficult to detect in VC transactions. In order to tackle
this defect, the concept of ‘Digital Token Identifiers’ must be imple-
mented. According to the International Organization for Standardization
(“ISO”), a Digital Token Identifier (“DTI”) can be issued for a digital
token.”? ISO 24165 seeks to address the gap in the digital token market
by creating a registration and assignment process for a unique identifier
for such a token. The main purpose of DTT is to create a new fingerprint
for tokens which will help interoperability between exchanges, regula-
tors and other participants.” The nature of the cryptocurrency system
is such that there is always scope for new cryptocurrencies coming into
existence. The authenticity of the same is hence questionable. With the
help of DTTs, the authenticity of cryptocurrencies will be validated and
will be a beneficial tool to detect any financial misconduct.”

72. FATF, supra note 70.

73. Kath Lockett, The down-low on digital currency (Jan. 09, 2020), available at: https:/
www.iso.org/news/ref2466.html(last visited June 3, 2022).

74. Vipin Bharathan, 2021 Will See An Authoritative Global Registry For Digital Currencies,
ForBEs (Dec. 21, 2020), available at: https://www.forbes.com/sites/vipinbharathan/2
020/12/21/2021-will-see-an-authoritative-global-registry-for-digital-currencies/?sh=-
664fas56716a(last visited June 3, 2022).

75. FATE, supra note 7o.
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Sixthly, areas which require further assessment will be the crypto-to-
crypto transactions carried out in the Decentralized Virtual Currency
Exchanges (“DEX”). DEXs are autonomous decentralized applications
(“dApp”) that allow traders to deal with cryptocurrencies without hav-
ing to give up control over their funds without any intermediary or custo-
dian, which can be seen in centralized exchanges. The crypto-to-crypto
transactions are carried out by a software, therefore, in order to regulate
the same, the government can impose liability on the software develop-
ers, by mandating the code that has to be developed” and the DEXs.

Seventhly, nations adopting cryptocurrencies must implement regula-
tions prescribed by international organisations such as the International
Monetary Fund.”

Lastly, assuming “The Cryptocurrency and Regulation of Official
Digital Currency Bill, 2021” is passed by the Legislature and bans pri-
vate VCs and virtual currency exchanges, the tracking of cryptocur-
rency transactions, offshore as well as within the territory, should not
cease. The income earned by Indian investors dealing in VCs should be
subjected to hefty taxation. Furthermore, the foreign virtual currency
exchanges must cooperate with the Government by supplementing infor-
mation of transactions on the request by the appropriate authorities.

VII. CONCLUSION

Several governments including India have adopted a conservative
approach with respect to virtual currencies. In the words of Thomas
Edison, “just because something doesn’t do what you planned it to do
doesn’t mean it’s useless.” Undoubtedly technology is the future making
cryptocurrencies an integral part of the future. The Government must
undertake a ‘cost-benefit analysis’, to weigh the possible implications of a
complete ban and/or legalising cryptocurrency transactions. The authors
recommend, instead of banning VCs entirely, certain international stand-
ards must be adopted. Since it has been over a decade since VCs have
gained impetus, there has been no legislation or regulatory framework
prescribed by the government which provides for the treatment of VCs

76. Aaron Wright & Primavera De Filippi, supra note 5.

77. Cristina Cuervo et al., Regulations of Cryptoassets, IMF — FINTECH NOTESs (Dec. 2019),
available at: https://www.imf.org/~/media/Files/Publications/FTNo63/2019/English/
FTNEA2019003.ashx. (last visited June 3, 2022).
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and its procedure for taxation. This has created an inherent skepticism
amongst a large section of the population because of its unregulated and
volatile nature. Hence, the Legislature must pass an enactment or pro-
vide a regulatory framework which will in still trust and encourage its
citizens to invest in cryptocurrencies. Ultimately, this will be beneficial to
all the participants and the Government.
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The Watchdogs Attempt to
Tweak Confidentiality

—Lisa Sankrit and Rishi Raj

ABSTRACT

Confidentiality and privacy are essential in this era. However,
there is a lot of conundrum pertaining to this issue across the
globe. The raison d’étre of the paper is to dispense an overview
on the amendment made to Regulation 35 of the 2009 general
regulations promulgated by the Competition Commission of India
which pertains to confidentiality of identity of the informant.
The 2021 amendment to the provision envisages a proviso which
does away with an informant’s right to her confidentiality. The
paper focuses upon how this proviso is onerous, contrary to the
legislative intent behind Section 19 and 57 of the Competition
Act and also defeats the very purpose of the Competition Act.
The paper then goes on to correlate the provision of locus standi
and confidentiality of informant. Then, in a structured manner,
the paper discusses the negatives of this amendment by relying on
various judgments. Lastly, the paper attempts to draw inspiration
from other jurisdictions of the globe and their methods to protect
the confidentiality of the informant. In essence, the paper
culminates problems with the current amendment and attempts

to provide solution for the same.

I. INTRODUCTION

The scholars and legal practitioners can talk about the consequences of
not revealing the identity of an informant in an antitrust proceeding and
others shall refute the same. But before we delve into that debate, we
want to draw the attention of readers towards a tragic event and then
proceed with the paper.

In the year 1973, Adam an employee of Hoffman La Roche decided to
report the anti-competitive practice that took place within his organization
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via letter wherein he stated that the reporting was done out of a sense of
duty and in return, he seeks no compensation.! The only expectation he
had was that his identity shouldn’t be disclosed and he shall remain at the
entire disposal of the commission. However, the Commission failed to
protect his identity and disclosed his name and address to the employer.
Thereafter, he had to face prosecution for leaking business information
and became bankrupt. His wife committed suicide on learning that he
would face an imprisonment of twenty years. With this instance in mind,
we shall now proceed with our paper.

“Section 57 No information relating to any enterprise, being an infor-
mation which has been obtained by or on behalf of the Commission or
the Appellate Tribunal for the purposes of this Act, shall, without the
previous permission in writing of the enterprise, be disclosed otherwise
than in compliance with or for the purposes of this Act or any other law
for the time being in force?

The Competition Commission of India (the “Commission”) with its
proposed amendment to Sub-Regulation 1 to Regulation 35 has cre-
ated some inconvenience to the ‘Aam Aadmi’ (Common Man) who was
earlier willing to provide information regarding anti-trust practices in
the Indian market. Confidentiality under commercial proceedings and
adjudications is an essential feature and factor of such proceedings.
The terms ‘Confidentiality’ and ‘Privacy’ are often used simultaneously
and interchangeably. However, in the Indian competition law regime,
‘Confidentiality’ has been a term of conundrum. In general parlance,
the term confidential has been defined as“containing information whose
unauthorized disclosure could be prejudicial to the national interest™.’
Under Competition Law, confidentiality of documents and the inform-
ant, both hold an important place.

The legislative intent behind envisaging Section 57 in the Competition
Act, 2002 was always to protect the personal and commercial details
and therefore, the amendment to the regulation seems to be a step in

1. Eric Newbigging, Hoffman la-Roche v. Stanley Adams: Corporate and Individual
Ethics, Cranfield CERES (1987), available at: https://dspace.lib.cranfield.ac.uk/
handle/1826/471(last visited Jan 24, 2022).

2. Competition Act, 2002, § 19, No. 57, Acts of Parliament, 2002 (India).

3. Merriam-Webster, available at: https://www.merriamwebster.com/dictionary/confiden-
tial(last visited Jan 22, 2022).

186



THE WATCHDOGS ATTEMPT TO TWEAK CONFIDENTIALITY

the wrong direction and needs reconsideration. Previously, the informant
could seek confidentiality according to his/her discretion, however, with
the recent amendment in the 2009 regulations the CCI will have discre-
tion whether to reveal the identity of informant or not. In cases where
it feels that the informant’s identity as to be revealed, it can reveal the
identity after recording the reasons in writing after conducting a hearing
for the same.*

It is remarkable to note that on one hand, the commission itself rec-
ognizes the importance of general public in exposing antitrust practices’
and agrees to the fact that the gate of this Commission is open to any-
one who has relevant information and any statement contrary to this
would defeat the entire purpose of the act.®* While on the other hand, the
commission fails to understand that the general public would only pro-
vide information if they feel protected and secured but with completely
doing away with the confidentiality provision it dissuades the public from
reaching out to it.

Therefore, in this paper we present structured arguments in favor of
the need for reform followed by judicial precedents and this being a solu-
tion oriented paper, we end our paper with long term and short term
solutions that the Indian anti-trust watchdog can at best consider.

II. TRACING THE ROOTS

Under Indian Competition Law regime which is still at a nascent stage,
provisions for protection of confidential information as well as that of
information providers have been envisaged in the statutory framework
itself. To briefly highlight the provisions pertaining to confidentiality,
Section 60(1)” of the Monopolies and Restrictive Trade Practices Act,
1969, which is the predecessor to Competition Act, 2002 (“MRTP”) pre-
vents the Commission from disclosure of information obtained by itself
or through other sources for the purposes of the act which is to keep a
check on the anti-trust practices. The provision which we have referred

4. The Competition Commission of India (General) Amendment Regulations, 2021, § 35.
5. Competition Commission of India,Annual Report 2018-19, Government of India (2020),
available at: https://www.cci.gov.in/node/4851 (last visited Jan 24, 2022).
. Harshita Chawla v. WhatsApp and Facebook, 2020 SCC OnLine CCI 32.
7. Monopolies and Restrictive Trade Practices Act, 2002, § 60(1), No. 54, Acts of Parliament,
1969 (India).

[}
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states that- “Section 6o(1)No information relating to any undertaking,
being an information which bas been obtained by or on behalf of the
Commission for the purposes of this Act shall, without the previous per-
mission in writing of the owner for the time being of the undertaking, be
disclosed otherwise than in compliance with or for the purposes of this
Act”. However, it keeps room for disclosure of the information in certain
situations such as legal or criminal proceedings. The section also requires
written consent of the owner of such undertaking or the informant for
disclosure.

The section pertaining to confidentiality has been envisaged in
Competition Act, 2002 as well. Section 6o of the MRTP Act is similar
and in consonance to Section §7% of the 2002 Act. As per this provi-
sion, information obtained by the Commission is not to be unauthor-
ized disclosed to others. Furthermore, the Competition Commission of
India, under Section 64(1)° is authorized to devise Regulations which
are consistent with the principal act as well essential for functioning
and implementation of the Act. In the exercise of such inherent power,
the Commission has laid down, The Competition Commission of India
(General) Regulations, 2009 and The Competition Commission of India
(Lesser Penalty) Regulations, 2009. These regulations have provisions
envisaged which protect the confidentiality rights of the informant.

Regulation 35(1) of the Competition Commission of India (General)
Regulations, 2009 states that- “The Commission shall maintain confi-
dentiality of the identity of an informant on a request made to it in writ-
ing”.1% Similarly, Regulation 6! of the Competition Commission of India
(Lesser Penalty) Regulations, 2009 has also been enacted and notified
and provides for absolute confidentiality of informant to the commission.

III. THE APPLE OF DISCORD

Regulation 35(1) of the Competition Commission of India (General)
Regulations, 2009 states that- “The Commission shall maintain con-
fidentiality of the identity of an informant on a request made to it in

8. Id at 3.

9. Competition Act, 2002, § 64(1), No. 57, Acts of Parliament, 2002 (India).
10. Competition Commission of India (General) Regulations, 2009, § 35.
11. Competition Commission of India (Lesser Penalty) Regulations, 2009, § 6.
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writing.'> However, in the year 2021, the Commission proposed an
amendment to the said regulation through, Competition Commission of
India (General) Amendment Regulations, 2021 and added a proviso to
the aforementioned regulation. The proviso envisaged by the Commission
states that- “Provided that where it is expedient to disclose the identity
of the informant for the purposes of the Act, the Commission shall do so
after giving an opportunity to the informant of being heard”."3

Surprisingly, the intent behind such proposed amendment has not been
specified and clarified by the Commission. As per the draft provided by
the Commission for public comments and opinion, there has been no
shred of reasoning provided as to why the option of confidentiality has
been done away with and the Commission has accorded itself with pow-
ers over identity of the informant."* To quote the exact statement per-
taining to this amendment in the draft issued by Commission-“ Lastly,
the issue of confidentiality over the identity of the Informant was also
examined in light of difficulties faced and experience gained, being the
incidental issue that needs to be suitably addressed. The existing default
position which enables the Informant to seek confidentiality over its
identity on mere making a request in writing is proposed to be done
away with. However, the Commission may accord confidentiality over
the identity of the Informant in appropriate cases. Prior to ascertaining
whether the provision proposed by amendment was in light of principles
and jurisprudence of Competition Law, it is important to ascertain the
intent of the Commission for such an amendment. However, as per the
statement mentioned above, it has clearly been stated by the commission
that it intends to do away with the provision of according confidential-
ity of identity on written requests but shall take the power into its own

hands.

In our humble opinion, this amendment is onerous and unsatisfactory,
therefore, needs to be discussed and further clarified.

12. Id at 8.

13. The Competition Commission of India (General) Amendment Regulations, 2021, § 35.

14. Inviting public comments regarding review of cci.gov.in, available at: https://cci.gov.in/
sites/default/files/news_ticker/ProposalalongwithDraftRegulation.pdf?download=1(last
visited Jan 24, 2022).
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IV. TO PROTECT OR NOT: THE
INDECISIVENESS OF COMMISSION

The Indian antitrust watchdog itself recognizes that detection of cartels
can be a challenging task and therefore the role of genuine customers is of
vital importance and information obtained from them is relatively quick
than one where the agency itself will follow a complete legal process.!
Furthermore, history has been witness as most of the prosecution on
cartel cases has been triggered by individual complaints under the MRTP
Act and therefore, the importance of anonymous complaint in India is of
particular relevance.'

This proposition of the commission is in line with Section 19(1) (a)"”
that empowers the Commission to initiate an inquiry in issues pertaining
to alleged anti-trust practices. Furthermore, the said section gives liberty
to commission to act suo-moto or on receipt of information by a person,
a consumer or a trade association. According to Section 19(1), it states
that- “The Commission may inquire into any alleged contravention of
the provisions contained in sub-section (1) of section 3 or sub-section
(1) of section 4 either on its own motion or on--(a) 1 [receipt of any
information, in such manner and] accompanied by such fee as may be
determined by regulations, from any person, consumer or their associa-
tion or trade association”. The inclusion of the term ‘a person’ as stated
in the provision mentioned has opened the gates for any person having
information regarding anti-competitive practices.

However, in recent times the Commission has decided to take a nar-
row approach towards this phrase and has often rejected claims on the
basis of the fact that only aggrieved person can initiate action. However,
in the landmark case of Samir Agarwal v. Competition Commission of
India®® also known as the Cab Aggregators Case, the Hon’ble Supreme
Court of India held that receipt of information under section 19 is dif-
ferent to that of receipt of complaint. The court further reiterated that
The Competition (Amendment) Act, 2007' changed the head note of
Section 19 so as to facilitate the fact that information has to be brought

15. Study Of Cartel Case Laws in Select Jurisidctions, Cuts International and National Law
University Jodhpur,p.30, 2008.

