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Foreword

It is with pride that I appreciate the commitment and inspiration with 

which the members of the Centre for Business and Commercial Laws, 

under the guidance of the Chairperson of CBCL, Prof. (Dr.) Ghayur 

Alam, have undertaken the organisation of the 8thNLIU-Trilegal Summit 

on Corporate and Commercial Laws, 2023. This marked the eighth edi-

tion of this landmark event which is a result of the confluence of the 

knowledge and expertise offered by Trilegal and the passion to learn 

among the authors. Its growing recognition among academicians, practi-

tioners, and students alike is evidenced from the record-breaking number 

of submissions the Centre has received for this edition. The enthusiasm 

for the event is resonated in the work of the editorial team of CBCL that 

has arduously sifted through the submissions and consequently identified 

select manuscripts.

The essence of the Summit mirrors the ethos of CBCL and its unwa-

vering desire to foster as well as champion academic excellence in the field 

of corporate and commercial laws. The Centre invites submissions which 

surround contemporary legal matters and aims at highlighting legal lacu-

nae, while encouraging the search for innovative solutions, through its 

published manuscripts. Through this rewarding process, the publication 

of this Summit book, with the support and efforts of the team at SCC 

EBC, makes its own small place in the constantly expanding world of 

academia.

Through the 2023 Summit, the Centre has covered myriad topics in 

the field of corporate and commercial laws. Ranging from discussion 

around the safe note framework in India and a study of green bonds, 

to analysing the dual banking regulation in India, the Summit book has 

tackled burning issues that were presented by seasoned researchers. I 
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would take this opportunity to appreciate their unwavering dedication 

and congratulate them on their hard work which bore fruit in the form 

of this publication.

All virtuous institutions must persevere relentlessly to promote the 

growth of academic discourse. It is with extreme satisfaction that I note 

that the NLIU-Trilegal Summit is one such step CBCL is taking to further 

the institution’s prominence and glory. The publication of the Summit 

Book for this edition is a testament of the hard work of our students, and 

it is with great hopes that we hand it over to the legal fraternity, to all of 

you. I would finally like to congratulate the team of CBCL, along with 

Prof. (Dr.) Ghayur Alam, who have worked consistently to make this 

Summit a resounding success. I am confident that the Centre will con-

tinue to uphold the legacy of the Summit and thrive in the years to come.

—Prof. (Dr.) V. Vijayakumar 
Vice Chancellor, National Law Institute University, Bhopal
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Preface

Articles and essays included in this Book covers various dimensions of 

Corporate and Commercial Laws for the 8th NLIU-Trilegal Summit, 

2023. The National Law Institute University, Bhopal (NLIU), organ-

izes academic events to promote research and publication in different 

branches of law to encourage legal fraternity to discuss and deliberate 

on myriad contemporary legal problems as well as the growing fields 

of the application of the law and find a way forward. One such flag-

ship academic event organized by us is the NLIU — Trilegal Summit on 

Corporate and Commercial Laws organised yearly in collaboration with 

one of India’s leading law firms, Trilegal.

We received submissions dealing 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. We declare with pride that this8th Edition of the Summit 

has marked a record number of submissions which demonstrates the 

growing prominence of this Summit in the legal fraternity. Submissions 

undergo a rigorous review process undertaken by the student editors of 

the Centre, and are then further sieved by the peer reviewers to ensure 

that select manuscripts are of publishable quality. A brief introduction to 

these articles and essays is as follows.

Demystifying the SAFE Note Framework in India by Yuvraj Mathur 

and Hashvi discusses iSAFE Notes as an attractive alternative for invest-

ment. The article critically analyses the framework and regulatory gov-

ernance of SAFE notes in India and other jurisdictions in the world where 

SAFE notes are known and used. It further lays down a suggestive legal 
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framework and standard mechanism for the inclusion of SAFE notes 

apart from convertible shares in Indian laws. It concludes with a proposal 

for a structured amendment to the Indian Companies Act and Income 

Tax Act which may contribute to making iSAFE Notes a safe choice for 

future investments and accelerate the development of businesses in India.

Castles on a Shaky Foundation: Analysing Dual Banking Regulation 

and Systemic Risk through Indian Banking Law by Anant Agarwal 

delves into the legal and regulatory framework of the RBI with respect 

to Public Sector Banks, comparing them with private sector banks. The 

author argues that by repeated capital infusions into Public Sector Banks 

by the government, the true position of liquidity and solvency of PSBs 

remain hidden. The author further contends that even though public sec-

tor banks are worse performing with lower capital adequacy ratio and 

higher non-performing assets, the RBI does not possess legal powers to 

regulate them fully. The author argues that having a separate legal regu-

latory system for PSBs has led to deep systemic risk and suggests a legal 

change in Indian banking regulation to preserve economic stability.

Greening the Financial Sector: A Study of Green Bonds and its 

Growing Investments in India by Zaina Najeeb aims to provide a com-

prehensive analysis of green bonds, covering their structure, function, 

benefits, and limitations. In addition, the paper provides an overview 

of the global green bond market, while also analysing the green bond 

market in India, examining its characteristics, growth drivers, legal chal-

lenges, regulatory and policy environment, and investor landscape. The 

author identifies several challenges that need to be addressed, such as the 

lack of a well-developed secondary market for green bonds and the need 

for standardization in reporting and verification.

Fractional Share Investing: A Critical Appraisal in India & Abroad 

by Shree Vaishnavi Onteddu and Prantika Duttaexplores Fractional 

Share Investing, analyses its ancillary bodies, and investigates the poten-

tial risks and benefits of FSI. The author hypothesises that with the cor-

rect technique and investment strategy, fractional share investing can 

be a beneficial addition to any investor’s portfolio and give them access 

to high-value stocks that would otherwise be out of their price range. 
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Further, FSI may provide investors in the Indian market with a new out-

look on the stock market.

Resolving the Quandary of Profit Motive in Insider Trading through 

Pre-Deposits: A Law and Economics Approach by Avanish Kar and 

Aaryan Dhasmana studies the recent judgement of the Supreme Court 

of India in SEBI v. Abhijit. The authors argue that as a result of the judg-

ment, SEBI’s problems of low conviction rates and difficulties in recovery 

are likely to compound. Through an analysis of the economic theories on 

insider trading, this article argues that “profit motive” ought to be rele-

vant in determining liability in an insider trading charge. Subsequently, 

an analytical framework of a proposed regulatory change in the form of 

“pre-deposits” is provided for by the author.

The Digital Sail of the Indian Rupee: Gauging its Prospects to Reach 

the Other Side of the Shore by Intisar Aslam and Garima Kiran seeks 

to scrutinize the concept note on the Central Bank Digital Currency 

(CBDC) from two perspectives: (i) technological and security considera-

tions, and (ii) legal considerations. The article undertakes an analysis of 

the two-fold evaluation of the concept note on CBDC, and the impact 

of the Digital Personal Data Protection Bill, 2022 on the floating of the 

CBDC in the Indian economy. The author makes recommendations for 

the smooth and effective roll-out of CBDC as a part of ‘Digital India’ 

thus, minimizing the impact of the trade-off between anonymity and the 

Anti-Money Laundering-Combating the Finance of Terrorism (AML-

CFT) compliance.

The Quandary of Franklin Templeton India: A Fiasco that Shook the 

Money Market by Dhairya Jain and Deesha Pathak explores the Franklin 

Templeton’s struggle which has caused many investors, including mutual 

fund unit holders, lack of surety about mutual fund investments, particu-

larly debt funds. This paper intends to throw light on why the Franklin 

Templeton’s debt schemes failed, and on a unique rescue plan devised by 

the fund house to restore the status quo and return the investors’ money. 

Furthermore, it analyses why debt finds still as a better investment option 

in the market, even after the failure of Franklin Templeton India.
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Protection for Minority Shareholders: A Careless Concern by Dhruv 

Kohli and Sanya Singh discusses SEBI’s protection framework for 

‘minority shareholders’ of public-listed companies that are currently 

undergoing CIRP. The article presents the existing legal principles that 

govern the rights of ‘minority shareholders’ under the Insolvency and 

Bankruptcy Code, 2016 (IBC), and then analyses and critiques the SEBI 

discussion paper considering the existing legislative and judicial position. 

The authors also analyse the discussion paper in light of existing interna-

tional standards and stipulate reasons as to why the proposal represents 

a myopic understanding of IBC and would be inefficient if implemented.

Between Profit and Principles: Delineating ‘Conflicting Interests’ and 

‘Civil Conspiracies’ in Private Equity, M&A Transactions by Ashish 

Dash and Samarth Jain explores  the discrepancies in Manti Holdings, 

LLC v. Carlyle Group, Inc., where  the Delaware Court of Chancery 

allowed minority investor claims against a private equity firm and its 

directors for allegedly rushing to sell a company for less than its fair 

market value in order to secure a return on their preferred shares for its 

investors as a potential substitute to veil-piercing, whether to augment a 

shareholder’s responsibility to its periphery or grant private equity credi-

tors access to the company’s holdings.

Deciphering Indian and USA Securities Laws - A Future Roadmap to 

Regulate Fin-fluencers in India by Akshat Sharma and Mayank Gandhi 

details the legal framework surrounding Fin-fluencers. The Fin-fluencers 

on social media tend to advise retail investors to deal in securities. The 

article seeks to establish a relationship between Fin-fluencers and retail 

investors. It examines the provisions under US securities law that deals 

with conduct of Fin-fluencers and also delves into the existing loopholes 

in making Fin-fluencers subject to Indian security regulatory framework.