16. Id., p. 31-32.

17. Competition Act, 2002, § 19, No. 57, Acts of Parliament, 2002 (India).

18. Samir Agrawal v. Competition Commission on India, 2020 SCC OnLine SC 1024.

19. The Competition (Amendment) Act, 2007 § 12, No. 39, Acts of Parliament, 2007 (India).
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before the Competition Commission against unfair trade practices as the
term ‘Complaint’ is constricted towards the fact that it can be brought
by someone who is aggrieved. Furthermore, the case emphasized the fact
that Competition Commission of India and the NCLAT have powers
which enable them to act in rem, i.e. in public interest. The nature of
functions of CCI and NCLAT has been held to be inquisitorial and not
adjudicatory and hence it is essential that their doors remain open to all
in the interest of public.

V. IMPACT ON INFORMANTS

This being the current position, the amendment to Regulation 35 of
the Competition Commission of India (General) Regulations, 2009 has
placed powers to the commission regarding the decisions on confidenti-
ality of the informant. As per the proviso to new regulation, if the com-
mission deems fit to disclose the identity then it has powers to do so
by recording the reasons in writing. Such a provision could deter the
informants from bringing information before the commission as they no
longer have the power to secure their identities. Thus even though the
Hon’ble Supreme Court of India in the case of Samir Agarwal®® has lib-
eralized the principle of Competition Commission and has clearly stated
that the powers of Competition Commission are to be exercised in public
interest and the doors of the commission are to remain open to inform-
ants. However, the new regulation has placed a direct impediment in this
standing. The primary reason for protection of confidentiality is the fact
that the informant has the fundamental right to privacy under Article

212

Another important aspect is the fact that disclosure of the identity
of the informant leads to loss of reputation of the informant and puts
him in disadvantageous position.?* Furthermore, the protection of con-
fidentiality of the informant as well as that of information brought is
an essential principle laid down by Hon’ble courts in wide array of
cases. The landmark case of Competition Commission of India v. Steel

20. Id at 16.

21. India Const. art. 21.

22. Bhumesh Verma and Shashank Saurabh, Making Sense of The Confidentiality Claims
Under The Competition Law Regime, (2020) PL (CL) March 8o.
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Authority of India Ltd.,** the Hon’ble Supreme Court of India held that
the Competition Commission must maintain absolute confidentiality
which has been envisaged under Section 57 and Regulation 35 of the
regulations is absolute in nature. The Director General and Commission
itself must maintain confidentiality under the relevant provisions. In
a similar parlance, in the case of Telefonaktiebolaget LM Ericsson
(PUBL) v. Competition Commission of India,** the Hon’ble High Court
of Delhi has reiterated the importance of confidentiality and responsibil-
ity of the DG and the Commission to maintain confidentiality. However,
the amendment to the Regulation 35 of the Commission has placed the
principles of absolute confidentiality, as envisaged in the aforementioned
cases, has not been taken into regard by the Commission while envisag-
ing the amendment. The power provided to Competition Commission
under the regulation puts a detriment to the principle of confidentiality.

Furthermore, it is imperative to read Regulation 35 which is in ques-
tion with Regulation 6 of the Competition Commission of India (Lesser
Penalty) Regulations, 2009.Regulation 6 states that-

“Notwithstanding anything contained inthe Competition Commission
of India (General) Regulations, 2009, the Commission or the Director
General shall treat as confidential,-(a) the identity of the applicant; and
(b) the information, documents and evidence furnished by the applicant
under regulation 5:

Provided that the identity of the applicant or such information or doc-
uments or evidence may be disclosed if,- (i) the disclosure is required by
Law; or(ii) the applicant has agreed to such disclosure in writing; or(iii)
there has been a public disclosure by the applicant: Provided further
that where the Director General deems it necessary to disclose the infor-
mation, documents and evidence furnished under Regulation 5 to any
party for the purposes of investigation and the applicant has not agreed
to such disclosure, the Director General may disclose such information,
documents and evidence to such party for reasons to be recorded in
writing and after taking prior approval of the Commission.”

23. Competition Commission of India v. Steel Authority of India Ltd., (2010) 10 SCC 744.
24. Telefonaktiebolaget LM Ericsson (PUBL) v. Competition Commission of India and
Another., (2016 SCC OnLine Del 1951).
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If we look closely towards the above provision we observe that the reg-
ulation begins with ‘Notwithstanding’ which is a non-obstinate clause.
The regulation, thus supersedes the provision envisaged in Competition
Commission of India (General) Regulations, 2009 which means that
Regulation 35 of the 2009 General Regulations must be in accordance
with Regulation 6 above. Now if we analyze closely and test the afore-
mentioned provision on an anvil with amended regulation 35, we observe
that it establishes the principle of absolute confidentiality pertaining to
identity of informants and information and documents. The clause also
provides for what proves to be an exception and when can identity of
informant be released. However, the amended proviso to Regulation 35
does not provide for any such conditions and neither does it protect the
choice of the informant. The proviso to Regulation 35 now takes away
this power and gives it to the Commission which is arbitrary.

VI. WAY FORWARD- A GLANCE TOWARDS THE GLOBE

Having discussed the need to protect the confidentiality of the inform-
ant, this article shall now discuss both short term and long term changes
by seeking inspiration and ideas from the antitrust watchdogs across the
globe and applying the same in our country with required amendments
to suit the needs of our country.

A. Short Term Solutions

For the short term solutions, the Competition Commission of India can
seek inspiration from Canada, Hungary and the European Commission
whose primary focus is to ensure protection of informant’s identity and
increased participation of informants in debunking anti-competitive
practices.

1. The Competition Bureau of Canada

The Competition of Bureau of Canada is an independent law enforce-
ment agency that aims to protect and promote competition in the coun-
try.?> The aims and objectives of the Bureau is similar to the aims of
Competition Commission of India. What differentiates the two nations is

25. Competition Bureau Canada, Competition Bureau Canada Home (2022), available at:
https://www.competitionbureau.gc.ca/eic/site/cb-bc.nsf/eng/home(last  visited Jan 24,
2022).
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the confidentiality regime regarding the informants and whistle-blowers
. Section 29(1)?¢ of the Competition Act, 1985 of Canada states that the
identity of the informant will not be communicated to any other person
except the Canadian law enforcement agency.

It is pertinent to note that Canada recognizes the importance of inde-
pendent informants as well as the whistle-blowers in debunking cartels
and anti-competitive trade practices; this can be seen from the fact that in
the year 2020-21 the number of complaints received through the online
portal was 6,308.2” The anti-trust watchdog in Canada has a dedicated
portal wherein all that the informants need to do is fill up the online
complaint form. Furthermore, the amount of information that needs to
be given completely depends on the informant and the Bureau has no
role in it.2® The only mandatory detail that needs to be given is the Email
address of the informant, whether the informant has filed a previous
complaint on the same issue and the details of the issue along with the
fact that whether the informant is the victim or not. Unlike in India
where the informant has to supplement her application with personal
details and the form also has legal jargons which makes the process all
the more cumbersome.?

Furthermore, Section 66 (2) protects the confidentiality of the whistle
blower. In addition to this, the act provides for the protection of these
whistle-blowers from their employer against whom they have filed a
complaint.®® The Act further provides for strict penal action against the
employer who tends to harass, demote or disadvantage the employee.*!

The commission in India can definitely insert provisions like these
as it would serve two purposes. Firstly, the informants will voluntar-
ily come up with information after being assured that their personal
details remain confidential and in case of any breach they would be duly

26. Competition Act R.S.C, 1985, § 29(1), No. 34, Acts of Parliament, 1985 (Canada).

27. Competition Bureau Performance Measurement & Statistics Report (2021-2022), Table
1.0.2., available at: https://www.competitionbureau.gc.ca/eic/site/cb-bc.nsf/eng/o4612.
html (last visited Jan 24, 2022).

28. Competition Bureau Canada, Complaint form Competition Bureau Canada (2019), avail-
able at: https://www.competitionbureau.gc.ca/eic/site/cb-be.nsf/frm-eng/GH%C3%89T-
7TDNAj (last visited Jan 24, 2022).

29. How To File Information?,available at:http://cci.gov.in/sites/default/files/cci_pdf/
HowToFileInformation.pdf (last visited Jan 24, 2022).

30. Competition Act R.S.C, 1985, § 66.2No. 34, Acts of Parliament, 1985 (Canada).

31. Competition Act R.S.C, 1985, § 67No. 34, Acts of Parliament, 1985 (Canada).
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protected. Secondly, the commission will receive more information and
thus, the objective of the act could be fulfilled in a better way.

2. Hungarian Competition Authority

The Hungarian Competition Authority is as many as thirty years old
and India has a lot to learn from it.>?> In Hungary the complaint can be
received by authorities both in electronic mode and through post. The
informant here has to pay no fee** unlike in India where the informant
if an individual has to pay a lucrative fee of Rs 5000.3* Furthermore, in
all cases where the informant requests her personal identifications and
address to be confidential, the GVH cannot refuse the request made.
Even in exceptional circumstances, the identity of the informant, her
address, name of her legal representative and other allied personal details
cannot be disclosed.3’

One of the most striking features that Hungary has is that the act pro-
vides for rewarding those individuals and whistle-blowers who provide
written evidence that qualifies to be treated as indispensable evidence.3®
The reward amount that the informant is entitled to if proved that the
information provided by her was indispensable, is one percent of the fine
imposed by the Competition Council proceeding in the case. Moreover,
if the evidence was provided by more than one person then each of these
people is individually entitled to the full amount.?”

Furthermore, people who also provide vital information regarding
hard core cartel cases are also entitled to reward. This is one of the major
reasons that more and more people come up to provide information.

3. European Commission

The European Commission is considered to be one of the most mature
jurisdictions regarding antitrust law. It does not recognize the concept of
locus standi and encourages individuals to provide information regarding

32. The responsibilities of the authority GVH, Ugrdsafoldalra, available at: https:/www.
gvh.hu/en/gvh/responsibilities_of_the_gvh/2349_en_the_responsibilities_of_the_
authority(last visited Jan 24, 2022).

33. Frequently Asked Questions (FAQs) on the Cartel Informant Reward, available at: https:/
gvh.hu/en/for-consumers/informant-fee/frequently-asked-questions-fags-on-the-cartel-
informant-reward(last visited Jan 24, 2022).

34. Competition Commission of India (General) Regulations, 2009, § 47.

35. Prohibition of Unfair and Restrictive Market Practices, 1996, GVH, Article 55/A.

36. Prohibition of Unfair and Restrictive Market Practices, 1996, Article 79/A.-1.

37. Prohibition of Unfair and Restrictive Market Practices, 1996, Article 79/A.
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anti-competitive trade practices.’® Furthermore, it allows individuals to
either disclose their information or go undercover. If a person wants to
file information anonymously, all she has to do is send an anonymous
message.?’ This ensures greater participation of individuals and in return
helps the antitrust agenciesdebunk cartels.

The European Commission however does not have any scheme related
to rewarding the individuals but has time and again aimed to strengthen
the protection given to the persons by ensuring greater confidentiality,
protection from retaliation and sufficient reporting mechanisms.*

B. Long Term Solutions

While in the short term, minute changes in the complaint process and
other allied changes could work but in the long run, there need to be
changes in the legislation and needs a detailed thought. The Korean anti-
trust agency provides for a reward mechanism to not just whistle-blowers
but to all those informants who play a major role and also ensures their
confidentiality. India could also work on something like this after careful
thought and due consideration to other factors.

1. Korean Fair Trade Commission

Korea is one of the first countries to have an antitrust law in force to
abolish direct price controls and to encourage best trade practice*' but
that was later revoked in the year 1999 owing to few shortcomings.
Later, a new law came into force which was in line with the European
Commission*? and since then it has been actively exposing cartels.

One of the main reasons behind the successful application of this act
is the informant reward system introduced by the Korean Fair Trade
Commission in the year 2002 and later in the year 2004, this scheme was

38. Commission Notice on the handling of complaints by the Commission under Articles 81
and 82 of the EC Treaty (2004/C 101/05).

39. Whistleblower, available at: https://comp-eu.whistleblowernetwork.net/FrontPages/
Default.aspx(last visited Jan 24, 2022).

40. May Lyn Yuen, Individuals as Whistleblowers, (July 24, 2019), available at: https:/www.
mondaq.com/uk/cartels-monopolies/828744/individuals-as-whistleblowers (last visited
Jan 24, 2022).

41. Monopoly Regulation and Fair Trade Act (MRFTA), 1980, No. 3320, Acts of Parliament,
1980 (Republic of Korea).

42. K Shin, Competition Law and Policy in S Haggard et al (eds), Economic Crisis and
Corporate Restructuring in Korea (Cambridge University Press 2003) p.266.
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completely formalized. Furthermore, Korea saw that when the reward
was fixed to maximum 20 million the reporting of case was less and once
the reward was increased to 100 million, the reporting too increased.®
Moreover, the reward system isn’t the only thing that the Fair Trade
Commission has focused upon, it has also ensured that the confidenti-
ality of these informants are not compromised and this could be viewed
from the fact that the details of informants reward isn’t published by the
commission.**

This brings us to the fact that while protecting the informants confi-
dentiality is one step, the other step in the long term could be to introduc-
tion of rewards scheme as it has the potential to uncover infringements
that would otherwise go undetected.®

VII. CONCLUSION

In this paper, we discussed the challenges that the recent amendment
to the Competition Act brings forth and how the same has been dealt
in other nations. Ironically, in the era where we talk of data protection,
privacy and whistle blower protection, we stand here to discuss the issue
of confidentiality of informant in Competition Law. While on one hand
the Commissions wants its gates to be open for everyone by doing away
with the concept of locus standi. On the very other hand it tries to defeat
this purpose, by not ensuring confidentiality of informants. Moreover,
the legislative intent of the act since its inception has been to protect the
personal information of the informant and therefore, the government
today seems to be taking a step in the wrong direction.

However, there still lies hope. The Commission invited for pub-
lic comments on the same and we expect the legal practitioners and
experts to provide solution for the same. On our part we propose that
the Competition of Commission of India must draw inspiration from its
antitrust counterparts around the world. Easing the process of reporting
anticompetitive trade practice along with major focus on getting the facts

43. KFTC, Guidelines for Enforcing the Leniency Program for the Informant Reporting the
Improper Concerted Act.

44. Andreas Stephan, Is the Korean Innovation of Individual Informant Rewards a Viable
Cartel Detection Tool? ESRC Centre for Competition Policy & Norwich Law School
University of East Anglia CCP Working Paper 14-3.