Opportunity to Public Equity Shareholders to Acquire Shares after 

CIRP- A Measure for Protection or an Instance of Myopia? by Nency 

Shah and Devanshu Anada analyses the implications of the proposal 

made by SEBI in form of a consultation paper for “Protection of Interest 

of Public Equity Shareholders in case of Listed Companies undergoing 

CIRP under the Insolvency and Bankruptcy Code, 2016.” The article 
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delineates the proposal and the process of mandatory open offer post 

CIRP in the case of listed companies as envisaged by SEBI. Further, it 

also discusses the merits of the proposal as intended by SEBI for the res-

olution applicant as well as the public shareholders of the company. The 

authors end by highlighting the lacunae in the proposal while suggesting 

ways to overcome such issues.

Market Definition and Market Power for Mergers in Digital 

Ecosystems: A Comparative Study by Shikhar Sahu highlights the 

importance of collection and sharing of data as one of the main driv-

ing factors behind major tech mergers. The author postulates that while 

the growth of the digital economy does not necessitate a radical change 

in merger control procedures, it is likely to necessitate some significant 

revisions to competition law and close cooperation between competition 

authorities and other regulatory bodies. These mergers pose a serious 

challenge to our traditional approach to market definition. The article 

examines these issues, drawing on the existing case law in the EU, US 

and BRICS, and concludes with several recommendations for competi-

tion authorities, touching upon an array of issues, such as product and 

geographic market definition.

Parachuting to Safety: Analysing the Indian Legal Framework on 

Golden Parachutes by Mehak Jain discusses ‘Golden parachute’ agree-

ments which have become increasingly common in M&A prone indus-

tries as an attractive means of hiring and retaining top talent as KMPs 

and cushioning termination in the event of corporate reconstruction 

activity. The article analysis these agreements and sets forth the three 

main clauses of these agreements along with suggestions to ensure that 

these agreements manage to strike a balance between shareholder inter-

est vis-à-vis management’s interest.

The Conundrum of Sustainability Agreements in Competition 

Law: The Way Forward for India by Shashank Mehrotra and Debayan 

Bhattacharya explores the concept of ‘sustainability agreements.’ While 

sustainability agreements address market incentives against efficiency 

in the process, they may also be hit by considerable competition con-

cerns relating to cartelization and the manipulation of competition. This 
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article discusses the approach of the European Commission and various 

EU nations to untangle these complicated issues and analyses their merits 

and shortfalls. It also carries out an analysis of the legal position in India 

and makes recommendations that India can follow in order to make this 

crucial area of law more certain.

Money, Machines, And Morals: Legal Implications of the Rise of 

Robo-Advisors in the Fintech Landscape by Harsh Bansal and Tanmay 

Durani explains and studies the meaning and operation of Robo-

Advisors, as well as their incompatibility with the Traditional investment 

model and the regulatory sandboxes that are necessary for Indian play-

ers. The authors also detail some suggestions for “fitting in” the auto-

mated advising regime within India’s Traditional investment advisory 

framework.

It is our sincere hope that this book makes a significant contribu-

tion to the literature on Business and Commercial Laws. Each author 

whose work has been chosen for publication deserves our most heartfelt 

gratitude and congratulations. We express our sincere gratitude to our 

Chancellor, Hon’ble Shri Justice Ravi Malimath, the Chief Justice of the 

High Court of Madhya Pradesh for encouraging, guiding, and support-

ing 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 our thanks and grat-

itude 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. Shreya Chandok, Ms. Navya Saxena, Ms. Nimisha Sharma, Ms. 

Samavi Srivastava, and Ms. Bhawna Lakhina, 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 
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become a legacy which ought to be upheld by generations to come with 

ever-growing enthusiasm and dedication.

Prof. (Dr.) Ghayur Alam
Senior Professor and Dean, Undergraduate Studies;

Chairperson, Centre for Business and Commercial Laws
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Message from Trilegal’s Desk

Corporate laws are going through a major overhaul, with technological, 

social, and economic developments leading to constant need for updating 

and recalibration of what and how much needs to be regulated. Recent 

years have proven to be fertile ground for the growth of corporate and 

commercial laws. Growth at all costs is no longer acceptable, and requires 

equal amount of focus on sustainable, inclusive, and diverse growth with 

particular focus on public monies and interest. Further, dynamic and 

far-reaching concepts such as Blockchain and AI have brought forth a 

revolution requiring concomitant modification of the law. This has led to 

need for constant focus on new regulations to augment technical, finan-

cial, and social growth.

With the global economy recovering from the effects of the pandemic 

and India recording its highest number of M&As and retain investments, 

the expectations from legal professionals (in house, law firms, regulators, 

and public servants alike) are also quite different from what they were 

not long back. The complexity of these aspects is accentuated due to 

global fears around recession and ongoing conflict between Ukraine and 

Russia.

In this context, the involvement of legal professionals has gone beyond 

merely providing legal advice and assisting in regulatory compliances 

or government affairs. Now the role of counsels includes anticipating 

and coming up with mitigation plans with new and unprecedented risks, 

Legal professionals have now become essential for carrying out any com-

mercial activity undertaken by all stakeholders. 

It is precisely to create a foundation to prepare future lawyers of the 

country for this pursuit that events such as the NLIU-Trilegal Summit 
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on Corporate and Commercial Laws have been organised and fostered. 

The aim of this Summit is to equip students with the ability to bridge the 

gap between traditional classroom knowledge, which is now insufficient 

to cater to the growing needs of the legal field, and the practical require-

ments for lawyers of the future.

This Summit Book is the culmination of the hard work of the edi-

tors of the CBCL as well as the dedication with which authors across 

this country have put forth their best efforts to present before us legal 

analysis and novel solutions to the contemporary lacunae in the corpo-

rate field. It consists of the 15 best articles chosen through a combined 

review process conducted by CBCL and Trilegal in accordance with the 

practise followed during previous editions of 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.

This event marks the 8th edition of this Summit. Through years of 

cooperation and collaboration, Trilegal along with NLIU has always 

aimed to breed academic excellence. The success of this endeavour is 

constantly validated through the hearty participation from authors in the 

form of record number of submissions each year. The format and scope 

of the Summit truly makes it a one-of-a-kind event, allowing students to 

interact with and gain insight from practitioners experienced in the field, 

while also testing their understanding of the law before the panellists. 

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. This perseverance has allowed this Summit to 

grow into one of the most competitive and rewarding events in the coun-

try, and an essential for every law student desirous of a career in the 

corporate laws.

On behalf of Trilegal, we are honoured to partner with an esteemed 

institution such as NLIU, Bhopal. We are grateful to the Hon’ble 

Vice Chancellor, faculty members and students of NLIU, the Hon’ble 
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Chairperson and members of CBCL, for their continued support towards 

the Summit and their hard work in ensuring yet another successful edi-

tion of the Summit.

Yogesh Singh
Partner & Head

Corporate Practice, Trilegal
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Message from Team CBCL

The Centre for Business and Commercial Laws (CBCL) was established in 

2008 with the aim of facilitating research and discussion among students 

in the area of corporate and commercial laws. To further this purpose, 

CBCL is elated to present you with the compilation of articles presented 

at the 8th NLIU-Trilegal Summit on Corporate and Commercial Laws, 

2023, held on 8th and 9th April, 2023. After two years of virtual pres-

entations, we were delighted to host the participants and the esteemed 

panellists physically, on the campus of the National Law Institute 

University, Bhopal.

Through the publication of this Book, it is our hope to encapsulate 

how dynamic commercial and corporate laws continue to be, through 

their evolution and adaptation to the changing contours of domestic and 

global commercial transactions. In the past years, significant develop-

ments and landmark changes have occurred in the field of corporate and 

commercial laws, which have had a profound impact on its practice.

The fifteen submissions have been selected for publication and pres-

entation after a rigorous three-tiered review process conducted jointly by 

the editorial team of CBCL and Trilegal. The articles delve into a variety 

of themes such as security laws, banking and finance laws, laws pertain-

ing to mergers and acquisitions, and competition law, to name a few.

We congratulate the authors of these articles, who have presented their 

research and arguments meticulously and comprehensively.

We are indebted to the past leaderships of the Centre, and their col-

leagues, for their efforts in helping the Summit reach new heights with 

each successive edition. We are also thankful to the Trilegal team, for 

whose guidance and support towards the Summit and this book we are 
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eternally grateful. We are grateful for their commitment towards reward-

ing and encouraging an environment of analytical thinking and result 

oriented research.

We were supported in our endeavour by the Hon’ble Vice Chancellor 

Prof. (Dr.) V Vijayakumar and our Chairperson Prof. (Dr.) Ghayur Alam, 

whose constant guidance and enthusiastic involvement in the Summit 

made its smooth conduct possible, and we are deeply indebted to them for 

their time and effort. Lastly, we express our unqualified gratitude to our 

publishers, Eastern Book Company, who supported us throughout the 

publication of this Book and enabled the success of this Summit through 

their relentless hardwork and comprehensive publication process.

Lastly, we thank the student body of CBCL that worked tirelessly to 

sift through the overwhelming number of submissions and finalise a col-

lection of articles that shall be presented before esteemed panellists at 

the Summit. Their commitment towards the smooth organisation of the 

Summit has enabled the success of this edition. With this, we present 

to you the compilation of articles presented at the 8th NLIU-Trilegal 

Summit on Corporate and Commercial Laws, 2023. We look forward to 

receiving feedback for this volume from our readers.

Shreya Chandhok
Convenor

Centre for Business and Commercial Laws

Navya Saxena
Co-Convenor

Centre for Business and Commercial Laws
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1

Demystifying the SAFE Note 
Framework in India

—Yuvraj Mathur and Hashvi1

ABSTRACT

For the Indian economy to prosper and compete with developed 
economies, the growth of Start-ups is mandatory. The growth of 
Startups depends upon the level of investments in the economy. 
In the current Scenario, the procedure for raising investments 
is cumbersome and time-consuming. Here, iSAFE Notes has 
become an attractive alternative for investment as it saves time 
and money. It gives the Startups the opportunity to postpone their 
valuation by raising pre-seed investments through convertible 
notes. This provides the Startup companies with sufficient time 
to raise their valuation. In the meantime, they do not have to 
pay interest to the Investors. However, these iSAFE Notes have 
their own shortcomings which need to be addressed. Investment 
in Indian SAFE Notes is very risky. Moreover, there is no proper 
mechanism for its governance in India.