45. G Schnell, Bring In the Whistleblowers and Pay Them — The Next Logical Step in
Advancing Antitrust Enforcement (November 2013) CPI Antitrust Chronicle, 2.
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rather than personal details of the informant will definitely do well both
in the short and long term. Along with this, other novel methods could
be adopted as has been already discussed. Thus this issue can be mended
with careful thoughts and strategic implementation.
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Oversight of Ethical Issues: The
Achilles Heel in the Mediation Bill

—Kishalaya Pal

ABSTRACT

The Mediation Bill has ushered in a new wave of hope and
optimism in the commercial arena. As is known, commercial
mediation has unbound prospects in terms of ameliorating the
strained judiciary and litigation in India. However, this bill has a
few major lacunas including its oversight of ethical issues which
might not only stimy the growth of mediation culture but also be
counterproductive. The push for a separate law on meditation
has gathered steam in recent months. This paper gives an
in-depth analysis of the various ethical issues like confidentiality,
good faith, informed consent and impartiality and also provides
their limitations in practice. Part I of the paper discusses the build
up to the Mediation Bill, the motivation behind it, its possible
impact on the commercial realm and the need for mediation
ethics. Part II discusses the various ethical issues and how the
Bill is incapable to deal with them. Thereafter, Part 111 discusses
the approach to fill these lacunas in the bill.

I. PART I: BACKGROUND

A. A New Prospect

The former Chief Justice of India, Justice N. V. Ramana, in his key-
note address at the ‘India-Singapore Mediation Summit’, noted that
“Prescribing mediation as a mandatory step for resolution of every
allowable dispute will go a long way in promoting mediation. Perbaps,
an omnibus law in this regard is needed to fill the vacuum”.! He even

1. N.V. Ramana, ‘keynote address’, (India-Singapore Mediation Summit, 2021, available
at: https://www.livelaw.in/pdf_upload/cji-speech-at-mediation-summit-396853.pdf (Last
Accessed 16th December).
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cited the mediatory role played by Lord Krishna to resolve the dispute
between Pandavasand Kauravasin the epic Mahabbarata, thus depict-
ing how integral mediation is to the ethos of this country.? While there
were previous mentions of it from the highest of echelons,’ this time
it was soon followed up by the Union Law Minister proclaiming that
the government is set to introduce new legislation on mediation in the
winter session of 2021.* Thereafter, on November 5, 2021, the draft of
“The Mediation Bill, 2021 (the “Bill”) was publicised for pre-legisla-
tive consultation® and the draft was finally tabled in the Rajya Sabha on
December 20, 2021, and was then referred to the Standing Committee
for further analysis.”

The bill makes some appreciable strides to foster the practice of medi-
ation by providing an appreciable framework of provisions and laying
the groundwork for institutionalising the process. Apart from the gen-
eral provisions of definition, applicability, duties, some of the noteworthy
provisions include the establishment of the Mediation Council of India,®
legal backing of private and online mediation® and promotion of commu-
nity mediation'® which all are bound to enable an organised and efficient
culture of mediation. Given the ambit of this paper, the author would
stress on the provisions outlining the commercial facets and their inter-
section with the provisions related to ethics in the Bill.

2. 1d.

3. Ajmer Singh, Supreme Court forms Committee to draft Meidation law,The Economic
Times (2% January, 2022), available at: https://economictimes.indiatimes.com/news/
politics-and-nation/supreme-court-forms-committee-to-draft-mediation-law-will-send-
to-government/articleshow/73394043.cms?from=mdr.

4. AaratrikaBhaumik, Centre Will Introduce New Law on Mediation in Upcoming Winter
Session of Parliament: Law Minister Kiren Rijiju, Live Law, available at: https://www.live-
law.in/top-stories/law-minister-law-on-mediation-winter-session-parliament-kiren-rijiju.
181392#:~:text=In%20July%202021%2C%20Chief%20Justice,step%20in%2odis-
pute%2oresolution%2oprocess.&text=%22Prescribing%2omediation%20as%20a%20
mandatory,long%2oway%2o0in%z2opromoting%2omediation, accessed 27 September
2021.

5. The Mediation Bill, 2021, Bill No. XLIII of 2021, 2021 (India).

6. Press Information Bureau, available at: https:/pib.gov.in/PressReleaselframePage.aspx-
?PRID=1769531#:~:text=The%20draft%20Bill%20proposes%2ofor,an%z2ourgent%20
relief%20is%20sought, (Last accessed 12 January, 2022).

7. Ministry of Parliamentary Affairs, https:/mpa.nic.in/bills-list, (Last accessed 16™
January, 2022).

8. Supra note 5, Clause 33.

9. Supra note 5, Clause 32.

10. Supra note 5, Clause 44.
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B. Mediation In the Commercial Realm

The Bill covers in its ambit all forms of commercial disputes and civil
disputes except the ones provided in the First schedule.!! The term
‘Mediation’ itself has been given quite a broad meaning so that maxi-
mum types of arrangements even akin to mediation are governed by this
act.!” As far as commercial disputes are concerned, all of them including
the ones where one of the parties is the central or state government or
public body, are to be mediated before initiating litigation as per Clause
6 of the Bill which lends impetus to Section 12A of the Commercial
Courts Act, 2015 (“CCA”)."> However, this section has not been given
overriding effect over other laws. Importing from CCA, this Bill defines
Commercial disputes as any dispute arising out of ordinary transactions
of merchants, bankers, financiers and traders such as those relating to
mercantile documents, including enforcement and interpretation of such
documents.'*

Mediation has huge benefits for all stakeholders. The parties save time
and money, the commercial market is less chaotic and the judiciary is less
burdened. It seems to be an ingenious panacea and in lot of respects, it
indeed is. For commercial entities, the benefits are even bigger consider-
ing that an informal system enables the parties to express their emotions
and even personal vulnerabilities related to the business and its devel-
opments.” Thus, it becomes a medium to go to the roots of the dispute
which many a time exists beyond the papers and the technicalities and
can actually be nipped in the bud thus preventing aggravation. Assurance
of confidentiality allows the parties to share business secrets and risks
and also saves them from any disrepute that is associated with losing a
case.!'® As mediation is a non-adversarial process, parties might reach a
‘win-win’ situation thus preserving their relationship as opposed to

11. Supra note 5, Clause 7.

12. Supra note 5, Clause 4.

13. The Commercial Courts Act, 2015, § 12A, No. 3, Act of Parliament, 2016 (India).

14. The Commercial Courts Act, 2015, § 2(c), No. 3, Act of Parliament, 2016 (India).

15. Danny McFadden, Developments in International Commercial Mediation: US, UK,
Asia, India and EU, 24 8 CONTEMP. Asia ARB. J. 299 (2015).

16. Shraddha Bhosale, Confidentiality in Mediation: An Indian Perspective, Kluwer
Arbitration Blog, available at: http://mediationblog.kluwerarbitration.com/2016/01/18/
confidentiality-in-mediation-an-indian-perspective/ (accessed 28th November 2020).
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litigation which is often severely detrimental to one party.'” This fea-
ture is particularly important for large corporations as many businesses
depend on such enduring relationships with ancillary entities.’® A lot of
the time, litigation proves to be disruptive for a commercial entity at least
to the segment which is integral to the subject matter. This increases
the financial losses which the company incurs just by participating in
litigation.

C. A Double-Edged Sword

Justice D.Y. Chandrachud in one of his pieces discussing the potential of
mediation and its implementation strategies observed, “overbearing pub-
lic interest in ensuring that the basic premise underlying the functioning
of the judicial system, on which is founded the commitment of our sys-
tem to the rule of law, is not obliterated in the search for alternates.”" It
is true that any effort towards fostering alternate methods and distancing
from the conventional courts runs an inevitable risk of compromising
with the principles of natural justice and fairness. Furthermore, medi-
ation is a non-adversarial process, thus the parties themselves have a
greater scope in determining the conclusion and the path till there as
opposed to the adversarial system.2°

To overcome this risk, there must be an establishment and adherence
to a set of ethics that may be enumerated in enforceable codes of con-
duct. This is an absolute necessity for the subsistence of alternative dis-
pute resolution methods, especially mediation where the mediator does
not have an adjudicatory role. The new push towards fostering medi-
ation will obviously build public confidence in the system.?! However,
any fumble in maintaining high ethical standards which in the eyes of the
public have influenced the result would severely tarnish that confidence

17. Anirudh R, Adversarial Process Problems: The Need for Mediation as an Alternative
Dispute Resolution Mechanism, 3 RSRR 55, 56 (2016).

18. Ronald J. Gilson & Robert H. Mnookin, Disputing Through Agents: Cooperation and
Conflict Between Lawyers in Litigation, 94 Colum. L. Rev. 509, 536(1994).

19. Dhananjay Y. Chandrachud, MEDIATION - Realizing the potential and designing
implementation strategies, available at:http:/lawcommissionofindia.nic.in/adr_conf/
chandrachuds.pdf, Law Commission of India, (Last accessed 4™ January, 2022).

20. Jacqueline Nolan-Haley, Mediation: The New Arbitration, 17 Harv. Negot. L. Rev. 61,
(2012).

21. Joyce Low, Introducing a presumption of ADR for civil matters in the Subordinate
Courts, 5 Singapore L. Gaz. 1, 4 (2012).
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and drag the culture of mediation to square one. For instance, an unwar-
ranted disclosure in mediation might completely tarnish a company’s rep-
utation and thus other companies might want to refrain to use the same
institutions and their instrumentalities. To further illustrate the need
for ethics, an observer of a mediation process between two companies
with an intellectual property dispute, which lasted for five long years
and financially drained the parties, attributed it to the “fierce litigious-
ness, arrogance and greed” of the parties with charges of misconduct
exchanged on a daily basis.?> Zealous advocacy instead of restorative
effects has now made mediation more of an adversarial system thus dilut-
ing its inherent benefits for commercial entities as noted above.?* Thus,
the very advantages of mediation which include a high degree of unbri-
dled engagement as noted above might backfire. Hence, mediation is a
‘double-edged sword’.

One of the arguments put forth by the proponents of ‘voluntary’
pre-litigation mediation as opposed to ‘mandatory’, is that mediation
won’t be effective with unwilling participants as their perceptions will be
clouded by the power dynamics that they are convinced of. They will be
subconsciously less open to reaching a win-win settlement.?* This article
won’t delve into this debate and instead accepts the recent turn of events
which strongly suggests a push towards mandatory pre-litigation. Thus,
the best option is to reconcile the arguments by mitigating the effects of
the opposing arguments. Here again, a strong foundation of ethics will
go a long way in addressing the concerns by mandating them to max-
imise collaboration and optimise participation in the resolution process.
Thus, it can be said that the overall success of mediation largely depends
on the ethical conduct of the parties and the practitioners.

II. PART II: ETHICAL ISSUES IN MEDIATION

Starting with the expression, Black’s Law Dictionary defines ‘Ethics’ as
“of or relating to moral action, motive or character; as, ethical emotion;

22. Todd B. Carver and Albert A. Vondra, Alternative Dispute Resolution: Why
it Doesn’t Work and Why it Does, Harvard Business Review, hbr.org/t994/05/
alternative-dispute-resolution-why-it-doesnt-work-and-why-it-does.

23. Jacquieline M. Nolan-Haley, Mediation: The ‘New Arbitration’, 17 Harv. Neg. Law Rev,
(2010).

24. Gary Smith, Unwilling Actors: Why Voluntary Mediation Works, Why Mandatory
Mediation Might Not, 36 Osgoode HALL L. J. 847 874 (1998).
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also, treating, of moral feelings, duties or conduct; containing precepts
of morality; moral”; and secondarily as “professionally right or befitting;
conforming to professional standards of conduct.”? David A. Hoffman
in his Ten Principles of Mediation Ethics drafted a list of ten ethics that
must be adhered to which included inter alia voluntariness, impartiality,
no conflict of interest, confidentiality.?

Generally, integrity and impartiality, conflict of interest, confiden-
tiality, informed consent and the overall fairness of the practitioners
constitute the key ethics and thus find their place in almost all guide-
lines and mediators’ codes of conduct in some form.?” In this Bill as well
Clause 12 provides for Conflict of interest and disclosure,*® Clause 13
provides for termination of the mandate of a mediator if a conflict of
interest is found?’ and Clause 23 very comprehensively covers the aspect
of confidentiality.?°

While these issues seem to be very straightforward, in real-life prac-
tice, they are very complex and full of dilemmas.>! The problems arise
when there are multiple points of view and what’s right and wrong vary
from person to person depending upon their own perspective. In reality,
a very unflinching adherence to the general ethics or enactment of strict
codes of conduct might actually be counterproductive. As we will see
in the subsequent parts, all most all the ethical principles come with
their set of critiques. These lead to dilemmas for the practitioners. To get
through the uncertainty and vagueness, certain ground rules need to be
set so that uniformity can be maintained.’? The onus falls on the statute
itself to be as detailed and contemplative as possible which unfortunately
this Bill has failed to do. As far as ethical issues are concerned, this Bill

25. Henry Campbell Black, Black’s Law Dictionary 653 (4th ed., 1968).

26. David A. Hoffman, Ten Principles of Mediation Ethics, Alternatives to the High Cost of
Litigation, available at: https:/blc.law/wp-content/uploads/2016/12/2005-07-mediation
ethicsbranchmainlanguagedefault.pdf, Boston Law Collaborative (Last visited June 6,
2021).

27. The Standards of Ethics and Professional Responsibility for Certified Mediators by the
Supreme Court of Virginia; European code of conduct for mediators, JAMS Mediators
Ethics Guidelines.

28. Supra note 5, Clause 12.

29. Supra note 5, Clause 13.

30. Supra note 5, Clause 23.

31. Radu Damaschin, Ethical challenges in the practice of law, Lexology, available at: https://
www.lexology.com/library/detail.aspx?g=5d4e260f-edda-4e89-9bgs-e64eobgas7aé.

32. The Mediation & Dispute Settlement Centre, available at:http://www.themediationcen-
tre.co.za/index.php/quotes-of-note, (last accesed 11 June, 2021).
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very cursorily touches upon them, which given the cruciality of ethical
issues in commercial mediation as discussed in the previous part, might
open up the floodgates for a whole set of challenges which again the judi-
ciary will have to deal with.

Apart from these, by the word “ethics” the author also connotes the
collective responsibility of the mediators, practitioners, institutions and
dispensations towards the larger goal of leading the practice of medi-
ation to success. This could be achieved if the objectives it had set out
for, which are to promote and facilitate mediation including institutional
mediation, community mediation and to make mediation acceptable and
a cost-effective process, are actually realised in practice.®® One of the
most vigorous aversions that proponents of mediation make, is its ability
to be a means of social ordering uniquely capable of making participants
less aggressive in their interactions in the market.3*

III. IMPARTIALITY, INTEGRITY AND
DISCLOSURE OF CONFLICT OF INTEREST

The principles of conflict of interest, impartiality and neutrality are dis-
cussed under the same room as the presence or even appearance of the
first casts a cloud of speculation over the latter two. Clause 12 of the Bill
requires the mediator to disclose in writing any circumstance or poten-
tial circumstances, of any kind like personal, professional, financial or
otherwise that may give rise to a conflict of interest or raise justifiable
doubts over independence or partiality of the mediator.3’ Further, Clause
13 provides for termination of the mandate of the mediator in receipt of
information about the mediator being involved in a matter of conflict of
interest®® and Clause 17 requires the conduct of mediation to be in an
impartial manner.’” These statutes clearly have a wide scope of applica-
tion and give preference to a judgment based on the entire conduct and
behaviour of the mediator rather than finding any conclusive evidence of
bias or conflict of interest.

33. Supra note 5, Statement of Object and Reason.

34. Robert P. Burns, Some Ethical Issues Surrounding Mediation, 70 Fordham L. Rev. 691
(2001). 3.

35. Supra note 5, Clause 12.

36. Supra note 5, Clause 13.

37. Supra note 5, Clause 17.
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The mediator has the responsibility to disclose all actual and potential
conflicts that are reasonably known to the mediator and could reasona-
bly be seen as raising a question about neutrality for the mediation.*® For
instance, while private sessions with parties are not barred, the mediator
must not disclose the information communicated to him in confidence
and not bend the truth, even if it may seem in the interest of settlement.*
Any questionable conduct in private sessions might be sufficient to raise
justifiable doubts. The “Headline Test” devised by Prof. Frank Sander
serves a good use here. It contemplates the prospective situation of con-
flict of interest and how would it mar the image of the entire system
by raising a symbolic question “how would you feel about the potential
conflict appearing on the front page of the newspaper?”. This implies
that the boundaries of conflict of interest must not even be flirted with.
The benefit of the doubt in case of any must fall on the side of disclo-
sure. This responsibility should continue, throughout the course of the
proceedings.*

IV. ANTITHESIS AND ITS CRITIQUE

Almost inconceivably, Bradley K. seconded by Hin Hung in his work
on neutrality and its implication ends up criticising the very norm. They
expressed this contention as a challenge to the 2017 Mediation bill of
Ireland’s head 6(9) which calls for self-determination of parties*' and
head 8(2)(b) which stipulates the conduct of mediators to be impartial.*

She argues that although on paper it seems to be a sound proposition,
in reality, neutrality throws up a whole raft of issues. She argues that a
human’s mediators cannot completely detach from any views or feelings
pertaining to the dispute or parties.* Hung while endorsing this conten-
tion furthers it by arguing that a mediator should be overtly ‘biased’ to

38. John D. Feerick, Towards Uniform Standards of Conduct for Mediators, South Texas
Law Review 455, 464 (1997).

39. Supreme Court of India, available at:https:/main.sci.gov.in/pdf/mediation/MT %20
MANUAL%200F%20INDIA.pdf, (Last accessed 29th May, 2021).

40. Supra note 3 4.

41. Mediation Bill, 2017, 6(9).

42. Mediation Bill, 2017, 8(2)(b).

43. Bradley K, Neutrality — core principle or principal hurdle, available at https://www.cedr.
com/ Neutrality-core-principle-or-principal-hurdle/, (Last visited 14™ June, 2021).
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be neutral and impartial at a higher level of ethical consideration as being
slightly partial is inevitable.**

This juxtaposition also needs to take into account the role of the medi-
ator. This antithesis is largely mitigated if the role of mediators as envis-
aged in Clause 18 of the Bill is actually practiced in the world. Clause
18 envisages an absolutely facilitatory role for the mediators by stating
that they should assist them in identifying issues, reducing misunder-
standings, clarifying priorities, exploring areas of compromise and gen-
erating options of expeditious resolution.* This is because, in such a
situation the mediator will merely be facilitating and not adjudicating,
thus eliminating the possibility of reflection of the bias in the mediator’s
role. However, very often mediation is treated with the same formality as
arbitration with submissions of positional briefs and claims based on the
law.*¢ This is where the bias might come into play in the decision-making
process.

In the commercial arena, this ethical issue comes into play in facili-
tated share bargaining.*” This involves a question of the degree of truth
and candour that the mediator should expect from the parties. One such
question might be whether it is morally right for a buyer in a transaction
to learn of the seller’s exigencies and then benefit from them. For illus-
tration, suppose A is contractually obligated to deliver a machine to B
within a certain date subject it passes a series of tests to be conducted by
C. Now a dispute arises between A and C as to the fees of those tests to
be paid by A. Now the question arises whether the mediator should allow
a higher price demand by C based on its knowledge of A’s obligation to
B.48

44. Hung Hin, ‘Neutrality and Impartiality in Mediation’, available at: https://librarysearch.
bond.edu.au/discovery/fulldisplay/alma9930454951602381/6tBOND_INST:BOND ,
accessed 14 June 2021).

45. Supra Note, Clause 18.

46. Jeffery H. Goldfien& Jennifer K. Robbennolt, What if the Lawyers Have Their Way? An
Empirical Assessment of Conflict Strategies and Attitudes Toward Mediation Styles, 22
Ohio St. J. On Disp. Resol. 277, 278 (2007).

47. Robert H. Mnookin et al., Beyond Winning: Negotiating To Create Value In Deals and
Disputes 18-21 (2000).

48. Robert P. Burns, Some Ethical Issues Surrounding Mediation, 70 Fordham L. Rev. 691
(2001).
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V. CONFIDENTIALITY: A NECESSITY

In order to settle any dispute, parties need to reveal every card. It is
pertinent to note that, the practice of mediation in India is driven by the
principles of equity and justice and not governed by any statute like the
Civil Procedure Code or Indian Evidence Act.* Hence, the procedures
regarding the presentation of documents and other evidence are quite
unrestrictive. Although this enables the parties to get to the roots of the
matter by shedding away a lot of limitations that the statutes give rise to
and find their way to creative solutions,*® on the downside, it leaves the
parties exposed which can be detrimental to its cause. Clause 23 of the
Bill, quite comprehensively deals with the issue of confidentiality laying
down the standards of conduct of mediators in various situations.

The Supreme Court has underlined the need for confidentiality
through various pronouncements even before the Bill came into play. In
the case of Moti Ram (D) Thr. L.Rs. and Anr. vs. Ashok Kumar and
Anr,the Apex Court stated that even the court has to be kept in the dark
of the details of the mediation process and it only needs to be intimated
about the success or the failure of the process. This is because in medi-
ation, very often, offers, counteroffers and proposals are made by the
parties but until and unless the parties reach an agreement signed by
them, it will not amount to any concluded contract. In the case of Rama
Aggarwal v PIO Delbi State Legal Service Authority that came up before
the Central Information Commission (CIC), it held that a party cannot
seek information pertaining to mediation proceedings under the Right to
Information Act, 2005°! as the same attracts exceptions under provisions
of the said Act.

An exception was carved out by the Supreme court in the case of
Perry Kansagra v. Smriti Madan Kansagra,> to the otherwise unwaver-
ing stance of the supreme court to safeguard confidentiality. This judge-
ment was actually an overruling of the Delhi High Court judgement in
the case of SmritiMadan Kansagra v. Perry Kansagra®* wherein it was

49. Supra note 5, Clause 17(4).

50. M. Gaylanne Phelan and Mary L. MacGregor, Mandatory Mediation of Estate Disputes,
[2004] 28 Lawnow [29].

51. The Right to Information Act, 2005.

52. Rama Aggarwal v PIO, 2015 SCC OnLine CIC 10387.

53. Perry Kansagra v Smriti Madan Kansagra, (2019) 20 SCC 753.

54. Smriti Madan Kansagra v Perry Kansagra, 2017 SCC OnLine Del 12156.
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argued that the attitude of the child would not fall within the bar of
confidentiality for the reason no information was shared by the couple is
being brought on record because the mandate of Section 12 of the Family
Courts Act, 1984°° cannot be lost sight of. Thus, as is provided in Clause
23,% confidentiality is subject to the requirement for disclosures in other
statutes and Clause 2.4 provides for privilege against disclosure.®”

A stringent and very broad approach to confidentiality unavoida-
bly results in controversies and more disputes as well as further legal
battles. This distinction is well illustrated in the comparison between
California’s absolute confidentiality evidence’® regime and the Uniform
Mediation Act.” The former has given rise to a disproportionately high
number of confidentiality disputes as opposed to the latter which has
listed exceptions.®® On the background of the Uniform Mediation Act
which provides for more detailed and generally stronger standards of
confidentiality than in many other jurisdictions, the California law has
been identified — to use the expression introduced by James R. Coben —
as “the source of a disproportionate share of mediation confidentiality
disputes”.®!

VI. INFORMED CONSENT OF PARTIES

This Bill has been drafted in complete oblivion of the various intricacies
of the relationship between the parties and their mediation. The absence
of truly educated decision making means that mediation may very well
result in uninformed and potentially harmful results.®> The discourse of
consent suggests that autonomy and its legal equivalent, self-determi-
nation, long standing values jurisprudence, are central values in media-
tion.®® Thus, nothing critical to their interest like the manner and mode
of negotiation shall be done in isolation. They must be informed and

55. Family Courts Act, 1984, § 12.

56. Supra Note, Clause 23.

57. Supra Note, Clause 24.

58. California Evidence Code, §§ 1115-1128.

59. Uniform Mediation Code, 2001.

60. Id., Section 7.

61. James R. Coben, My Change of Mind, ABA Dispute Resolution Magazine, 7 (2017).

62. Jacqueline Nolan-Haley, Informed Consent in Mediation: A Guiding Principle for Truly
Educated Decisionmaking, 74 Notre Dame L. Rev. (1998-1999) 775.

63. Ruth R. Faden& Tom L. Beauchamp, A History and Theory of Informed Consent, 120
(1986).
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updated regularly of the status of the proceedings and all-important
decisions with respect to the manner, strategy, structure of commercial
transactions must be subject to their consent. In addition, a mediator
should be satisfied that the parties have considered and understood the
terms of any settlement, and should, if appropriate, advise the parties
to seek legal or other specialized advice.®* For instance, with increasing
frequency of employing the arb-med or arb-med-arb method,® prior to
or during a mediation session, it becomes appropriate to discuss the pos-
sibility of combining mediation with binding arbitration, the mediator
should explain how a mediator’s role and relationship to the parties may
be altered, as well as the impact such a shift may have on the disclosure
of information to the mediator.

The degree of information flow will depend on the client’s ultimate
objective in the mediation. If it is irrespective of the process and solely
to obtain a desired result, the choice of mediating style will be to uphold
the interest of the client anyhow. However, as is usually sought in com-
mercial mediation, if one of the objectives is to preserve the cordial rela-
tionship with the opposing party, an integrative approach might be the
better option.®®

VII. PART III: THE REVIVAL PATH

While the mediation bill seems to be a reality in the near future, its
implementation remains to be fazed with many challenges. Almost all
the ethical issues are actually intertwined with nuanced exceptions and
in some places dilemmas. Something similar was noted in the case of
Salem Advocate Bar Association v Union of India Currently where it
was stated that despite the existing ADR framework which includes
mediation, there is insufficient case management or strategic method-
ology to implement the methods that were envisaged to ipso facto take
the case outside the judicial system.®” A trust-based society requires, in
addition to adversarial systems, a Drona equivalent ecosystem that can

64. JAMS ADR, available at: https://www.jamsadr.com/mediators-ethics/, (Last accessed
14June 2021).

65. Singapore: Arb-Med-Arb: Connecting The Dots Between Arbitration And Mediation 14
August 2018 by Sharon Lin and Daniel Cheong.

66. Park, J.; Rahman, H.A.; Suh, J.; Hussin, H. A Study of Integrative Bargaining Model with
Argumentation-Based Negotiation. Sustainability 2019, 11, 6832.

67. Salem Advocate Bar Association v. Union of India (2003) 1 SCC 49.
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help mediate millions of cases with fairness, reason and trust, leaving all
parties satisfied and without acrimony.®® Unfortunately, this current Bill
does not justify the importance of regulating the ethical issues as can be
seen by the generality and superficiality of the statutes related to ethics.

VIII. A MORE ELABORATE CODIFICATION

With the emergence of mediation, many lawyers are finding it difficult
to cope up with a host of new ethical dilemmas which are not explicitly
contemplated in the regulatory system.®® The complexity of some major
ethical issues that have been elucidated upon in the previous part needs
to be accounted for and not left to be interpreted in the hands of the
judiciary. There is a compulsive need for more nuanced and elaborate
laws specifically dealing with issues of ethics if needed in the form of
separate rules under these proposed legislations. The institutions usually
enact rules which lay down various procedures like appointment and
disqualification of mediators, codes of conduct among others.”” But the
Bill has to reflect it in order to have a higher authority so that they can’t
be derogated away by institutions. Another compulsive argument is that
while there exists an Advocates Act”! to regulate the legal profession to
the extent of practice in courts, and an Arbitration Act’? governing the
conduct of Arbitrators outside of the courts, there is currently no legis-
lation that binds or regulates the mediator’s career in India. Also, these
codes do not just exist in law books in some corner of the library but
provisions like contempt of court’ are regularly invoked against law-
yers. Otherwise, there will be a new set of litigation cases discussing the
ethics as it is well established in the previous parts that there is enough
dearth and substance against even the most conventional of norms. As it
is, the introduction of this Bill according to many is a step too late and
any further delay owing to ambiguity and vagueness in the statute is
unacceptable.

68. Eshwar Agarwal, Bani Singh et. al., We need alternative dispute resolution mechanisms in
India, available at: https://www.theweek.in/news/india/2020/07/09/opinion--we-need-al-
ternative-dispute-resolution-mechanisms-in-in.html (last accessed 11 June 2021).

69. Wolski, B., Where lawyer ethics and the ethics of mediation practice collide, The 8th
International Legal Ethics Conference, (2018).

70. Bombay High Court Mediation Rules, 2006 ; Orissa High Court Mediation Rules, 2008.

71. Advocates Act, 1961.

72. Arbitration and conciliation act of India, 1996, §75.

73. Contempt of Courts Act, 197T1.
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There is also a prevalent misconception that mediation does not
require any additional training apart from what a lawyer receives and
can enter this field with ease.”

For instance, a more elaborate set of exceptions in addition to what is
already provided in the Bill might be critical in avoiding a large number
of confidentiality cases. The Uniform Mediation Act stands as a good
example.” Also, the role of the mediator should be strictly restricted and
made exhaustive. It shall include a negative effect, to deal with situations
where the mediator flouts the boundaries. The relationship between the
clients and their representative in mediation shall be codified with a high
degree of certainty which in fact is completely missing in the current
statute.