This paper critically analyses the framework and regulatory 
governance of SAFE notes in India and among the different 
jurisdictions in the world, where the concept of SAFE notes has 
been prevalent. It further lays down a suggestive legal framework 
and standard mechanism for the inclusion of SAFE notes apart 
from convertible shares in Indian laws. This paper proposes a 
structured amendment to Indian Companies Act and Income 
Tax Act. With the inclusion of these modifications, the iSAFE 
Notes will become a safe choice for future investments, which 
will accelerate the development of businesses in India.

	 1.	 The authors are third-year students at the Rajiv Gandhi National University of Law, 
Punjab.
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I.  SAFE NOTES: A BUDDING OPTION FOR FUNDRAISING

SAFENotes, or Simple Agreements for Future Equity, are a popular 
method of fundraising in the startup ecosystem in India. Created as 
an alternative to convertible debt by the Silicon Valley accelerator, Y 
Combinator,2 in 2013, SAFENotes provide a streamlined and cost-ef-
fective alternative to traditional equity financing, allowing startups to 
quickly raise capital without giving up equity in their company.

SAFENotes are a type of convertible security that allows startups to 
raise funds from Investors without giving up equity or setting a valua-
tion of their company. Under a SAFE note, an Investor agrees to provide 
a startup with a certain amount of capital in exchange for the right to 
receive equity in the company at a later date, typically when the com-
pany raises its next round of financing or reaches a certain valuation. 
SAFENotes are similar to convertible Notes, another popular method 
of fundraising in the startup world. However, there are some key dif-
ferences between the two. Unlike convertible Notes, SAFENotes do not 
accrue interest and do not have a maturity date. This means that if the 
company is not able to raise another round of financing or reach a certain 
valuation, the Investor will not receive any equity and will not be able to 
convert their investment into a loan.

As an adaptation of SAFENotes in India, iSAFE3 (India SAFE) Notes 
were introduced by an Indian VC firm 100X.VC. iSAFENotes are typ-
ically structured as a simple agreement between the Investor and the 
startup. The agreement outlines the terms of the investment, including 
the amount of capital being provided, the conversion discount (if any), 
and the valuation cap (if any). Once the agreement is signed, the Investor 
wires the funds to the startup. When the startup raises its next round 
of financing or reaches a certain valuation, the Investor has the option 
to convert their investment into equity in the company at a discount to 
the price paid by the new Investors. For example, if the Investor agreed 

	 2.	 Carolynn Levy, ‘Safe Financing Documents’ (YCombinator) <https://www.ycombi-
nator.com/documents#:~:text=As%20a%20flexible%2C%20one-document,one%20
item%3A%20the%20valuation%20cap> accessed on 25 February 2023.

	 3.	 100X.VC Team, ‘Investing Through iSAFE Notes’ (100X, 21 March 2020) <https://
www.100x.vc/blog/investing-through-i-safe-notes-yagnesh-sanghrajka-100x.vc-start-
ups-2019> accessed on 2 March 2023.
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to a 20% discount and the new Investors paid $1 per share, the Investor 
would be able to convert their investment at $0.80 per share.

The iSAFE note is legally constituted as Compulsorily Convertible 
Preference Shares4 (CCPS), convertible upon the occurrence of certain 
circumstances, in accordance with existing Indian law. iSAFE is an 
attractive option for fundraising in India as it provides startups with 
the flexibility to raise capital without immediately diluting their equity. 
Additionally, these notes are easy to execute, and their documentation 
is simple, which saves time and reduces legal costs. Moreover, iSAFEs 
do not have any maturity date, which means that startups do not have 
to worry about paying back the Investors in case the business fails. 
According to data from Venture Intelligence, Indian start-ups raised a 
total of $50 million through iSAFEs in 2021. Some of the start-ups that 
raised funds through iSAFE include Zolve, Fampay, and GoMechanic. 
iSAFEs are beneficial for the Indian economy as they encourage entrepre-
neurship and innovation, which can lead to job creation and economic 
growth.

II.  REGULATORY GOVERNANCE OF ISAFE IN INDIA

In India, the governance of SAFENotes falls under the ambit of the 
Securities and Exchange Board of India (SEBI), which is the regulatory 
body that oversees securities and capital markets in the country. SEBI 
regulates and monitors the issuance and trading of securities, including 
SAFENotes. Unlike traditional convertible Notes, SAFENotes do not 
have a maturity date or interest rate and do not convert into shares until 
a subsequent equity financing round takes place. As a result, SAFENotes 
provide Investors with the flexibility to invest in start-ups without imme-
diately diluting the start-up’s equity.

However, it is important to note that SAFENotes are not specifically 
governed by any laws or regulations in India. Instead, they are sub-
ject to the same regulations and laws as other securities. Any issuance 
of SAFENotes in India must comply with the Companies Act, 20135, 
which governs the issuance of securities by companies, and SEBI regula-
tions. The Companies Act, 2013, regulates the issuance of securities by 

	 4.	 Companies (Acceptance of Deposits) Rules 2014, r 2(1)(c)(xvii).
	 5.	 Companies Act 2013, s 55.
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companies, including convertible securities like SAFENotes. According 
to the Act,6 any company issuing securities must obtain the approval of 
its shareholders through a special resolution. Additionally, the pricing of 
the securities must comply with pricing guidelines issued by SEBI.7

SEBI has issued guidelines on the issuance of convertible securities, 
which include SAFENotes. As per the guidelines, any issuance of con-
vertible securities must comply with certain conditions, such as obtain-
ing shareholder approval and complying with pricing guidelines. The 
guidelines also require companies to disclose certain information to their 
shareholders, such as the terms of the securities being issued, and the 
risks associated with the investment. Additionally, any foreign invest-
ment in Indian start-ups through SAFENotes must comply with the 
Foreign Exchange Management Act (FEMA) regulations. FEMA gov-
erns foreign exchange transactions in India and regulates the inflow and 
outflow of foreign currency. Under FEMA, any foreign investment in an 
Indian company must comply with certain guidelines, such as obtaining 
approval from the Reserve Bank of India (RBI) and complying with sec-
toral caps and pricing guidelines.

It is important to note that the regulatory landscape in India is con-
stantly evolving, and there have been recent changes that impact the gov-
ernance of SAFENotes. In December 2020, SEBI issued a consultation 
paper8 proposing amendments to the regulations governing convertible 
securities. The proposed amendments included changes to the pricing 
guidelines and disclosure requirements for convertible securities, includ-
ing SAFENotes. The proposed amendments are currently under consid-
eration by SEBI, and it remains to be seen if they will be implemented. 
In summary, SAFENotes in India are governed by SEBI regulations and 
must comply with the Companies Act, 2013, and FEMA regulations. The 
Companies Act, 2013, regulates the issuance of securities by companies, 
including convertible securities like SAFENotes. SEBI has issued guide-
lines on the issuance of convertible securities, which include SAFENotes. 
As per FEMA regulations, Indian startups issuing SAFE Notes in the 

	 6.	 Companies (Share Capital and Debentures) Rules 2014, r 13(1).
	 7.	 Companies (Share Capital and Debentures) Rules 2014, r 9(5).
	 8.	 Securities Exchange Board of India, ‘On Review of Regulatory Framework for Investment 

Advisers (IA)’ (2020) <https://www.sebi.gov.in/reports-and-statistics/reports/jan-
2020/consultation-paper-on-review-of-regulatory-framework-for-investment-advis-
ers-ia-_45685.html> accessed 2 March 2023.
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form of convertible notes to individuals residing outside of India are 
required to disclose such inflow to the Authorized Dealer Bank within 
30 days of receiving monies in connection with the offering of such SAFE 
Notes.9

Overall, the governance of SAFENotes in India is relatively straight-
forward, but it is important to carefully consider the regulatory require-
ments and ensure compliance to avoid any legal issues. Start-ups and 
Investors should seek advice from legal and financial experts to ensure 
that they comply with all applicable laws and regulations when issuing 
or investing in SAFENotes in India. By doing so, they can minimize risks 
and maximize the benefits of this innovative financial instrument.

III.  A RISKY BANTER

To every advantageous thing, there are corresponding disadvantages. 
iSAFENotes seems to be an attractive investment option in the current 
scenario but it also has its own cons tagged with it. iSAFEinvestment 
seems an easy option to the Investors as well as the fundraisers for their 
projects, but it is more of a gamble for both of them. An Investor when 
investing in iSAFENotes is unaware of the actual valuation of the start-up 
he is investing in. These iSAFENotes get converted into shares at the 
time of subsequent valuation at the prevailing market rate. The Investor’s 
investment might landhim up with the major chunk of shares at this time 
making him the majority stakeholder of the startup, leaving the owner 
of the Startup with very less scope for issuing future shares. This is a 
more common phenomenon as the startups in order to raise the funds 
end up raising a major share of investments in the seed funding round 
with minimal scope for future investment and growth. The alternative 
situation could be the Investors getting only a few shares as the valuation 
of the Startup gets higher beyond their expectations. Either way, there 
is no sense of security to both the Investors and the fundraising startup 
owners.10

	 9.	 Foreign Exchange Management (Transfer or Issue of Security by a Person Resident 
Outside India) Regulations 2017, Reserve Bank of India, Notification No. FEMA 20(R)/ 
2017-RB.