IX. MEDIATION AS A MORE EXHAUSTIVE METHOD

Another big concern is that mediation cases starting to find their way
back to the courtrooms. Although, in the past decade the proportion of
cases being mediated has increased, far too many mediations are rendered
unsuccessful and end up in litigation.” As it is the expression “against
the fundamental policy of Indian Law” has not been defined for which it
has attracted all-around criticism.”” Upon it, there are no limitations on
the grounds of challenging the negotiation settlement in mediation. This
defeats the principal objective of mediation which is to avoid expenses
and the burden of litigation for the parties. In order to meet the public
policy goals of mediation, grievances should be resolved at the lowest
level possible including opportunities for the mediator itself.”® It has to be
noted that unlike other negotiations relating to contracts or commercial

74. Gracious Timothy Dunna, Are we Missing the Point? — A Young Mediator’s Perspective
about Mediation in India, Kluwer Arbitration Blog, available at: www.mediationblog.
kluwerarbitration.com/2016/04/12/6513/, (last accessed 28th November 2020).

75. Uniform Mediation Act, 2001.

76. Vidhi: Centre for Legal Policy, Strengthening Mediation In India: Interim Report On
Court Annexed Mediations, Vidhi Legal Policy, available at: https://vidhilegalpolicy.
in/wpcontent/uploads/2020/07/InterimReport-Strengthningmediationinindia.pdf (Last
accessed on 14™ June, 2021).

77. Shashwat Awasthi and Akash Thomas Jose, ‘Draft Mediation Bill, 2021: A Preliminary
Analysis’ (The Contemporary Law Forum, 16 November 2021), available at: https://
telf.in/2zo021/11/16/draft-mediation-bill-2021-a-preliminary-analysis (Last Accessed 29th
January, 2021).

78. Sharon Press, Mediator Ethical Breaches: Implications for Public Policy, 6 Y.B. Arb. &
Mediation 107 (2014).
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transactions, a mediation in itself arises out of a dispute and thus referral
to courts for the same will make it a very cumbersome process.

X. PARTIAL EMPOWERMENT OF THE MEDIATOR

A solution to this can be clothing the mediator with limited review and
adjudicatory powers in ethical matters and other matters of general con-
duct but under no circumstances shall they be extended to decide any
part of the subject matter of the dispute or the rights and liabilities of the
parties. Thus, this shall not be construed as an unjustifiable alteration to
the very principle of mediation. The powers of the mediators should only
be triggered once there is be a justifiable doubt with respect to adherence
to the code of conduct. In such cases, instead of terminating the media-
tion altogether and knocking on the doors of the court, the mediator can
take charge and pass enforceable orders correcting the wrong committed
only with respect to ethical conduct. The mediator shall then be obliged
to give away such powers and resume the mediation.

There are some jurisdictions like the US and Singapore, which have
gone ahead and framed some form of the legislative framework. In the
US, the Uniform Mediation Act is limited to creating uniform standards
for confidentiality, conduct, immunity of mediators etc.” whereas the
Singapore Mediation Bill only governs aspects of private mediation and
excludes court-ordered mediation.®® The framers should exercise extreme
caution to limit the scope of the codification to govern just the matters
of conduct and ethics. There should be a mechanism wherein, the very
juncture at which the exercise of the codes oversteps and starts regulating
the subject matter, procedure and evidence, the application of the code
be snapped. This way the freedom of the mediators to come up with
innovative resolutions will be preserved and along with it a fundamental
feature of mediation.

XI. CONCLUSION

The prospect of new legislation for mediation is gathering steam. While
it can serve the Indian justice system immensely through its numerous
virtues, there is a need to enforce a robust and elaborate framework of

79. Uniform Mediation Act, 2002 (USA).
80. Id.
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rules and laws to ensure the adherence of mediation ethics. It could be
justifiably said that the success of mediation largely hinges on the prac-
tice of ethics and how the practitioners conceive them while practicing.
The Mediation Bill, unfortunately, fails in this facet which might be
detrimental for the entire judiciary. The ethical issues are entangled in
dilemmas and statutory measures should be taken to address them so
that they themselves don’t open up a whole new avenue of disputes and
burden the judiciary. These steps are imperative in order to lead the idea
of mediation and the Bill to its ultimate objective.
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A Shift from ‘ADR’ To ‘CDR’:
Positioning Mediation at the Centre-
Stage of Dispute Resolution

—Jasleen Singh Sandha

ABSTRACT

The gradual acceptance of mediation as a comprebensive dispute
resolution mechanism has gained prominence because of its
characteristic feature that promotes self-determination by the
parties. The parties are interested in upholding the terms of their
agreement. Here the desire to abide by the agreement is appealing
as there is a ‘win-win’ scenario creating no wedge between the
parties. In any conflict, communication is the first casualty.
Mediation rebuilds it and the parties return towards a productive
negotiation. In this essay, the author differentiates between
Alternative Dispute Resolution (ADR) and Consensual Dispute
Resolution (CDR) mechanisms, emphasises upon the need to
move from former to latter, and discusses how UNCITRAL
Model Law on International Commercial Mediation and the
Singapore Convention aim to fill the gaps in the enforcement of
settlements made through mediation. India being a signatory to
the Convention has recently come up with The Draft Mediation
Bill, 2021, which is a step towards main streaming mediation
in the domestic setup. In author’s view, mediation as a CDR
mechanism has the potential to overcome the issues of arbitration,
paving the way for amicable, timely and cost-effective conflict
resolution.

I. INTRODUCTION

In recent years, the term Consensual Dispute Resolution (“CDR”) has
evolved in the legal parlance, differentiating itself from the Alternative
Dispute Resolution (“ADR”) mechanisms. It includes within its ambit,
non-adversarial processes like mediation, negotiation and other
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collaborative practices which are established on synergistic and recipro-
cal approach of dispute resolution where the outcome is accepted by both
the sides. These are different from ADR mechanisms like arbitration
which are adversarial in nature and create winners and losers.'

A very prominent method appertaining from CDR mechanisms and
gaining light in the present day is mediation. In this, parties to the dis-
pute, with the help of a neutral third party i.e., a mediator, reconcile
and find a common ground, moving towards a consensual settlement.
Unlike arbitration, in this mechanism, the control on the discussion, and
the consensual agreement at the end lies with the parties to the dispute.
The presence of mediator provides a structure to the aforesaid process,
differentiating it from negotiation.? Mediator also facilitates the process
by taking different alternatives into consideration, until the parties arrive
at a settlement that is mutually acceptable, thereby reaching a creative
solution.

II. COMMERCIAL DISPUTES AND THEIR RESOLUTION

Commercial relationships are mostly governed through contracts and
their structured enforcement plays a crucial role in economic develop-
ment and sustainable growth. This has become even more important
today, where international commerce, business relations and transactions
have become a predominant part of modern world due to advancements
in technology, reducing distances and enhancing ‘ease of working’ and
therefore ‘ease of business’.3

Commercial disputes are the disagreements between the parties to a
commercial arrangement. Disputes are bound to arise in a world of such
diversity, varied transactions, innumerable contracts and their contested
enforcements. Selection of an appropriate dispute resolution strategy is
important, as each transaction has its own pattern of peculiarities which

1. Consensual Dispute Resolution (CDR): A New Label for Facilitative Lawyering,
MEeDIATION OFFICES, available at: http://www.mediationoffices.net/consensual-dis-
pute-resolution-cdr-a-new-label-for-facilitative-lawyering/(last visited Dec. 31, 2021).

2. Av. Nilgiin Serdar Simsek& Av. KerimBolten, Mediation as a Charming Dispute
Resolution Mechanism, 2 REVISTA AKADEMIKE LEGAL 25 (2017).

3. Julie Barker, International Mediation - a Better Alternative for the Resolution of
Commercial Disputes: Guidelines for a U.S. Negotiator Involved in an International
Commercial Mediation with Mexicans, 19 Loy. L.A. INT’L& Comp. L. REV. 1 (1996).
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need to be assessed and negotiated at each stage.* Therefore, businesses
consider the choice of mode of dispute resolution, a very important deci-
sion due to high stakes involved in the same.

Owing to the diversity of causes of disputes, the method for their res-
olution is varied too. Stephen B. Goldberg has categorized them into the
following types: rights-based, power-based and interest-based modes of
dispute resolution.

In rights-based approach, parties to the dispute contest on claim of
rights and it is adopted in litigation and arbitration. In power-based
approach, party in the dominating position determines the outcome.
Whereas in an interest-based mode, the interests of all the parties are
taken into consideration and creative solutions are drawn out. While the
first two (rights-based, power-based) create win-lose situation, the latter
(interest-based) creates a win-win situation.’

The traditional approach of solving commercial disputes has been
rights-based i.e., commercial litigation. This path of dispute resolution is
long, arduous, inflexible and expensive. It is an adversarial system, which
creates winners and losers and therefore deteriorates the relationships
between parties to the dispute.®

III. QUEST FOR ADR

ADR is promoted as a route to break free from protracted, time-con-
suming, exasperating and atrociously expensive adjudication process. It
is a mechanism in which a dispute is settled by involvement and active
presence of a neutral third party, outside the court premises, processes
and procedures. ADR has been suggested as “a part of a package system
designed to meet the needs of the consumers of justice” by the Hon’ble
Supreme Court.’

4. MusTAFA ERKAN, INTERNATIONAL ENERGY INVESTMENT LAW: STABILITY THROUGH
CONTRACTUAL CLAUSES 239 (Wolters Kluwer 2011).

5. STEPHEN GOLDBERG ET AL., DISPUTE RESOLUTION: NEGOTIATION, MEDIATION, AND
OTHER PROCESSES 3-6 (Boston: Little, Brown & Co. 1992).

6. Tulip De &VibhutiVasisth, India: PROs and CONs of Arbitration vis-a-vis Litigation:
An Analysis, MONDAQ (May 25, 2020), available at: https://www.mondaq.com/india/
trials-appeals-compensation/939876/pros-and-cons-of-arbitration-vis-a-vis-litigation-
an-analysis (last visited Jan. 1o, 2022).

7. F.C.I. v. J. Mohinderpal, AIR 1989 SC 1263;Salem Advocates Bar Ass’n v. Union of India,
(2005) 6 SCC 344.
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Arbitration is often preferred as a mode of ADR over litigation, espe-
cially in commercial disputes. In arbitration, there is an involvement
of an adjudicator who conducts hearing, receives evidence and passes
an arbitral award. In agreements of commercial nature, arbitration
forms a part of the dispute resolution clause.® In India, the Arbitration
and Conciliation Act, 1996 (‘Act 1996’)consolidates the law of arbitra-
tion, which was enacted in pursuance of UNCITRAL Model Law on
International Commercial Arbitration, 1985.According to the Act 1996,
the entire process of arbitration can be completed within twelve months,
which can be extended by another six months, with the consent of the
parties.’

While the shift towards ADR is more often than not, based on the
argument for it being simple, flexible and less expensive, the same is
not always true. This has led to the development of CDR mechanisms
within ADR, like mediation and conciliation, which are cost effective,
brief, based on interest-based and non-adversarial approach of dispute
resolution.

IV. ‘ADR’ EQUALS ARBITRATION: A MISCONCEPTION?

The intent of the Act 1996 was to do away with the unending prolix-
ity at each and every stage of dispute resolution. Instead, it has become
interminable, time consuming, expensive and complex. Certain issues in
arbitration that have come to prominence are:

A. Complex and Time Consuming

The arbitration proceedings have over time evolved into a complex mech-
anism engulfed in many procedures which have made it time consum-
ing. The way the arbitral awards are challenged without exception in the
courts, erodes its very essence.'”

8. Manas MM, Arbitration v. Mediation: Methods of Resolving Business Disputes, LEGAL
SERVICE INDIA E-JOURNAL, available at: https:/www.legalserviceindia.com/legal/arti-
cle-s1o-arbitration-v-mediation-methods-of-resolving-business-disputes.html (last vis-
ited Jan. 12, 2022).

9. Arbitration & Conciliation Act, 1996, § 29A, No. 26, Acts of Parliament, 1996 (India).

10. Guru Nanak Foundation v. Rattan Singh & Son, AIR 1981 SC 2075.
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It has been observed by the Hon’ble Supreme court in Dolphin Drilling
Ltd. v. Oil and Natural Gas Corporation Ltd.,"! that arbitration is highly
expensive and time intensive means of dispute resolution. In Boxer
Capital Corp v. JEL Investments Ltd.,"> the arbitral proceedings lasted
for five years after the dispute began, to the disappointment of propo-
nents of arbitration that bank upon its ability to avoid huge costs and
delays.

B. Appointment of Arbitrators

Parties and counsels are usually reluctant to appoint arbitrators from
outside the pool of retired judges. They are more susceptible to using
conservative methods, thereby applying procedures of court as a mat-
ter of course. On the contrary, where parties choose from a very finite
pool of specialist and expert arbitrators, the same proceedings become
increasingly expensive, and time taking (due to limited number of spe-
cialist arbitrators), thereby defeating the purpose of opting arbitration
over litigation.!3

Sometimes the appointment of arbitrators takes a very long time as
both the parties to the dispute are unable to decide on the procedure of
appointment of arbitrators. This is when the Hon’ble Supreme Court and
Hon’ble High Courts have powers to appoint arbitrators under Section
11 of the Act 1996. This makes the whole process lengthy and time con-
suming and leads to procedural delays in enforcement of contracts.

C. Arbitration vis-a-vis Insolvency and Bankruptcy Code 2016

Insolvency and Bankruptcy Code (“IBC 2016”) under Section 14(1)(a)
provides for a moratorium, from the insolvency commencement date, on
the institution of suits or proceedings against a corporate debtor includ-
ing execution of any judgment, decree, order of any court of law and
arbitral panel. The main objective of the moratorium under the IBC 2016
is to put a bar on further liabilities of the corporate debtor.

11. Dolphin Drilling Ltd. v. Oil & Natural Gas Corp.,(2010) 3 SCC 267.

12. Boxer Capital Corp. v. JEL Inv. Ltd. (2013), 340 B.C.A.C. 52 (CA).

13. Pradeep Nayak et al., Arbitration procedures and practice in India: overview, THOMSON
REUTERS PrACTICAL LAW (Feb. 1, 2021), available at: https://uk.practicallaw.thomsonreu-
ters.com/9-502-0625?2transitionType=Default&contextData=(sc.Default) & firstPage=true
(last visited Jan. 1, 2022).
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The Supreme Court in Alchemist,'* held that once the moratorium has
been declared, any arbitral proceeding, set in motion after such declara-
tion, is non-est in law. The National Company Law Appellate Tribunal
(“NCLAT”) applied the aforesaid principle to arbitral proceedings that
have been instituted prior to the declaration of the moratorium in KS
Oils Ltd."> According to NCLAT, Section 238 of the IBC 2016 provides
that insolvency proceedings take priority over and above the Act 1996.

Therefore, the arbitral proceedings are barred in cases when insol-
vency proceedings under the IBC2016 are underway. The corporate debt-
or’s position stands strengthened, while the claims of the other parties
under Act 1996 are unduly delayed, thereby rendering the entire arbitral
process essentially counter- productive. Many investors and creditors are
stranded with their money stuck for a long time, until the insolvency
proceedings are underway.