	10.	 Devansh Parekh and TanishqMohta, ‘SAFE Notes: A Novel Funding and ‘Safe’ Method?’ 
(IndiaCorpLaw, 15 December 2021) <https://indiacorplaw.in/2021/12/safe-notes-a-nov-
el-funding-and-safe-method.html.> accessed on 25 February 2023.
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There are added disadvantages and risks involved in dealing with 
iSAFENotes. When the Investors end up owning the major shares of 
the Startups, the actual control of the owners becomes negligible, and 
wholedecision-making power vests in the Investors which leads to own-
ers losing their interest in the Startup. In addition to that, the Investors 
exercising control are actually unaware about the functioning and the 
management of the start-ups which in turn leads to the conversion of a 
Startup into a loss-making entity. There are added risks to the Investors 
in case the Startup becomes insolvent or goes into losses, the money to 
the pre-seedInvestors is paid at a priority but the major amount of money 
of the Investors is lost in such cases.

Moreover, iSAFENotes do not provide Investors with exit rights. The 
Investors can not withdraw the money once the investment is made. The 
iSAFENotes get converted into Shares upon the triggering of a future 
event. This future event of subsequent valuation lies in the hands of the 
owner of the Startup.11 In case the Investor wants his money back before 
the actual valuation of the Startup, he cannot do so by selling the shares 
as he did not own any shares at that time. The Investors might never get 
the chance of getting their money back in their lifetime as the startup 
company might be interested in raising future investment through 
iSAFENotes only without doing the valuation. Adding to it, the iSA-
FEInvestors do not get voting rights in the Start-up company they are 
investing in.

Sometimes, the acronym SAFE in itself works to the disadvantage of 
the Investors, who invest in iSAFENotes without knowing the actual 
structure and the working mechanism of it. The Investors do not get 
any interest on their investments. Adding to it, since there is no future 
date of maturity of these Notes, no debt accrues. The money of the 
Investors is risked until a triggering event arises in the future. Also, there 
are additional administration problems for SAFENotes in India. Indian 
SAFENotes are governed in the Companies Act, 2013 only under the 
head of Convertible Preference Shares but does not have any separate 
provision dealing with it. There is no proper mechanism of its taxation 
as well as governance which is a further area of concern for the Investors.

	11.	 Bhudhar Kumar and Shilpa, ‘iSAFE Notes’, (19 October 2021) <https://www.rna-cs.com/
isafe-notes/> accessed on 26 February 2023.
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IV.  COMPARATIVE ANALYSIS OF 
DIFFERENT JURISDICTIONS

iSAFE is a novel concept in India with very minimal regulations which 
makes it a risky alternative for Investors to invest in. Today, various coun-
tries have introduced a concept of SAFENotes. It was firstly introduced 
in U.S. in 2013 followed by many other countries. To draw a proper 
structure of a legislation dealing with SAFENotes in India, it becomes 
an utmost priority to understand how SAFENotes are governed in other 
jurisdictions. Then, only an effective regulatory system could be built in 
India.

A.	 USA: SAFENotes

In the United States, the governance of SAFENotes falls under the juris-
diction of the Securities and Exchange Commission (SEC), which is the 
regulatory body that oversees securities and capital markets in the coun-
try. The SEC regulates the issuance and trading of securities, including 
SAFENotes. Unlike traditional convertible Notes, SAFENotes do not 
have a maturity date or interest rate and do not convert into shares until 
a subsequent equity financing round takes place. As a result, SAFENotes 
provide Investors with the flexibility to invest in start-ups without imme-
diately diluting the start-up’s equity.

SAFENotes are not specifically governed by any laws or regulations in 
the United States. However, they are subject to the same regulations and 
laws as other securities. Any issuance of SAFENotes in the United States 
must comply with the Securities Act of 1933,12 which governs the issuance 
of securities, and SEC regulations. The Securities Act of 1933 requires 
that any securities offered or sold in the United States be registered with 
the SEC, unless an exemption applies. SAFENotes are typically issued 
under the exemption provided by Regulation D of the Securities Act, 
which allows start-ups to raise capital from accredited Investors without 
registering the securities with the SEC. Regulation D imposes certain 
requirements on issuers of securities, including SAFENotes. For example, 
issuers must file a Form D with the SEC and provide certain disclosures 
to Investors, such as information about the issuer, the offering terms, 
and the risks associated with the investment. Additionally, Regulation 

	12.	 Securities Act 1933, 15 U.S.C.
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D limits the types of Investors who can participate in the offering. 
Specifically, issuers can only offer securities to accredited Investors, who 
are individuals with a certain level of income or net worth, or institu-
tional Investors.

In addition to Regulation D, the SEC has issued guidance on the use of 
SAFENotes. In 2016, the SEC’s Division of Corporation Finance issued 
guidance stating that SAFENotes should be treated as securities under 
federal securities laws.13 The guidance also stated that SAFENotes could 
be issued under Regulation D, so long as the offering complied with the 
requirements of the exemption. It is important to note that the regulatory 
landscape in the United States is constantly evolving, and there have been 
recent changes that impact the governance of SAFENotes. In December 
2020, the SEC issued a proposal to amend the rules governing the use of 
certain exempt offerings, including Regulation D offerings. The proposed 
amendments would revise the requirements for verifying the accredited 
Investor status of Investors and would increase the amount of capital 
that start-ups can raise under Regulation D. The proposed amendments 
are currently under consideration by the SEC, and it remains to be seen 
if they will be implemented. Overall, the governance of SAFENotes in 
the United States is relatively straightforward considering the regulatory 
requirements and mandatory compliances to avoid any legal issues.

B.	 France: BSA AIR

BSA (Bons de Souscription Autonome) AIR was introduced in France in 
the late December of 2013 by the French gas pedal The Family and law 
firm SB avocats. The Concept is similar to the SAFE Notes which were 
introduced in the United States by Y Combinator. It is governed under 
Article L. 228-98 of the Code of Commerce.14 The Agreement is signed 
between the Investor and the Fundraiser of the Startup wherein both par-
ties decide their terms. The amount of the investment is decided. Along 
with it, the minimum and maximum valuation of shares is decided. 
This helps in regulating the risks involved to both the Investors and the 
Fundraisers as both the parties know the minimum and maximum value 
of shares the Investor could own after the valuation is done. On one 

	13.	 Securities Act 1933, 15 U.S.C.,reg D.
	14.	 Code of Commerce 1807, Art. L. 228-98.
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hand, the Investor does not face the risk of getting minimal shares and on 
the other hand, Fundraisers do not end up losing a major chunk of shares 
to the pre-seed Investors.

The agreement also mentions the event or set of events that will trigger 
the evaluation of the Start-up. Often, this event is the next fundraising 
when the valuation of the Startup is done. BSA AIR also mentions the 
deadline for automatic conversion of the Investor’s money into shares in 
case the future event of fundraising does not take place within the men-
tioned span of time. This provides a sense of security to the Investor who 
is investing his money in the BSA AIR. The Investor does not have to wait 
continuously for the future valuation to happen, rather he just has to wait 
for a fixed period of time. After the period expires, Investor could easily 
get his money back by selling his shares.15 Moreover, in France BSA AIR 
is tradable and transferable. So, the Investor can transfer it at any time in 
case he wants to exit or needs money.

C.	 UK: SeedFAST

SeedFAST (Seed Fast Agreement for Seed Technology) is a fundraising 
instrument used by UK start-ups to raise capital. It allows Investors to 
invest in a start-up at an early stage, providing them with the opportunity 
to benefit from the potential growth of the business. The governance of 
SeedFAST in the UK falls under the jurisdiction of the Financial Conduct 
Authority (FCA), which is the regulatory body that oversees financial 
services in the country. It is governed by the UK’s financial regulatory 
framework, which includes various laws and regulations. Any issuance 
of such convertible Notes in the UK must comply with the Financial 
Services and Markets Act16 (FSMA), which regulates the issuance and 
trading of financial instruments. Under the FSMA, SeedFAST is classi-
fied as a form of non-readily realisable securities, which are securities 
that are difficult to trade or value and are subject to certain regulatory 
requirements.

	15.	 Jean de La Rochebrochard, ‘Introducing AIR, the best seed funding tool to invest in 
France’ (Medium, 23 December 2013) <https://medium.com/@2lr/introducing-air-the-
best-seed-funding-tool-to-invest-in-france-c5cdaf5fc9bd> accessed on 25 February 2023.

	16.	 Financial Services and Markets Act 2000.
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The issuance of SeedFAST in the UK is typically done under the exemp-
tion provided by the Prospectus Regulation,17 which allows start-ups to 
raise capital from Investors without publishing a prospectus. However, 
start-ups must still comply with the requirements of the FSMA, including 
providing certain disclosures to Investors. In its guidance, the FCA states 
that SeedFAST must comply with the UK’s financial regulatory frame-
work and be structured in a way that provides appropriate protections 
for Investors. This includes providing Investorswith sufficient informa-
tion about the business and its potential risks, as well as ensuring that 
Investors are adequately protected in the event of the start-up’s failure.

To ensure compliance with the UK’s financial regulatory framework, 
start-ups issuing SeedFAST in the UK should seek advice from legal 
and financial experts. They should also carefully consider the regula-
tory requirements and ensure that they provide adequate disclosures to 
Investors. In addition to the regulatory requirements, there are also tax 
implications associated with SeedFAST in the UK. Such investments are 
typically eligible for tax relief under the Enterprise Investment Scheme 
(EIS) or Seed Enterprise Investment Scheme (SEIS), which provide tax 
incentives for Investors in start-ups. These tax relief schemes are subject 
to certain eligibility criteria, and start-ups should carefully consider these 
requirements to ensure that their Investors are eligible for tax relief.

D.	 Norway: SLIP

In 2019, SLIP was introduced as an option for raising investments by 
SANDS in Norway. It was introduced to solve the problem of fundraising 
for Startups at their initial stages when their valuation is very low. SLIP 
agreements are a kind of subscription for shares in the future. SLIP agree-
ments are signed between the Investors and the fundraisers to decide the 
valuation cap of the shares which the Investor will own in the future. 
This provides the fundraiser and the Investors with the knowledge of 
the minimum and maximum number of shares the Investor could own 
in future, so that the Investors and Fundraisers be prepared to be aware 
of the risk of increase and decrease in shares at the time of signing the 
agreement.18 It is mostly governed in a similar manner as the SAFENotes 

	17.	 Prospectus Regulation (EU) 2017/1129.
	18.	 Startup Lab, ‘Introducing the SLIP: Norwegian Startup’s Lead Investment Paper’ (Medium, 

11 April 2009) <https://startuplabno.medium.com/introducing-the-slip-norwegian- 
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are treated in the United States, but the laws related to SLIP have not 
evolved much in Norway as it is a novel concept there.

V.  SUGGESTIVE LEGAL FRAMEWORK

As discussed above, the iSAFENotes are governed under the head of 
Compulsorily Convertible Preference Shares (CCPS) in the Companies 
Act. So far, the Indian SAFENotes are regulated by SEBI through its 
guidelines. There is no separate legislation for it. Even the Companies 
Act and the Income Tax Act do not govern the iSAFENotes. But to 
overcome the above-written drawbacks of iSAFENotes, some legal pro-
visions dealing with these Notes is the need of the hour. Regulations 
for iSAFENotesneedto deal with its working mechanism, guidelines for 
iSAFE agreements, its accounting, how these would be taxed in India, 
etc.

A.	 Standard Mechanism and Guidelines

First of all, the proper law explaining the mechanism of iSAFENotes 
is needed. iSAFENotes being an easy alternative for raising funds are 
preferred recklessly by the fundraisers without understanding the proper 
mechanism. Even the Investors do not understand the concept and invest 
in iSAFEwithout knowing the risks involved. Then, the proper guidelines 
for entering the contract for investing through iSAFENotes should be 
laid down. Recently, no such guidelines prevail in India. These guidelines 
could be adopted from the governance of SAFENotes in different juris-
dictions. Like in Norway and France, it should be made mandatory that 
the minimum and maximum valuation of shares should be agreed by 
the Investors and the Fundraisers before entering into a contract for the 
issuance of iSAFENotes. These minimum and maximum values should 
be effectively mentioned in the iSAFE agreements. This would make both 
the parties aware of the proportion of the risks they would face. Also, the 
future event or events which would trigger the process of the conversion 
of iSAFENotes into shares should be effectively mentioned to avoid any 
confusion between the parties. The same could be adopted from legisla-
tions of United Kingdom and the United States of America.

startups-lead-investment-paper-c794acc09d55> accessed 1 March 2023.
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The guidelines should make it mandatory for the Investors and the 
owners of the fundraising Startups to set a fixed period after which the 
iSAFENotes will automatically convert into shares. This will provide the 
Investors with security, and they will not have to wait till perpetuity for 
their investments to turn into shares. Adding to it, Indian SAFENotes 
should be made tradable and transferable easily and should be considered 
an asset in itself. In addition to that, disclosure of whole the information 
of the business by the fundraisers including all the risks involved should 
be made mandatory.

B.	 Accounting of ISAFE Notes

Coming to the accountability of iSAFENotes, these Notes are not to 
be seen as debt. When an investment is made through SAFENotes, the 
money from such an investment will be added to cash as a debit. It will 
be then shown as the credit from the SAFENotes in the balance sheet of 
the Startup Company. In India, recently Startups do not he a maturity 
date, so the money once credited in the balance sheet has not to be paid 
back to the Investor in 12 or 24 months as the usual debt. When the 
triggering event of conversion happens as per the agreement, or the fixed 
period mentioned in the contact lapses, the same credit given before will 
be shown against preference equity in the balance sheets of the Company. 
All the above-mentioned procedures should be inserted in the Indian 
Companies Act making it mandatory for the purpose of accounting the 
Indian SAFENotes.

C.	 Procedure for Taxation

Another important aspect that needs to be regulated is the taxation of 
SAFE Notes in India. Investors need to understand the link between the 
iSAFENotes they purchase and the Annual Income tax they have to pay. 
When the iSAFENotes are purchased, they do not generate any sort of 
income, nor the Investors get any shares at that time. iSAFENotes are 
just subscriptions for shares. These Notes are taxable only when they 
convert into preference shares and generate some sort of Income. When 
these preference shares convert into equity shares, this is not considered 
as a transfer as per Section 47 of the Income Tax Act, 196119. Thus, 

	19.	 Income Tax Act 1961, s 47.



Demystifying The Safe Note Framework In India

13

the conversion of the same is not taxable according to Indian Income 
Tax Act. These equity shares date back to the time when iSAFENotes 
were converted into shares. The required amendments in Income Tax Act 
properly explaining the whole process of Taxation of iSAFENotesneed to 
be made to avoid any sort of tax evasion on the purchase of these Notes 
by the Investors. This will also help in regulating the iSAFENotes in 
India and provide them with legal accountability so that it can become a 
SAFE and easy alternative for future investments.

VI.  CONCLUSION

For the Indian economy to prosper and compete with developed econ-
omies, the growth of Start-ups is mandatory. The growth of Startups 
depends upon the level of investments in the economy. In the current 
Scenario, the procedure for raising investments is cumbersome and 
time-consuming. Here, iSAFE Notes become an attractive alternative for 
investment as it saves time and money. It gives the Startups the opportu-
nity to postpone their valuation by raising pre-seed investments through 
convertible notes. This provides the Startup companies with sufficient 
time to raise their valuation. In the meantime, they do not have to pay 
interest to the Investors. But these iSAFE Notes have their own short-
comings which need to be addressed. Investment in Indian SAFE Notes is 
very risky. The number of shares the Investor will receive remains ambig-
uous till the actual valuation. The Investor does not have the option to 
exit from his investment. Moreover, there is no proper mechanism for its 
governance in India.

Presently, the SAFE Notes are an option for investment in different 
countries such as United States, United Kingdom, France and Norway. 
Different countries have a different set of provisions to administer these 
SAFE investments. India, being a recent adopter of these SAFE Notes need 
to adopt the functioning of iSAFE Notes from these countries. Firstly, 
the proper procedure for iSAFE investments needs to be laid down. The 
iSAFE contracts need to be regulated through structured amendments 
in Indian Companies Act and Income Tax Act. The minimum and max-
imum values of shares and the triggering events for the conversion of 
iSAFE Notes should be decided before entering the contract. All the 
information regarding the risks involved in Start-ups should be disclosed 
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beforehand. The time period for automatic conversion of SAFE Notes 
should be decided between the parties. The iSAFEinvestments should 
be accounted in the balance sheets of the companies as convertible notes 
which will be taxed only after the conversion of the same into equity. 
The incorporation of these changes will make the iSAFE Notes a secure 
option for future investments, which will boost the growth of startups 
in India.
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Castles on A Shaky Foundation: Analysing 
Dual Banking Regulation and Systemic 

Risk Through Indian Banking Law

—Anant Agarwal1

ABSTRACT

The role of the Reserve Bank of India (RBI) as India’s banking 
regulator is two-fold: first, protecting depositor’s interest; and 
secondly, ensuring an orderly conduct and development of 
banking operations. Legal powers have been accorded to it by the 
Reserve Bank of India Act, 1934, and the Banking Regulation 
Act, 1949, through which the RBI regulates banking companies. 
Indian banking is characterised by the high percentage of 
government ownership of the banking sector, through large 
entities known as Public Sector Banks (PSBs). PSBs are 
established through a special statutory enactment, enabling the 
Indian government to maintain control over governance and 
lending decisions. Through such legislations, two crucial powers: 
the power to supersede a Bank board; and the power to force a 
merger or liquidation are not granted to the RBI for PSBs. This 
dual regulation has undermined the regulatory role and authority 
of the RBI as a central bank, exposing PSB depositors to risk 
of bank failure. This paper investigates the legal and regulatory 
framework of the RBI with respect to PSBs, comparing them with 
private sector banks. By repeated capital infusions into PSBs by 
the government, the true position of liquidity and solvency of 
PSBs remain hidden. We find that even though public sector 
banks are worse performing with lower capital adequacy ratio 
and higher non-performing assets, the RBI does not possess legal 
powers to regulate them fully. The author argues that having a 
separate legal regulatory system for PSBs has led to deep systemic 

	 1.	 The author is a fourth-year student at the Gujarat National Law University, Gandhinagar 
(GNLU).
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risk and suggests a legal change in Indian banking regulation to 
preserve economic stability.

I.  INTRODUCTION

‘In a country so dangerous for banking as India, it must be conducted on the 
safest possible principles’

—John Maynard Keynes2

In an interlinked global banking system, central banks have assumed 
a vital role ensuring financial stability and a growth-oriented outlook.3 

With the Global Financial Crisis in 2008-09, central banks all across 
developed economies received primary public focus due to their respon-
sibility of maintaining macroeconomic stability.4 One of the crucial 
responsibilities of a central bank is to regulate the banking sector, which 
in most jurisdictions is through a singular banking law, and connected 
agencies such as financial resolution authorities, liquidation office and 
deposit insurance corporations.5

The Reserve Bank of India (“RBI”) acts as the primary regulator of the 
banking and financial sector in India. Established through the enactment 
of the Reserve Bank of India Act, 1934(“RBI Act”) as the central bank 
of the nation, it is tasked with securing monetary stability and regulating 
the credit system, which encompasses the main goals of macroeconomic 
stability.6 Banking companies in India are required to comply with the 
provisions of the RBI Act, 1934 along with the Banking Regulation Act, 
1949 (“BR Act”).7 The RBI Act prescribes the extent of the powers of the 

	 2.	 John Maynard Keynes, Indian Currency and Finance (Createspace Independent Pub 
2011) 201.

	 3.	 Governor’s Speech at the Ministry of Defence, Government of India, Reserve Bank of 
India, <https://m.rbi.org.in/scripts/BS_SpeechesView.aspx?Id=1200>.