D. Arbitral Tribunals and Their Jurisdictional Issues in Arbitration

Section 16 of the Act 1996 follows the doctrine of kompetenz-kompe-
tenz. This is a jurisdictional doctrine wherein a legal body shall have
the power to rule on its own competence or jurisdiction. This doctrine
applies to arbitral tribunals which can also decide on issues with respect
to validity of the arbitration agreement.

In Bhaven Construction v. Executive Engineer, Sardar Sarovar
Narmada Nigam Ltd.,'* the Hon’ble Supreme Court held that a chal-
lenge under Section 16 of the Act 1996 regarding the jurisdiction of the
arbitrator or the tribunal, has to be determined by the arbitrator or the
tribunal itself and can only be challenged under Section 34 after the final
award has been passed. This means that in case the arbitral tribunal
determines that it has no jurisdiction then an appeal under Section 37 of
the Act 1996 can be filed right then, but if the arbitral tribunal finds itself
competent then there shall lie no right to appeal until the final award is
passed. It is only the final arbitral award that can be challenged under
Section 34 of the Act 1996.

14. Alchemist Asset Reconstruction Co. v. Hotel GaudavanPvt. Ltd.,AIR 2017 SC 5124.
15. K.S. Oils Ltd. v. State Trade Corp. of India, [2018] 146 SCL 588.
16. Bhaven Construction v. Sardar Sarovar Narmada Nigam Ltd., 2021 SCC OnLine SC 8.
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Therefore, until the final award is passed, the aggrieved party cannot
file an application under the aforesaid section. This makes the whole
process tedious, causing procedural delays for the aggrieved party to the
dispute. This extinguishes the integral feature of arbitration being less
time consuming, resulting in matters finally ending up in the court and
thereby delaying the whole process of dispute resolution.

E. Inequitable Arbitration Clauses!”

Section 7(2) of the Act 1996 provides for an arbitration clause or an
ancillary agreement under the contract for referring the dispute to arbi-
tration. It has been observed in many cases that this gives one party, a
one-way right to designate a sole arbitrator, or refer a dispute to a spe-
cific institution. This allows the party with greater bargaining power to
choose the forum for dispute resolution or even appoint sole arbitrator.

The Hon’ble Supreme Court of India in Perkins Eastman Architecture
Dpc v. HSCC (India) Ltd.," held that party who is invested in the out-
come of the dispute must not have the solitary power of appointment of
a sole arbitrator as that might lead to exclusivity in charting the course
of arbitration.

On one hand, recourse to arbitration is sought to shorten and ease
the dispute redressal process, while on the other, the same process can
unnecessarily elongate due to such one-sided agreements, souring the
business relationship between the parties.

V. MEDIATION: A MOVE FROM ‘ADR’ TO ‘CDR’

Mediation is a mechanism wherein two opposing parties negotiate in
an attempt to reach a settlement which is acceptable to both of them.
This process takes place in the presence of an unbiased third party who
facilitates the entire process. Mediation has got reputation of being an
effective mode of CDR, immensely helpful in resolution of commercial
disputes. Today many businesses around the world concede with idea of
mediation being the first method of dispute resolution in the commercial
sector. During the 2008 crisis many investors were left stranded, and their
nature of claims included many contractual breaches. To ensure their

17. Bhartia Cutler Hammer v. AVN Tubes, I (1993) BC 472.
18. Perkins Eastman Architecture Dpc v. HSCC (India) Ltd., 2019 SCC Online SC 1517.
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resolution the Hong Kong International Arbitration Centre (“HKIAC?)
provided mediation and arbitration services for the resolution of investor
claims. 78% investors opted for mediation as the first method of dispute
resolution.!

Centre for Effective Dispute Resolution found that around 86% of
commercial disputes referred to mediation are settled, with more than
three-fourth settling on the first day itself.?’ International experiences
continue to affirm mediation as one of the finest first-stop solution for
conflict resolution, following an interest-based approach and foster-
ing a spirit of participative and collaborative decision making. A study
conducted by Cornell University in 1997, concluded that 81% of the
respondents preferred mediation over other forms of dispute resolution
mechanisms, as it provided greater check over the process, especially
in potentially risky commercial disputes, preserving good relationship
between the parties.?!

UNCITRAL has adopted a ‘Model Law on International Commercial
Mediation and International Settlement Agreements resulting from
Mediation’ (“Model Law 2018”). In the previous text, UNCITRAL used
the word ‘conciliation’, with the understanding that the terms ‘concilia-
tion’ and ‘mediation’ are fungible. The change in Model Law 2018 has
no substantive or conceptual implications, but is done with the expecta-
tion that such change would adapt practical use of the term and thereby
promote the visibility of the Model Law 2018.2> The United Nations
Convention on International Agreements resulting from Mediation, also
called the Singapore Convention (“Convention”), in pursuance of the
Model Law 2018, sets up a legal framework filling the missing gaps for
implementation of settlement agreements arising out of mediation.

19. Gary Soo et al., Better Ways of Resolving Disputes in Hong Kong; Some Insights from
the Lehman Brothers-Related Investment Product Dispute Mediation and Arbitration
Scheme, 9 JOURNAL OF INTERNATIONAL BUSINESS AND LAW 137, 148-49 (2010).

20. Laila Ollapally& Vahini Harish, Mediation, the first protocol for Commercial disputes,
LAwSTREETINDIA (Dec. 23, 2015), available at: http://www.lawstreetindia.com/experts/
column?sid=140 (last visited Jan. 5, 2022).

21. John Weingarth, ADR as a Risk Management Tool for Business, 1t THE ADR BULLETIN
(1999).

22. United Nations Commission on International Trade Law, UNCITRAL Model Law
on International Commercial Mediation and International Settlement Agreements
Resulting from Mediation, 2018, Al73/17, available at: https://uncitral.un.org/en/texts/
mediation/modellaw/commercial_conciliation (last visited Jan. 1, 2022).
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India is a signatory to the Convention and in its furtherance, a Draft
Mediation Bill, 2021 (“Draft Bill 20217) has been introduced, which sig-
nifies the country’s inclination towards setting up an effective mediation
regime. The Draft Bill 2021 mandates pre-litigation mediation before
filing of any suit, irrespective of an existing Mediation Agreement, stip-
ulates a period of 9o days for completion of proceedings with a further
extension of 9o days with the consent of the parties and goes on to recog-
nise institutional mediation.?® This shows the legislature’s intent of main
streaming mediation, thereby making it structured, less time-consum-
ing and cost-effective form of dispute resolution in the domestic setup.
Mediation is already in operation in India under various laws such as the
Commercial Courts Act, 2015; Code of Civil Procedure, 1908; Industrial
Disputes Act,1947,%* to name a few. However, a mediation specific legis-
lation is currently absent in India. The Draft Bill 2021 is a step forward
in this direction.

VI. MEDIATION VIS-A-VIS ARBITRATION

‘Mutual submission’ and ‘self-determination’ form the basis of mediation
proceedings. Mediation works best, where both the parties are looking
towards maintaining amicable business relations in future. In today’s
time, where ‘ease of doing business’ has attained pivotal importance in
world trade, economic growth and development, good business relations
go a long way in ensuring success of the companies. This is because,
unlike cash, strong business relations are not a diminishing resource.
Properly maintained network multiplies and is useful in the long run.
Unlike arbitration, there is no blame game in mediation thereby creat-
ing no winners or losers. Negotiation through effective and unequivocal
communication is the agenda of mediation and mediator facilitates this
process by providing a requisite structure for the same.

Both the parties are on the same pedestal, right from consensually
agreeing for mediation as a mode of dispute redressal to crafting a suit-
able resolution and finally making a settlement agreement. Since it is a

23. Ministry of Law & Justice, Govt. of India, The Mediation Bill, 2021, Bill No. XLIII of
2021 (Dec. 20, 2021).

24. Commercial Courts Act, 2015, § 12A, No. 4, Acts of Parliament, 1949; Code of Civil
Procedure, 1908, §89, No. 5, Acts of Parliament, 1908; Industrial Disputes Act, 1947, § 4,
No. 14, Acts of Parliament, 1947.
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structured negotiation, it can never be unilateral, reducing the chances of
one-sided decisions. The essence of mediation rests in the fact that both
the parties to dispute, recognise that there are no winners in adversarial
systems like litigation, arbitration and that true wisdom lies in resolving
the controversy at hand in an amicable manner. Such awareness brings
about creative solutions to problems, reducing the financial burden, pro-
cedural complexity and recognizing the essence of time in enforcement
of contracts. This is because, along with resolution of conflict at hand,
timely and cost-effective resolution is also high on agenda of both the
parties to the dispute.

The object of IBC 2016 and mechanisms such as mediation are in
tandem, as both focus on resolution, keeping interest of the parties as
their foremost priority. Mediation coupled with formal insolvency pro-
cedure can work as an effective option, to deal with the problem of debt
overhang and financial distress. Such a mechanism has been successful
in USA where mediation was introduced for insolvency related cases in
1986, with successful examples being Greyhound Lines Inc. dispute,
where mediation established itself as a very potent means of conflict res-
olution.?’ Hon’ble(Mr.)Justice S.A. Bobde, former Chief Justice of India,
has also emphasized and advised on usage of mediation in the form of
pre-litigation mediation in all commercial matters.?®

VII. CONCLUSION

The success of mediation as a dispute resolution mechanism depends
upon the mental attitude of the parties i.e., attitude to arrive at a mutu-
ally agreed settlement. The need is to develop a will to understand and
accommodate other party’s genuine interest, which in turn cultivates the
wish to sit together and negotiate. In times of huge pendency in courts,
and the fact that we are amidst a pandemic, mediation serves as a good
means of conflict resolution, providing comprehensive and customized
agreements, tailored in consonance with fine details of the issues faced

25. Rajiv Mani, Mediation in Insolvency Matters, INSOLVENCY AND BANKRUPTCY BOARD
ofF Inpia (IBBI), available at: https:/ibbi.gov.in/uploads/resources/tacc8439aab-
To1cor3221a481fero8a6.pdf (last visited Jan. 5, 2022).

26. Ajmer Singh, Commercial disputes should go through mediation first: Bobde, THE
Economic TiMEs (Nov. 4, 2019), available at: https://feconomictimes.indiatimes.com/
news/politics-and-nation/commercial-disputes-should-go-through-mediation-first-
bobde/articleshow/72048517.cms (last visited Jan. 1o, 2022).
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by the parties. The Bombay High Court has recently issued guidelines
directing the parties to settle disputes through mediation before an
appeal is made before the appellate courts against the judgments under
Section 138 of Negotiable Instruments Act, 1881.?” Singapore Mediation
Centre has a settlement rate of 70%, with 90% matters resolving in a
single day.?® This exhibits the efficacy of this mechanism of dispute reso-
lution. Reciprocity is the hallmark of mediation process and is what sets
it apart from other dispute resolution mechanisms.

27. High Court of Judicature Appellate Side at Bombay, Circular No. Rule/P.1605/2022 (Jan.
27, 2022).

28. SINGAPORE MEDIATION CENTRE, available at: https:/www.mediation.com.sg/
about-us/about-smc/#:~:text=SMC%20has%2omediated % 20more%2othan,under %20
Singapore’s%2o0Mediation%20Act%202017 (last visited Jan. 15, 2022).
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Usage of Article 142 to Modify the
Arbitral Award: Judicial Reluctance
to Forgo their Jurisdiction

—Vedaant S. Agarwal and Shivankar Sukul

ABSTRACT

Arbitration is based on the ouster of a court’s jurisdiction in
favour of the arbitral tribunal for the resolution of private disputes
by parties in their chosen forum of adjudication. In this context,
it becomes extremely difficult for the arbitration regime to work
if courts are reluctant to forgo their jurisdiction. Exhibiting this
reluctance, the Apex Court in its recent decisions has chosen to
flout the principle of judicial non-interference by exercising its
powers under Article 142 to modify arbitral awards. In light of
the statutory scheme of Section 34, which envisages a binary
approach for the courts to either uphold or set aside the award,
the authors caution against the use of constitutional power to
substitute arbitrator’s prerogative.

The stumbling block of the practice lies in the fact that the
use of Article 142 is manifestly wide, wherein the courts can
pass sweeping orders in unwarranted situations. Instances like
Ssangyong Engineering ¢& Construction Co. Ltd are cases on
point wherein the Apex Court obliterated the majority decision
of the tribunal to suit their understanding. To deter the courts
from subverting the scheme of the Arbitration & Conciliation
Act, 1996 in such a manner, it is necessary to regulate the
modificatory powers of the courts. Taking a cue from a cross-
jurisdictional perspective, the article prescribes a statutory
intervention. However, the authors advocate for a solution
tailored for the Indian context rather than the transplantation of
a foreign concept.

226



USAGE OF ARTICLE 142 TO MODIFY THE ARBITRAL AWARD

I. INTRODUCTION

Section 34 of the Arbitration and Conciliation Act, 1996 [“Arbitration
Act”], which reads as “Application for setting aside arbitral award”,' has
been subject to much debate over modification of arbitral awards. The
uncertainty regarding the jurisdiction of courts to modify an arbitral
award has been long brewing. Whether the court’s power to ‘set aside’
under Section 34 could be interpreted to include the power to modify an
arbitral award,? was the center of a storm in the past few years.

A catena of decisions by the Apex Court has fairly settled the issue
regarding the interpretation of Section 34, leaning towards an anti-modi-
fication stance. Ironically, the same decisions have also modified the arbi-
tral award under the garb of Article 142 of the Constitution of India.?
While the residuary powers under Article 142 can be used to supplement
the statutes to fill the legislative gaps, it cannot be used to subvert the
substantive provisions of the law.* Thus, the article argues that the use of
Article 142 for modification of the award is antithetical to the scheme of
the Arbitration Act.

The authors will first analyze the debate under Section 34 leading up
to the anti-modification stance of the Courts. Post which, the authors
provide an insight into the alternative route, under Article 142 of the
Constitution, used by the Supreme Court. While arguing against the use
of Article 142, the authors call for legislative intervention to remedy the
situation by providing courts with the express power to modify or alter
an arbitral award under Section 34 of the Arbitration Act.

II. ORIGIN OF THE CONUNDRUM:
EXAMINING THE CONFLICT FROM SECTION
34 AND ARTICLE 142 PERSPECTIVE

The idea of judicial non-intervention is deeply rooted in the Indian
Arbitration regime.’ Reflecting the sentiment at several instances, the

1. The Arbitration and Conciliation Act, §34, No. 26 of 1996, (Ind.).

2. Infra note 9.

3. McDermott International Inc. v. Burn Standard Co. Ltd., (2006) 11 SCC 181; Ssangyong
Engineering & Construction Co. Ltd v. NHAI, (2019) 15 SCC 131; Kinnari Mullick v.
Ghanshyam Das Damani, (2018) 11 SCC 328; Dyna Technologies (P) Ltd. v. Crompton
Greaves Ltd., (2019) 20 SCC 1.