	 4.	 It is also crucial to note that the post-crisis influx of easy money by loose monetary policy 
led to capital flows to developing nations. This in turn resulted in inflationary trends in 
the period of 2015-18, which was tackled again by tightening of monetary policy in devel-
oping countries. Hence, the importance of central banks in the public eye has increased 
exponentially. See Conti-Brown, P., & Lastra, R. M. (Eds.),Research Handbook on 
Central Banking, Edward Elgar Publishing 2018.

	 5.	 David Archer, Roles and Objectives of Modern Central Banks, in Issues in the Governance 
of Central Banks, Bank for International Settlements (BIS)< https://www.bis.org/publ/
othp04_2.pdf>.

	 6.	 Preamble, Reserve Bank of India Act, 1934; Statement of Objects and Reasons, Gazette of 
India, 1933, Pt. V, p. 160.

	 7.	 Banking Regulation Act, 1949; About Us, Department of Banking Operations and 
Development, Reserve Bank of India, <https://www.rbi.org.in/scripts/aboutusdisplay.
aspx?pg=preface.htm>.
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RBI and its enforceability, and the BR Act lays down necessary regula-
tory compliance and prudential provisions to be adhered to by banks.8

In the United States of America, the Federal Reserve acts as the cen-
tral bank established by the Federal Reserve Act in 1913;9 legislations 
such as the Bank Holding Company Act, Federal Deposit Insurance Act, 
Sarbanes-Oxley Act and the Dodd-Frank Act govern broader banking 
and financial regulatory as well as prudential principles.10 In the United 
Kingdom, the Bank of England (BOE) was originally established through 
a royal charter in 1694, which was subsequently renewed through legis-
lation by the Bank Charter Act in 1844. Currently, the Bank of England 
Act, 1998 lays down the functions and powers of the BOE,11 whereas the 
banking compliance and prudential framework is encompassed in the 
Financial Services and Markets Act, 2000 and the Banking Act, 2009.12 

Similarly, the Bank of Japan was established by enactment of the Bank 
of Japan Act, 1942expounding the governing structure and authorised 
powers.13 Similarly, the principal source of banking regulation in Japan 
is the Banking Act, 1981,14 along with the Banking Act Enforcement 
Regulations.15 Hence, we observe that the above two-pronged legisla-
tion strategy is consistent with most developed economies, with the first 
legislation establishing and elaborating the powers of the central bank, 
and the second covering the purview of banking (and financial) regula-
tory standards.16 Importantly, the banking regulation legislations apply 
equally to all banking companies, irrespective of the nature of equity 
ownership.

	 8.	 Report on Core Principles for Effective Banking Supervision, June 2001, Reserve Bank of 
India <https://www.rbi.org.in/Scripts/PublicationReportDetails.aspx?ID=240>.

	 9.	 Federal Reserve Act, 12 U.S. Code., U.S. Congress, 1913. Peter Conti-Brown, To Fear 
the Fed or Not, Wharton Magazine, <https://magazine.wharton.upenn.edu/issues/
winter-2016/to-fear-the-fed-or-not/>.

	10.	 Singh, Dalvinder, Banking regulation of UK and US financial markets. Routledge, 2016.
	11.	 Bank of England Act, 1998 (United Kingdom).
	12.	 Financial Services and Markets Act, 2000 (United Kingdom); Banking Act, 2009 (United 

Kingdom).
	13.	 Bank of Japan Act, 1942 (Act No. 67 of 1942), Acts of Japanese Diet.
	14.	 Banking Act, 1981 (Act No. 59 of 1981), Acts of Japanese Diet.
	15.	 Ministry of Finance Order No. 10 of 1982, Government of Japan.
	16.	 Report of the Financial Sector Legislative Reforms Commission, Volume I: Analysis and 

Recommendations, Department of Economic Affairs, Ministry of Finance, Government 
of India, March 2013, <https://dea.gov.in/sites/default/files/fslrc_report_vol1_1.pdf>.
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II.  WHY LACK OF RBI POWERS OVER PSBS LEAD 
TO MACROECONOMIC SYSTEMIC RISK

India presents a unique scenario as the majority of bank assets are owned 
by government-owned and controlled banks, referred to as Public Sector 
Banks (“PSBs”). PSBs are banks where a majority stake in the equity 
ownership is owned by the Indian government.

Through the operation of Section 51 of the BR Act, only the actions 
mentioned under the provision would be applicable to PSBs.17 Former 
Governor of the RBI, Urjit Patel raised this issue in a speech, where 
he remarked that PSBs are almost exclusively governed by either the 
1970/1980 Bank Nationalisation Acts, or through the State Bank of 
India Act, 1955 (“SBI Act”).18 The speech led a debate regarding the pow-
ers of the RBI to regulate PSBs. The three main areas where the Central 
Government, through statutes such as the State Bank of India Act, 1955, 
has carved exceptional regulatory status for PSBs are:

	 i.	 Governance Norms for banking companies (Sections 36AA, 
36ACA, 10B of BR Act).

	 ii.	 Power to effect merger or liquidation in event of bank insolvency 
(Sections 45 and 39 of BR Act).

	 iii.	 Power to grant licence to banking companies (Sections 21 and 22, 
BR Act).

This duality of banking regulation, with the Central Government 
often playing a disproportionate role in control over banking compa-
nies, has led to the stagnation of PSBs and eroded the powers of the RBI 
to facilitate a strong credit market as envisaged in the Preamble of the 
RBI Act.19 PSBs which are under government control are also major lend-
ers to the government itself, and therefore, should be adhering to higher 
governance and regulatory standards to prevent conflicts of interest and 
moral hazard.20 The RBI has maintained since a long time that placing 
the regulatory threshold for PSBs at a lower level has a long-term 

	17.	 §51, Banking Regulation Act, 1949, Acts of Parliament (India).
	18.	 Governor Urjit R. Patel, Speech on ‘Banking Regulatory Powers Should Be Ownership 

Neutral’, ReserveBankofIndia,<https://rbidocs.rbi.org.in/rdocs/Speeches/PDFs/BRP 
14032018FAAABC3757D74AD7B023B46FD018741F.PDF>.

	19.	 Ibidat 5.
	20.	 Supra note 14, at 216. PSB lending to be government determined, Economic Times, 

<https://economictimes.indiatimes.com/psb-lending-be-govt-determined/article-
show/3071586.cms?from=mdr>
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structural impact on banking regulation.21 PSBs corner a majority share 
in deposits, lending growth, and commercial banking services. Excessive 
reliance on PSBs is evident in the Indian economy, increasing the systemic 
risk on depositors – primarily due to absence of However, the legislature 
has failed to take this Hence, this paper studies the problem of owner-
ship dependant regulations and highlights how the lack of powers with 
the RBI adversely affects the uniform application of banking laws and 
regulations in India.

A.	 Aims and Objectives

This present paper has a two-fold objective. First, it aims to draw out the 
main powers taken away from the RBI through the Nationalisation Acts 
and the SBI Act. This is done through an extensive study of the previous 
RBI reports and regulatory documents. Secondly, through macroeco-
nomic and financial variables, we note that though PSBs are inadequately 
capitalised – increasing systemic risk – the RBI does not have crucial 
powers. The author emphasises the need for ownership neutral banking 
regulations, where the author employs a recent example22 to showcase 
the core need of maintaining the authority and power of the RBI as the 
apex banking regulator. Further, the author aims to bring out a compara-
tive analysis with the jurisdictions of United Kingdom, People’s Republic 
of China, and Germany. The author finally aims to put forth certain 
short term and long-term solutions to dual regulation and the secondary 
role of the RBI in the aspect of PSB banking regulation.

III.  ANALYSING THE LEGISLATIVE SCHEME OF 
DUAL BANKING REGULATION IN INDIA

Public-sector banks are not a new concept in the global banking regime, 
as they are widespread in East Europe, Russia, Germany and Latin 
American nations.23 In India, the legislative scheme of banking regula-

	21.	 Viral V. Acharya, Speech on Prompt Corrective Act: An Essential Element of 
Financial Stability Framework, RBI Bulletin, Volume 72 Number 11, Reserve 
Bank of India <https://rbidocs.rbi.org.in/rdocs/Bulletin/PDFs/0RBIBULLETIN_
F79C0C7C6BA824813B9F651BD63C21176.PDF#page=7>.

	22.	Dharani Sugar and Chemicals Ltd. vs. Union of India, (2019) 5 SCC 480.
	23.	 La Porta, Rafael, Florencio Lopez-de-Silanes, and Andrei Shleifer. “Government 

Ownership of Banks.” The Journal of Finance 57, no. 1 (2002): 265–301. http://www.
jstor.org/stable/2697840.
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tory laws clarifies the exact definition of a PSB. In the BR Act, 1949, such 
banking companies are referred to as ‘corresponding new banks’, which 
are constituted under Section 3 of the Banking Companies (Acquisition 
and Transfer of Undertakings) Act, 1970 and 1980 (collectively referred 
as “Nationalisation Acts”).24 In the Nationalisation Acts, Section 3 (2B) 
(c) lays down that “the Central Government must at all times hold not 
less than fifty-one per cent. of the paid-up capital consisting of equity 
shares of each corresponding new bank.” Further, through Sections 3, 
4, and 5 of the Nationalisation Acts confer absolute power upon the 
Central Government to maintain a level of equity ownership as it deems 
fit, with the RBI having only a consultative role.25

As a result, through this nationalisation of the banking sector in 
two separate doses in 1970 and 1980, almost 85% of the banking sec-
tor was brought under government ownership and control.26 This had a 
deep effect on banking regulation, as the RBI could now fully regulate 
only those banks which were not completely under government owner-
ship, therefore excluding PSBs from its regulatory purview.27 In the time 
between 1969 to 1991 which is referred to as the post-nationalisation 
phase, there was negligible growth of private banks, and hence the issue 
of dual regulation did not crop up solely due to the anti-competitive 
nature of Indian banking, dominated by PSBs. With the start of reform 
phase in 1991, private banking started gaining ground, and it is through 
experience of regulating private banks that the regulators at the RBI real-
ised the conundrum of dual regulation.28

The dual control is ingrained in the legislative scheme of the BR Act 
and through the application of the SBI Act and SBI (Subsidiary Banks) 
Act, 1959. In case of power of supersession of bank board, Section 36 

	24.	 Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970, Acts of 
Parliament (India).

	25.	 Ibid Section 3.
	26.	 Backstory: The Bank Nationalisation of 1969, CNBC TV-18, <https://www.cnbctv18.

com/economy/backstory-the-bank-nationalisation-of-1969--indira-gandhis-politi-
cal-masterstroke-10390261.htm>.

	27.	 Amol Agrawal, Who regulates public sector banks: Government or RBI?, Moneycontrol, 
<https://www.moneycontrol.com/news/opinion/policy-who-regulates-public-sec-
tor-banks-government-or-rbi-4341521.html>.

	28.	 Economic Survey 2019-20, Volume 1, Chapter 7, Golden Jubilee of Bank Nationalisation: 
Taking Stock, Ministry of Finance, Government of India<https://www.indiabudget.gov.
in/budget2020-21/economicsurvey/doc/vol1chapter/echap07_vol1.pdf>.
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ACA of RBI Act confers power upon the RBI in case of private banks.29 
However, in case of nationalised banks only Central Government can 
supersede the board of nationalised banks, in consultation with RBI. The 
decision to supersede lies with the central government as directly pre-
scribed by Section 24A of the SBI Act. However, a crucial linkage is also 
observed in the RBI Act and SBI Act which further fortifies the power 
of the Central Government. Section 36ACA(1) of RBI Act provides for 
supersession of board when the affairs of any ‘banking company’ is con-
ducted in manner detrimental to depositor interest. Section 5(c) of the 
RBI Act defines ‘banking company’ as any company which transacts the 
business of banking in India.30

The State Bank of India is constituted as only a ‘bank’ under Section 
3(1) of the SBI Act, hence it is not a ‘banking company’ within the mean-
ing of the RBI Act. This is further clarified as the BR Act itself defines SBI 
as constituted under the SBI Act.31 A similar legislative treatment is given 
to subsidiary banks of SBI. This interpretation of the definition itself 
makes the distinction between PSBs and other banking companies.32 It 
is also highlighted in Section 22(4) of BR Act relating to cancellation 
of license granted to a banking company, as the PSBs are not ‘banking 
companies’ under the BR Act. Hence, the RBI does not have power to 
cancel the license of a PSB, even if cancellation is required to protect the 
interest of depositors.

In Section 18(1) of SBI Act, Central Board to be guided by directions 
of Central Government, and the decision of the Central Government 
would be final. Under Section 19 of SBI Act, which relates to the com-
position of Central Board of SBI, the RBI has only consultative powers, 
with the Central Government holding the primary composing pow-
er.33 Local Boards of SBI are the focal point of regional banking activ-
ities. Till 2010, the Section 21(1)(c) of SBI Act had the provision that 
the six members were to be nominated to Local Boards by the Central 

	29.	 Section 36 ACA, Reserve Bank of India Act, 1934.
	30.	 Section 5(c), Reserve Bank of India Act, 1934.
	31.	 Section 5(nc), Banking Regulation Act, 1949.
	32.	 Governor Urjit R. Patel, Speech at the Gujarat National Law University, Gandhinagar 

on ‘Banking Regulatory Powers Should Be Ownership Neutral’, Reserve Bank of 
India, <https://rbidocs.rbi.org.in/rdocs/Speeches/PDFs/BRP14032018FAAABC3757D74 
AD7B023B46FD018741F.PDF>.

	33.	 Section 19 of SBI Act, 1955.
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Government, in consultation with the RBI. However, by the State Bank 
of India (Amendment) Act, 2010 (Act No. 27 of 2010), the consultative 
role of the RBI was also omitted, and the power was granted solely to the 
Central Government.34 Section 50 of SBI Act prescribes the power of SBI 
Central Board to make regulations (including for powers and functions 
of Local Boards), as being made only after consultation with the Reserve 
Bank and with previous sanction of the Central Government. Hence, 
the Central Government controls the regulations for the functioning of 
the Local Boards as well.

Section 24 of SBI Act prescribes powers solely to the Central 
Government for the removal of directors of the board of SBI. Further, 
under Section 24A of SBI Act, only the central government can supersede 
the Central Board of SBI. Section 24A(3) of SBI Act also prescribes that 
central government may issue directions to the administrator in case of 
supersession of board of directors, hence such directions would be issued 
by the Central Government and have no RBI role.

Under Section 35 of the SBI Act, State Bank may acquire the business 
of other Banks. Analysing the provision, Section 35(2) and 35(3) mandate 
that the final authority to effect such acquisition remains with Central 
Government through the power of sanction. Therefore, even if the RBI 
has to effect an emergency takeover by the SBI of a distressed bank, if the 
central government does not give approval then there can be a systemic 
banking failure as adequate regulatory powers are not provided to the 
RBI.

A similar aspect is observed in the State Bank of India (Subsidiary 
Banks) Act, 1959 in Section 35A, which relates to the Supersession of 
Board of Directors in certain cases. The section was inserted in 2007 
through the State Bank of India (Subsidiary Banks Laws) Amendment 
Act, 2007.35 Sub-section (1) of Section 35A originally granted authority 
to the RBI to supersede the board of the subsidiary bank and appoint-
ment of administrator upon consultation with SBI. However, through the 

	34.	 State Bank of India (Amendment) Act, 2010 (Act No. 27 of 2010), Acts of Parliament 
(India).

	35.	 State Bank of India (Subsidiary Banks Laws) Amendment Act, 2007 (30 of 2007), Section 
17 with effect from 09-07-2007.
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Amendment Act in 2011, the powers were shifted to the hands of Central 
Government, with the RBI relegated to only a recommendatory role.36

IV.  THE REGULATORY AND COMMERCIAL DANGERS 
OF DUAL REGULATION OF BANKING SECTOR

A primary objective of this paper is to highlight the detrimental effects of 
the dual banking regulation, which is ingrained in law through the legis-
lative provisions listed above. The RBI has long been aware of such draw-
backs, and has subtly yet repeatedly pointed to them by way of reports, 
discussion papers, guidelines and official speeches. Viral V. Acharya, 
former Deputy Governor of the RBI, pointed out in a speech published 
in the RBI Bulletin that ‘the RBI lacks the legislative powers to enforce 
divestiture or change in management at PSBs.’37 The most important and 
direct observations were made by the PJ Nayak Committee Report in 
2014, constituted by the RBI to review the governance of Bank Boards.38 

The Nayak Committee Report made a far-reaching proposal that the 
Government distances itself from several bank regulatory functions it 
currently undertakes. The Committee recommended that the Bank 
Nationalisation Acts of 1970 and 1980, together with the SBI Act and 
the SBI (Subsidiary Banks) Act, be repealed, all banks be incorporated 
under the Companies Act to ensure equal legal status to all banks.39 The 
previously referred speech by Governor Urjit Patel indicated much of the 
points put forth by the Nayak Committee.

The first note on the role of government ownership on banking regula-
tion was perhaps made by Professor Samir Barua and Professor Jayanth 
R. Varma of the Indian Institute of Management, Ahmedabad (IIMA) 
in a paper published in 1993.The authors argued that a fundamental 
body of banking supervision should be created separate from the RBI, in 
order to ensure that regulatory functions are discharged in an unbiased 

	36.	 State Bank of India (Subsidiary Banks Laws) Amendment Act, 2011 (17 of 2011), Section 
9 with effect from 01-12-2011.

	37.	 Viral V. Acharya, Speech on Prompt Corrective Act: An Essential Element of 
Financial Stability Framework, RBI Bulletin, Volume 72 Number 11, Reserve 
Bank of India <https://rbidocs.rbi.org.in/rdocs/Bulletin/PDFs/0RBIBULLETIN_
F79C0C7C6BA824813B9F651BD63C21176.PDF#page=7>.

	38.	 PJ Nayak Committee Report, Reserve Bank of India, 2014<https://rbidocs.rbi.org.in/
rdocs/PublicationReport/Pdfs/BCF090514FR.pdf>.

	39.	 Ibid at 51.



Contemporary Developments in Corporate and Commercial Laws

24

and focussed manner.40 Prof. Varma is currently on the Monetary Policy 
Committee of the RBI, constituted under Section 45ZB of the RBI Act.

In 2001, the Advisory Group on Corporate Finance submitted its 
Report to the then RBI Governor, Dr. Y.V. Reddy. The Advisory Group 
mentioned that ‘government ownership of a large chunk of the bank-
ing sector creates a number of problems for the RBI as the regulator, as 
the Government acts as a quasi-regulator.’It mentioned that governance 
of and regulation in PSBs was complicated and difficult as the effective 
management of the PSBs vests in the Government. The report recom-
mended that all banks must be brought under a single Act which pre-
scribes the licensing and regulatory powers of the RBI, to be applicable 
in parity to both PSBs and private sector banks.41

An interesting observation is noted by the author in this Report, with 
the benefit of hindsight. The Advisory Group made another recommen-
dation, which prescribed that in case of PSBs, the officers appointed 
either by the RBI or the Central Government as nominees to their boards, 
would not be considered as independent directors. This was suggested to 
safeguard the actual autonomy and freedom of decision of the procedur-
ally appointed independent directors.42 The Government of India acted 
against this recommendation, when in 2019 the Ministry of Finance 
instructed PSBs that ministry appointees would be treated as independ-
ent directors.43

The RBI in 2005 came out with Guidelines for Merger/Amalgamation 
of Private Sector Banks in 2005, explicitly removing PSBs out of the reg-
ulatory control of the RBI in the aspect of merger and amalgamation.44 In 
2006, Former Governor Y.V. Reddy, in a speech on corporate governance 
in banks in India, remarked that though there is uniform treatment of 
private and public sector banks in respect of prudential aspects, however 

	40.	 S.K. Barua, J.R. Varma, RBI Autonomy and the Indian Financial Sector, Vikalpa, Vol.18, 
No.4, October-December 1993.