4. Infra note 42.

5. Rajshekhar Rao, Saving the Arbitration Act: Judicial Restraint under Section 34 of the
Arbitration and Conciliation Act, 1996: Is it the need of the hour?, (2009) PL (Arb)
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Courts have strictly denounced the practice of modifying awards at the
post-award stage. Interestingly, these unerring statements have been cou-
pled with rather unsettling caveats leaving the courts with an option to
modify the awards under the garb of constitutional power under Article

142.°

A. Section 34: Analyzing the debate leading up to NHAI v. M
Hakeem

Section 34 of the Arbitration Act, which has been central to this debate,
provides recourse to set aside the arbitral award on limited grounds of
challenge outlined under Sub-section 2 and conditions stipulated under
Sub-section 3.7 Furthermore, Clause 4 also provides for remitting the
matter back to the arbitral tribunal and allows it an opportunity to
resume proceedings and eliminate the grounds for setting aside the arbi-
tral award.® Resultantly, the court at the post-award stage can either
annul the award or remit the matter back to the tribunal.

In The Project Director, National Highways Authority of India v. M.
Hakeem,’ the Supreme Court had to determine whether Section 34, pos-
tulating ‘setting aside’ the award, can be so interpreted to include the
power to alter or modify an arbitral award. The said issue arises in the
backdrop of the Madras High Court’s decision in Gayatri Balaswamy
v. ISG Nowvasoft Technologies Ltd,'° wherein the court read and inter-
preted Section 34 so as to permit modification of an arbitral award. This
decision was premised on misreading a line of precedents pronounced by
the Supreme Court in earlier instances.

First in the line was Tata Hydro-Electric Power Supply Co. Lid. v.
Union of India,"" wherein the Supreme Court modified the award by
altering the time period for which interest would be charged. Following it

October 7.

6. Ssangyong Engineering & Construction Co. Ltd v. NHAI, (2019) 15 SCC 131; MMTC
Ltd. v. Vedanta Ltd., (2019) 4 SCC 163; Cybernetics Network Pvt. Ltd. v. Bisquare
Technologies Pvt. Ltd. 2012 SCC Online Del 1155.

7. The Arbitration and Conciliation Act, §34(2) & (3), No. 26 of 1996, (Ind.).

8. The Arbitration and Conciliation Act, §34(4), No. 26 of 1996, (Ind.).

9. (2021) 9 SCC 1; AIR 2021 SC 3471.

0. (2014) 6 CTC 602; (2015) 1 Mad L] 5.

1. (2003) 4 SCC 172.
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were the cases of Hindustan Zinc Lid. v. Friends Coal Carbonisation,'?
and Krishna Bhagya Jala Nigam Ltd. v. G. Harischandra Reddy,” in
which the Supreme Court without a doubt modified the award, however,
did not expressly determine its jurisdiction to modify under Section 34.

Addressing this issue in Gayatri Balaswamy,'* the Madras High Court
construed the aforesaid judicial trends to favour an interpretation that
read down the power to modify, revise or vary an award into Section
34. It held that the expression “recourse to a Court against an arbitral
award” appearing in Section 34(1) could be either for setting aside or
for modifying an award. Since the right to have recourse to a Court is a
substantial right, the same cannot be limited to ‘setting aside’ and would
necessarily include the power to modify.”> However, this view suffers
from major infirmities as the Madras High Court failed to contextualize
that the Supreme Court exercised the power to do complete justice under

Article 142, and never relied on Section 34 to modify or alter an award.

Referring to this overarching issue, the Supreme Court in NHAI v.
M. Hakeem' first read Section 34 and analyzed its genesis under the
UNCITRAL Model Law on International Commercial Arbitration, 1985
[“Model Law™]. Article 34 of the Model Law, which served as the ori-
gin for Section 34, provides “Application for setting aside as exclusive
recourse against arbitral award”,'” wherein no power to modify an award
is given to a court hearing a challenge to an award. The court also drew
support from Redfern and Hunter on International Arbitration, stating
that the purpose of challenging an award before the court is towards
the sole remedy of declaring, the whole or part of, the award as null and
void.!® Resultantly, the courts have to undertake a binary approach to
either confirm or annul the award.” Accordingly, the reviewing courts

12. (2006) 4 SCC 445.

13. (2007) 2 SCC 720.

14. Gayatri Balaswamy v. ISG Novasoft Technologies Ltd., (2014) 6 CTC 602; (2015) 1 Mad
L] s.

15. Id.

16. The Project Director, National Highways Authority of India v. M. Hakeem, (2021) 9 SCC
1; AIR 2021 SC 3471.

17. Art. 34, UNCITRAL Model Law on International Commercial Arbitration, 1985.

18. N. Blackbay et al., Redfern & Hunter on International Arbitration 570 (6 ed. 20715).

19. Aishwarya Padmanabhan, Analysis of Section 34 of the Arbitration and Conciliation
Act — Setting Aside of Arbitral Award and Courts Interference: An Evaluation with case

laws, CLC (2010), available at:http://manupatra.com/roundup/326/Articles/Arbitration.
pdf.
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cannot delve into the merits of the disputes.?’ Therefore, the courts have
no power to alter or modify the terms of the arbitration award.

Reinforcing this view, the Supreme relied on McDermott International
Inc. v. Burn Standard Co. Ltd.,?' which outlined the supervisory role of
the courts and restricted their jurisdiction to review the arbitral awards.
This indicates that within the bounds of minimal judicial interference,
the courts can only quash the award and cannot proceed to correct
errors of the arbitral decision.?? Since modifying or varying the award
essentially entails correcting the errors of the arbitral decision, the court
would be transgressing its review jurisdiction, inevitably entangling itself
in the merits of the case. This goes against the decision in McDermott
International Inc. and, therefore, no such power to modify can be read
down in Section 34 (See Para 118 of Puri Construction P. Ltd. v. Larsen
and Toubro Ltd).”® To this extent, the Supreme Court overruled the deci-
sion in Gayatri Balaswamy and, thus, denied itself the jurisdiction to
modify an arbitral award under Section 34 of the Arbitration Act.

B. The Disturbing Trend under Article 142: Analyzing the
Alternative route to Modification of Award

Regardless of its anti-modification stance in NHAI v. M. Hakeem,?* the
Supreme Court altered the award, finding solace in Article 142 of the
Constitution. Citing the infeasibility to remand the matter back to the
tribunal since the arbitral award was made 7-10 years ago, the court
justified the conclusion to modify the terms of the award to ensure com-
plete justice between the parties.?’ This decision which seems contrary to
Section 34 is not something new, rather it reflects a systematic problem
in the long list of precedents. For instance, in McDermott International
Inc. v. Burn Standard Co. Ltd.,?® the Supreme Court reduced the rate
of interest granted by the arbitral tribunal, thereby altering the terms of
the award to do complete justice between parties and exercised its power

20. MMTC Ltd. v. Vedanta Ltd., (2019) 4 SCC163.

21. (2006) 11 SCC 181.

22. McDermott International Inc. v. Burn Standard Co. Ltd., (2006) 11 SCC 181.

23. 2015 SCC OnLine Del 9126.

24. The Project Director, National Highways Authority of India v. M. Hakeem, (2021) 9 SCC
1; AIR 2021 SC 3471.

25. 1d.

26. (2006) 11 SCC 181.
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under Article 142 of the Constitution. Ironically, it was the same case
that was cited in NHAI v. M. Hakeem,?” and Puri Construction P. Ltd.
v. Larsen and Toubro Ltd,* to reiterate the supervisory role of the court
and set a non-intervention policy in the arbitration proceeding.

In Ssangyong Engineering ¢& Construction Co. Ltd v. NHAL? the
majority award rendered by the arbitral tribunal was challenged before
the court. After hearing the parties and reading the decision of the High
Court, the Supreme Court refused to set aside the award or to remand
the matter back to the arbitral tribunal. Instead, the court proceeded
by upholding the views taken by the dissenting arbitrator or minority
award, which awarded the appellants its claim, and noted that:3°

“Under the scheme of Section 34 of the 1996 Act, the disputes that were
decided by the majority award would have to be referred afresh to another
arbitration. This would cause considerable delay and be contrary to ....
speedy resolution of disputes by the arbitral process under the Act. Therefore,
... invoking our power under Article 142 of the Constitution of India, ......
we uphold the minority award, and state that it is this award, together with
interest, that will now be executed between the parties”.

Even in decisions like Numaligarh Refinery Ltd. v. Daelim Industrial
Co. Ltd.,’» DDA v. R.S. Sharma and Co.,** and Royal Education Society
v. LIS (India) Construction Co. (P) Ltd.,** the modification of arbitral
awards was presumptively done by the Supreme Court under Article
142. This is because the Supreme Court in these decisions did not dis-
cuss its jurisdiction to modify or alter the award under Section 34 of the
Arbitration Act. And the only plausible explanation that remains is under
Article 142 of the Constitution of India.3*

A conjoint reading of these cases reveals a disturbing trend in Supreme
Court’s decisions, wherein not having any statutory mandate under
Arbitration Act, the Supreme Court is exercising untrammeled powers

27. The Project Director, National Highways Authority of India v. M. Hakeem, (2021) 9 SCC
1; AIR 2021 SC 3471.

28. 2015 SCC OnLine Del 9126.

29. (2019) 15 SCC 1371.

30. Ssangyong Engineering & Construction Co. Ltd v. NHAI, (2019) 15 SCC 131.

31. (2007) 8 SCC 466.

32. (2008) 13 SCC 8o.

33. (2009) 2 SCC 261.

34. The Project Director, National Highways Authority of India v. M. Hakeem, (2021) 9 SCC
1; AIR 2021 SC 3471.
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to modify the awards. By citing reasons like considerable delays, functus
officio status of the tribunal, or infructuous remittance of the matter to
the tribunal 7-10 years after rendering the award, the Supreme Court has
justified the modification of award and passed any order under Article
142 of the Constitution.

While the authors acknowledge the rationale employed by the Supreme
Court to decide the Section 34 issue, we are at odds with the Supreme
Court’s interventionist approach and subsequent modification under
Article 142. This is because such an antithetical stance creates a dilemma
for the reviewing courts. On one hand, the lower forums like District
Courts and High Court, having a supervisory role and maintaining a
non-intervention policy,* have no remedy or power to modify an arbitral
award under Section 34. While on the other hand, the Supreme Court
can exercise wide powers and pass any order to alter or modify the arbi-
tral award for complete justice under Article 142.3¢ This also incentivizes
the losing party to drag the matter to the Supreme Court in the expecta-
tion of modification of the award.?” Thus, it does not sit well in law and
equity and is bound to have several unintended consequences corrosive
to the scheme of the Arbitration Act.

III. EVALUATING THE USE OF RESIDUARY
POWERS TO MODIFY ARBITRAL AWARDS

A. Analyzing the Scope of Powers under Article 142

In the context of the unbridled use of Article 142 by the Supreme Court
to modify the arbitral awards, it becomes crucial to analyze the latitude
that the Apex Court is provided under the Constitution. By modifying
the awards and correcting the errors committed by the arbitrators the
Supreme Court is essentially substituting the arbitral tribunal’s decision

35. Ssangyong Engineering & Construction Co. Ltd v. NHAI, (2019) 15 SCC 131; Dr.Bhavish
Gupta & Ms. ShaheenParween, An Evaluation of Section 34 of the Arbitration and
Conciliation Act with Special Emphasis on Judicial Intervention, available at:https://
amity.edu/UserFiles/aibs/dgd2Article-V%20(Page%2038-44).pdf.

36. Ssangyong Engineering & Construction Co. Ltd v. NHAI, (2019) 15 SCC 131;Aparimita
Pratap st. al., Courts Can Set Aside or Uphold the Arbitral Award - Not Modify, The
National Law Review (1o September 2021), available at: https://www.natlawreview.com/
article/courts-can-set-aside-or-uphold-arbitral-award-not-modify.

37. Supra Note 19.
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with judicial discretion, which is counter intuitive to the statutory intent
behind the Arbitration Act which prohibits the courts to modify the arbi-
tral awards under Section 34.

The question of whether the Apex court can override the statutory
mandate while exercising its residuary powers under Article 142 has
been a vexed question that is attempted to be answered by a catena of
constitution benches over the course of years. This question first arose
in Prem Chand Garg v. Excise Commissioner, U.P., Allababad.*® In this
case, Rule 12 of Order 25 of the Supreme Court Rules made pursuant to
Article 142 imposing the requirement of security on litigants to approach
the Supreme Court under writ jurisdiction was struck down.

The bench held that the powers under Article 142 cannot be exercised
in a manner inconsistent with the statutory provisions and opined that:

“Though the powers conferred on this Court under Article 142(1) are very
wide, and the same can be exercised for doing complete justice in any case,
this court cannot even under Article 142(1) make an order plainly incon-
sistent with the express statutory provisions of substantive law, much less,
inconsistent with any Constitutional provision.”

This view was also accepted by the seven-judge bench of the Supreme
Court in the matters of A. R. Antulay v. RS Nayak.> However, the
5-judge bench of the Apex Court in Union Carbide Corporation v. Union
of India,*® armed itself with the all-pervasive power under Article 142 by
declaring that the residuary powers granted to it under the Constitution
are at a higher footing than the substantive statutory provisions. As a
result, the limitations imposed by the statutory provisions cannot restrict
its exercise of residuary powers.

“This Court’s power under Article 142(1) to do complete justice’ is entirely

of different level and of a different quality. Any prohibition or restriction

contained in ordinary laws cannot act as a limitation on the constitutional
power of this Court”

Though being a decision of the coordinate bench, it could not overrule
the observations of Prem Chand,* it nevertheless declared itself not to

38. Prem Chand Garg v. Excise Commissioner, UP Allahabad 1963 AIR 996.
39. AR Antulay v. RS Nayak 1988 AIR 1531.

40. Union Carbide Corporation v. Union of India 1990 AIR 273.

41. Prem Chand Garg v. Excise Commissioner, UP Allahabad 1963 AIR 996.
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be bound by its statement as far as it related to the operation of ordinary
statutes.

This conflict was later attempted to be resolved in Supreme Court Bar
Association v. UOIL* where the court claimed to harmonise the findings
in both the judgments. However, the clear indications in the judgment
preferred the view of Prem Chand,® over Union Carbide,** as evident
from its observations in the later paras. The court, in this case, stated
that the powers under Article 142 were meant to supplant the statutory
provisions and the court cannot disregard the substantive provisions
while exercising its residuary powers. Accordingly, it opined that:

“There is no doubt that it is an indispensable adjunct to all other powers and
is free from the restraint of jurisdiction and operates as a valuable weapon
in the hands of the court to prevent “clogging or obstruction of the stream
of justice”. It, however, needs to be remembered that the powers conferred
on the court by Article 142 being curative in nature cannot be construed
as powers which authorise the court to ignore the substantive rights of a
litigant........... to achieve something indirectly which cannot be achieved
directly ”

Later this view was echoed in several judgments such as MC Mebta v.
Kamal Nath*® where the court held that Article 142 cannot be invoked
in a manner so as to contravene any statutory provision. Similarly, a five-
judge bench of the court in E.S.P. Rajaram v. Union of India*® held that
the court cannot militate against any statutory provision thereby achiev-
ing something indirectly which it cannot do directly.

“We have no doubt in our mind that sympathy or sentiment by itself cannot
be a ground for passing an order in relation whereto the appellants miserably
fail to establish a legal right. It is further trite that despite an extraordinary
constitutional jurisdiction contained in Article 142 of the Constitution of
India, this Court ordinarily would not pass an order which would be in con-
travention of a statutory provision.”

Recently the court in the matters of NSEL v. Anil Kohli, Resolution
Professional for Dunar Foods,* refused to use its residuary powers to

42. Supreme Court Bar Association v. UOI 1990 AIR 273.

43. Prem Chand Garg v. Excise Commissioner, UP Allahabad 1963 AIR 996.

44. Union Carbide Corporation v. Union of India 1990 AIR 273.

45. MC Mehta v. Kamal Nath (1997) 1 SCC 388.
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condone the delay beyond the outer limit of 45 days prescribed by Section
61(2) of the Insolvency and Bankruptcy Code, 2016. It also held that
powers under Article 142 cannot be used to override any specific statu-
tory provision.

B. Extraordinary Powers - A Tool to ease Procedural Rigidity or a
magic wand to override legislators

Interestingly Article 142 of the Indian Constitution is not the only provi-
sion that vests all-encompassing inherent power on the courts. Several pro-
cedural statutes such as the Code of Civil Procedure of 1908,* Criminal
Procedure Code of 1973,* and National Company Law Tribunal Rules
of 2016,% also vest inherent powers in courts and their respective tribu-
nals. Hence a comparison of the exercise of inherent power in those cases
will also be important to understand the scope of powers under Article
142.

Section 151 of the Civil Procedure Code, 1908 vests the powers to
fulfil the ends of justice in the civil courts. Interpreting the contours
of exercise of power under this section, the apex court has underlined
the “supplementary” not overriding nature of inherent powers in K.K.
Velusamy v. N. Palanisamy.>!

Similarly, the High Court of Calcutta in Univalue Project Pvt. Ltd. v.
Union of India,** while analysing the scope of extraordinary powers of
the NCLT under Rule 11 of the NCLT Rules laid down that the adjudi-
cating authority cannot transgress the power accorded to them under the
statute. The NCLAT in Anubbav Anilkumar Agarwal v. Bank of India,>
also refused to review the orders in the exercise of Rule 11 stating that
the inherent powers cannot be enlarged in a manner to review the deci-
sions and revise or substitute the material findings travelling beyond the
confines statute.

48. The Code of Civil Procedure, §151, No. 5 of 1908, (Ind.).

49. The Criminal Procedure Code, § 482, No. 2 of 1974, (Ind.).

50. National Company Law Tribunal Rules, 2016, Gazette of India, pt. II sec.3(i), Rule 11
(July 21, 2016).
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52. 2020 SCC OnLine Cal 14525 (2020) 222 Comp Cas 288.
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The position which can be culled out from a detailed inquiry of cases
is that these procedural laws like CPC and NCLT Rules are in no manner
exhaustive nor intended to provide for every conceivable situation which
can arise. Hence the inherent powers under them are given to the judicial
authorities to prevent the abuse of the process of law in case there is a
vacuum left by the legislature or executive. However, under these inher-
ent powers, the courts cannot venture into the sphere of the legislature by
rewriting or dispensing with the statutory provisions.

Consequently, the powers under Article 142 of the Constitution are
also to be used only to fill the gaps and lacunae left open by the legisla-
ture. They are not to be used by the courts to venture into the sphere of
legislature thereby disturbing the carefully balanced separation of power.
Thus, using the inherent power under Article 142 for introducing flexi-
bility in the stringent procedural requirements is desirable however vary-
ing substantive rights of the parties vested under statutes falls outside the
scope of this constitutional provision.

The conundrum relating to the exercise of inherent power resembles
closely with the thought of American Realism.** Though the realists
accepted the role of judges in determining the substance of law however
they treaded on the narrow path to ensure that the delicate separation
of power should not be disturbed. Cautioning the judges not to consider
themselves as knight errant, Justice Cardozo also held that their decisions
should necessarily fall within the confines of the statutes.”

“Judges have, of course, the power, though not the right, to ignore the man-
date of a statute, and render judgment despite of it. They have the power,
though not the right, to travel beyond the walls of interstices, the bounds set
to judicial innovation by precedent and custom. Nonetheless, by that abuse
of power, they violate the law”.%

As discussed above, the Apex court has clearly highlighted in NHAT
v. M Hakeem?®” that the limited discretion accorded to the courts under
Section 34 of the Arbitration Act is restricted to setting aside or remit-
ting the awards. Hence modification of awards by the courts has been

54. Avni Nagaria, Justice V.R. Krishna Iyer: Our Heritage, Universal Law Publishing Co.,
2011 Edition.

55. Roscoe Pound, The Call for a Realist Jurisprudence, Harvard Law Review, 44 Harv. L.
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barred. Therefore, modification of award under the garb of Article 142
indirectly is a clear subversion of statutory mandate under Section 34 of
the Arbitration Act. This unwarranted interference by the courts in the
post award stage blatantly disregards the statutory bar under Section 34.
It also increases the litigating time between the parties, by incentivizing
the losing party to drag the proceedings all the way to the Apex Court in
an attempt to get it modified under the exercise of extraordinary powers
under Article 142.

IV. AMENDING THE ARBITRATION ACT & PUTTING
AN END TO THE JUDICIAL MISADVENTURE

After a holistic analysis of the Section 142 jurisprudence, it is clear that
what cannot be done directly under Section 34, also cannot be done
indirectly under Article 142. The Supreme Court cannot override the
statutory scheme of the Arbitration Act under the garb of doing complete
justice. However, there is no stopping the judicial inroads into the arbi-
tral process.*® Since the power vested under Article 142 is of discretion-
ary and residuary nature, the Supreme Court passes sweeping orders in
an unwarranted manner.*’

The authors are not averse to the idea of alteration at the post award
stage but are cognizant of the perils that might beset the courts running
amok by exercising wide discretionary powers thereby decimating the
foundational pillar of judicial non-intervention. Therefore, it is very nec-
essary to amend the Arbitration Act and cage the power to modify or
alter the award.

A. Codifying the provision for modification of the award

Starting from McDermott International,’®® to NHAI v. M Hakeem,®!
the courts have acknowledged its inability to modify or alter the arbi-
tral award under Section 34, while simultaneously taking the alterna-
tive route under Article 142. This observation of the court, with respect
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to its inability, signifies the “lack of power” under Section 34. And the
problem arises when the Supreme Court taps into its residuary powers
to compensate for lack of powers and modify the arbitral award. The
authors are at odds with the exercise of residuary powers under Article
142 to override the statutory scheme of the Arbitration Act. This could,
in no manner, be interpreted to disfavour modification of the award.
In fact, the precedents seem to indicate that the Supreme Court favours
slight modification of award where there seems to be a flagrant error by
the arbitrator.

In several cases, a need is felt to modify the order of arbitrators with
respect to costs carried in the award.®? For instance, in Vedanta Limited
v. Shenzhen Shandong Nuclear Power Construction Co. Ltd.,% Pure
Helium India Pvt. Ltd. v. ONGC,** and Andbra Pradesh State Trading
Corp.Ltd v. GV Malla Reddy,* the interest awarded to the successful
party was unreasonably high and onerous. To deal with such cases and
ensure complete justice to the parties, the authors suggest the inclusion
of a provision in the Arbitration Act to make slight modifications in the
award as long as it does not substantively change the will of arbitrators.

NHAI v. M Hakeem®® is another example where modification of
award was necessitated due to the perverse reasoning of the arbitrator.
In this case, the Supreme Court was to decide a number of appeals insti-
tuted by landowners against the abysmally low amounts of compensa-
tion awarded by the National Highway Authority of India [“NHAI”]
for their lands. These compensation awards, which were made based on
the ‘guideline value’ of the lands, ranged from INR 46 to 83 per square
meter. Accordingly, the matter was contested in the arbitration proceed-
ings. And the District Collector, being the arbitrator in the matter, found
no infirmity in the amount awarded. As a result, the same amount of
compensation was given to all the claimants. However, there is a twist in
the tale, as the District Court in the Section 34 petition enhanced these

62. Abhishek Puri &ShauryaDhoundiyal, Can Courts Modify the Arbitral
Awards Under Section 342, Mondaq (29 June 2021), available at: https:/
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amounts to INR 645 per square meter and reflected the correct market
value. This is because the arbitrator only factored in the ‘guideline value’
which is relevant only for stamp duty purposes, and not accounted for
the proper market value of the land.

This case is a prime example of a very grievous wrong, where the
compensation was awarded on “a completely perverse basis”. The gov-
ernment servant merely rubber stamped the award, which cannot be
challenged on its merits under Section 34 of the Arbitration Act. And to
top it all, the only statutory relief of setting aside would result in a fresh
arbitration before the same bureaucrat or another bureaucrat appointed
by the Central Government.

Therefore, the situation calls for a legislative intervention to expressly
incorporate the power for modification of award under Section 34 of the
Arbitration Act. This is evident from all of the above cases, where slight
modification was warranted to rectify a flagrant error by the arbitrator.

Without any express provision for modification of award, Section 34
would render the lower courts with no remedy. As a result, the court’s
jurisdiction under Section 34 would be restricted to remit the matter
back to the arbitral tribunal or set aside the arbitral award resulting in
a fresh arbitration.” Whatever be the outcome, both scenarios would
substantially increase the time and money consideration.

However, the authors propose the modification power to be worded
carefully so that the jurisdiction of the courts is confined to only enu-
merated situations of the amended provision. The authors are of the
view that this power should be used very sparingly and, in a manner,
where the prerogative of an arbitrator is not substituted by the court. For
instance, in Ssangyong Engineering ¢& Construction Co. Ltd v. NHAIS®
the appellant challenged the majority award of the arbitral tribunal and
claimed relief before the court. As discussed previously, the court set aside
the majority award and ordered the execution of the minority award to
grant the appellant its claim. The court, in effect, exercised its judicial
prerogative against its mandate under the Arbitration Act.

Accordingly, the proposed amendment should provide limitations to
the scope and extent of modification by the courts. These can be in line

67. Kinnari Mullick v. Ghanshyam Das Damani, (2018) 11 SCC 328.
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with Section 34(2), wherein the award can be set aside on limited grounds
like the incapacity of the party, invalidity of the arbitration agreement,
the dispute is not contemplated falling within the terms of arbitration or
the subject-matter of the dispute is not capable of settlement by arbitra-
tion, etc.®’

The express codification, with a similar line of restriction, would
achieve a two-fold objective. First, it would detest the courts from exer-
cising its residuary powers since modification is now expressly provided
under the Arbitration Act. Second, the court instead of passing sweeping
orders of modification, will not have to operate within the restrictive
scope of the provision. Thus, limitations to the scope and extent of the
power will invariably ensure that only slight modification is done in case
of a flagrant error by the arbitrator.

B. Examining the cross-jurisdictional perspective

While the Model Law does not envisage modification of the award, other
jurisdictions that have adopted the Model Law in the scheme of their
legislation, have deviated and consciously provided the courts with the
power to vary or alter the award. The English Arbitration Act, 1996 is
one such legislation. According to Section 67,7° the courts may vary the
award when the substantive jurisdiction of the tribunal is challenged.
Additionally, the courts may vary the award in case the parties appeal on
the question of law pursuant to Section 69 of the Act.”!

In Australia, Section 34-A of the Commercial Arbitration Act, 2010,
allows the court to vary the award at the appellate stage. However, in
Singapore Arbitration Act 2001, the court can only vary the award in
case of an appeal under Section 49, thus confining the court’s jurisdic-
tion to make alterations at the post-award stage within bounds of the
provision.”?

Most notably, in the United States of America [“USA”], Section 11 of
the Federal Arbitration Act, 1925 confers the court with the power to
modify or correct the award only in case of
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a) Evident material mistake;
b) Arbitrators have awarded upon a matter not submitted for dispute;

¢) The award is imperfect in matter of form not affecting the merits of
the controversy.”

This definition elucidates those types of errors that may be corrected
without inviting needless applications to the tribunal and consequent
delays,” once the tribunal is functus officio.”® Moreover, it restricts the
authority to correct an award to cases of errors in calculation, typo-
graphical mistakes, and similar ministerial errors.”” The provision disal-
lows modification on substantive grounds,” or in cases where it would
change the “practical effect of the award”.”” This is reflected in the deci-
sion in Diapulse Corp. of Am. v. Carba Ltd,** wherein Section 11 was
construed to not give a license to the district court to substitute its judg-
ment for that of the arbitrators. Accordingly, the statute even while pro-
viding for modification restricts its scope and application to a select few
issues. However, it is apparent that the American courts have interpreted
this provision in a restrictive manner presenting an opposite extreme of
the spectrum. Therefore, the authors are of the view that a very careful
balancing exercise is to be undertaken by the legislators so as to provide
the courts with enough power to rectify flagrant errors without disturb-
ing the prerogative of an arbitrator.

V. CONCLUSION

The principle of judicial non-interference is central to the contempo-
rary Arbitration regime. It operates on the belief that courts have no
discretion to intervene in commercial disputes when two private parties
have decided to resolve the dispute by the way of arbitration. Hence,
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upholding this principle is necessary for maintaining the sanctity of the
arbitral process.

However, the earlier parts of the article have uncovered a disturbing
trend where the courts have been masquerading the extraordinary con-
stitutional powers under Article 142 to subvert the arbitrator’s decision
thereby transgressing the scope provided to it under Section 34 of the
Arbitration Act. This is yet another manifestation of systemic judicial
hesitancy in foregoing its jurisdiction to an arbitral tribunal.

The wide ambit of Article 142 and its subsequent expansive interpre-
tation has further reinforced the Apex Court’s inhibition against yielding
its jurisdiction in favour of the tribunal. Treading along the dangerous
path to modify the arbitral awards, the Supreme Court has set ques-
tionable precedents, invading the arbitrator’s jurisdiction. Interestingly,
even decisions like NHAI v. M. Hakeem, which have advocated for judi-
cial non-interference at the post-award stage, have also thrown open the
doors for future benches to intervene under the garb of Article 142.

While modification under Article 142 has been evidently untramme-
led, a need to circumscribe the court’s jurisdiction under statutory limits
to modify awards only in case of flagrant errors is felt necessary. Tracing
the footsteps of American jurisprudence, wherein the modification in the
post-award stage is highly regulated, a provision of similar breadth in
the Indian Arbitration regime is also called for. Therefore, the article
proposes to amend Section 34 to provide restricted powers to modify the
awards in limited situations to prevent the courts from running amok
under the extraordinary powers of Article 142.

242