	41.	 Report of the Standing Committee on International Financial Standards and Codes: 
Advisory Group on Corporate Governance, Reserve Bank of India, 2001 <https://rbidocs.
rbi.org.in/rdocs//PublicationReport/Pdfs/20023.pdf>.

	42.	 Ibidat 35.
	43.	 Discussion Paper on Governance in Commercial Banks in India, Reserve Bank of India 

(2020) <https://www.rbi.org.in/Scripts/PublicationsView.aspx?id=19613>.
	44.	 Guidelines for Merger/Amalgamation of Private Sector Banks, Reserve Bank of India 

(2005), <https://rbi.org.in/scripts/NotificationUser.aspx?Id=2247&Mode=0>.
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in case of governance and regulatory aspects, PSBs were exempt from 
some provisions of the BR Act.45

In the RBI Report on Currency and Finance of 2008, the section titled 
‘Competition and Consolidation’ highlighted the duality of regulation 
through different regulatory standards of merger powers between private 
sector banks and PSBs.46 In a 2010 paper on the role of RBI in corpo-
rate governance of Indian banks, the government ownership of PSBs was 
highlighted as a major factor contributing to the lack of corporate gov-
ernance standards in PSBs.47 In 2020, the Report of the Internal Working 
Group to Review Extant Ownership Guidelines and Corporate Structure 
for Indian Private Sector Banks observed that though the legislature has 
enacted adequate ownership norms to ensure diversified ownership and 
control in private sector banks, this same principle is not adhered to with 
respect to PSBs, as the Central Government is the majority shareholder 
of large PSBs.48

A.	 Justifying Central Bank Primacy in Banking Regulation: Why 
should banking regulation be exclusively in the hands of the 
RBI?

The Bank of International Settlements published its ‘Guidelines for 
Identifying and Dealing with Weak Banks’ in 2015, whereby it analysed 
the problems plaguing public sector banks in countries. It laid down that 
weak PSBs reduce efficiency as resolution is complicated due to social 
motive, and central banks often do not have the requisite authority to 
effect such resolution.49

	45.	 Y.V. Reddy, Speech on Corporate Governance in Banks in India, RBI Bulletin, January 
2006, Reserve Bank of India<https://rbidocs.rbi.org.in/rdocs/Bulletin/PDFs/68234.pdf>.

	46.	 RBI Report on Currency and Finance, Competition and Consolidation, Reserve Bank of 
India (2008) <https://rbidocs.rbi.org.in/rdocs/Publications/PDFs/86735.pdf>.

	47.	 Rajinder Singh Deshwal, Kiran Mor and Ahooja, Aditi, (2010), RBI pivotal to Corporate 
Governance in Indian Banking Sector, Indian Journal of Corporate Governance, 3, issue 
1, p. 73-84.

	48.	 Report of the Internal Working Group to Review Extant Ownership Guidelines and Corporate 
Structure for Indian Private Sector Banks, Reserve Bank of India <https://rbidocs.rbi.org.
in/rdocs//PublicationReport/Pdfs/IWG988615AAEB4A42729542102111DCA5FC.PDF> 
(2020).

	49.	 Bank for International Settlements, BIS Guidelines for Identifying And Dealing With 
Weak Banks (2015), <https://www.bis.org/bcbs/publ/d330.pdf>.
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The main concern with dual regulation of PSBs and private-sector 
banks is that PSBs have a safety net of the government. Through capital 
infusion, the government can recapitalise PSBs to showcase a normal 
balance sheet and less percentage of NPAs, as the government capital 
is treated as Tier-1 capital for the purpose of calculating the Capital 
Adequacy Ratio of the bank. This is due to the accounting treatment 
of such capital, which the government has contended to be included in 
Tier-1 capital, whereas the RBI argues that the bonds through which 
capital was infused are of a lower intrinsic value.50 The capital adequacy 
ratio has become the de facto metric to measure a bank’s financial health, 
with the Narasimham Committee in 1998 recommending an increase of 
the ratio from 9% to 10%.51

The BASEL-III norms enacted by the Bank for International 
Settlements (BIS) after the 2008 Global Financial Crisis also envision a 
strong capital adequacy ratio, i.e. the quantum of capital with a bank as 
a percentage of the bank’s risk-weighted credit exposures.52 PSBs, having 
the benefit of a sovereign guarantee by the government to prevent them 
from a bank failure or bank run,53 are aided with capital infusions by the 
central government,54 which keeps many metrics and ratios in line with 
healthy banks irrespective of rampant collusion between bankers and 
borrowers, faulty lending decisions, and poor debt recovery.55 A central 
bank is the banker’s bank and a lender of last resort, a role the govern-
ment cannot assume even in times of a crisis.56

	50.	 RBI not keen to pull banks out of PCA framework, Economic TIMES, <https://econom-
ictimes.indiatimes.com/news/economy/policy/rbi-not-keen-to-pull-banks-out-of-pca-
framework/articleshow/82511758.cms?from=mdr>.

	51.	 Report on Committee on Banking Sector Reforms (Narasimham Committee II) - Action 
taken on the recommendations, Reserve Bank of India, <https://www.rbi.org.in/Scripts/
PublicationReportDetails.aspx?ID=251>.

	52.	 Reserve Bank of India, Guidelines on Implementation of Basel III Capital Regulations in 
Indiahttps://rbidocs.rbi.org.in/rdocs/content/pdfs/FBSEIII020512_I.pdf.

	53.	 Banks See No Sense in Sovereign Guarantee for PSUs, Business Standard, <https://www.
business-standard.com/article/finance/banks-see-no-sense-in-sovereign-guarantees-for-
psus-105081101028_1.html>.

	54.	 Centre to Infuse 15,000 crore into PSBs in March, Livemint, <https://www.livemint.
com/industry/banking/centre-to-infuse-15-000-cr-into-psbs-in-march-11645556958914.
html>.

	55.	 Frauds in the Indian Banking Industry Charan Singh, IIM Bangalore Working Paper, 
<https://www.iimb.ac.in/sites/default/files/2018-07/WP_No._505.pdf>.

	56.	 Acharya, Viral, and Krishnamurthy V. Subramanian. “State intervention in banking: 
the relative health of Indian public sector and private sector banks.” Monetary Policy in 
India: A Modern Macroeconomic Perspective (2016): 195-230.
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There has to be an end to this vicious cycle of government support 
to failing PSBs, which is only possible if the RBI is given the legislative 
authority to enforce measures to identify and resolve financially weak 
PSBs. The Prompt Corrective Action (PCA) framework might seem a 
prima facie solution.57 However, the recent experience of the Central 
Government infusing capital into PSBs which were kept under PCA or 
were feared to go into PCA by the RBI,58 has led to questions on the via-
bility of the PCA framework for PSBs.59 A complete overhaul would only 
be possible when there is a level playing regulatory field, with the RBI as 
the apex banking regulator.

The power of effecting a merger or amalgamation, or taking over the 
bank assumes importance to assuage concerns over liquidity and pru-
dent management in the interest of depositors.60 Central banks (or the 
concerned banking regulator) must have adequate powers to implement 
such emergency measures in order to bring financial stability and confi-
dence.61 A recent example from the U.S. underlines this argument further. 
Silicon Valley Bank (SVB) made its precarious solvency position public 
on 9 March 2023.62 On 10 March 2023, the Federal Deposit Insurance 
Corporation (FDIC) took over SVB to retain all deposits and suspend 
trading of its shares on NASDAQ.63 The FDIC is mandated under the 
Federal Deposit Insurance Act, 195064 to protect bank deposits in the 
interest of repayment to depositors65 and aim to ‘merge failed banks with 

	57.	 Prompt Corrective Action (PCA) for Scheduled Commercial Banks, Reserve Bank of 
India, <https://www.rbi.org.in/Scripts/NotificationUser.aspx?Id=12208&Mode=0>.

	58.	 Centre to recapitalise weak PSBs as part of Rs. 15,000 crore capital infusion, 
Livemint,<https://www.livemint.com/industry/banking/centre-to-recapitalise-weak-
psbs-as-part-of-rs-15-000-cr-capital-infusion-11645954726317.html>.

	59.	 Post IDBI Bank, other 3 PSBs may be out of PCA soon, Indian 
Express ,<ht tps: // ind ianexpress .com /ar t icle / business / banking-and-f inance /
post-idbi-bank-other-3-psbs-may-be-out-of-pca-soon-7226118/>.

	60.	 Carletti, Elena, Philipp Hartmann, and Giancarlo Spagnolo. “Bank mergers, competi-
tion, and liquidity.” Journal of Money, Credit and Banking 39.5 (2007): 1067-1105.

	61.	 Ibid, See also, Hudson, Gregory J. “Balancing Central Bank Accountability and 
Independence: The Case of the Federal Reserve’s Emergency Powers after Dodd-Frank.” 
Banking Law Journal 132 (2015): 161.

	62.	 Silicon Valley Bank launches $2.25bn share sale to shore up capital base, Financial Times, 
9 March 2023, <https://www.ft.com/content/f55df9d1-386a-4643-8194-095228741054>.

	63.	 US banking regulators take over Silicon Valley Bank, Financial Times, 10 March 2023, 
<https://www.ft.com/content/6943e05b-6b0d-4f67-9a35-9664fb456504>.

	64.	 U.S. Federal Deposit Insurance Act of 1950, Pub. L. 81–797, 64 Stat. 873.
	65.	 Silicon Valley Bank shut down by regulator, FDIC named receiver, Moneycontrol, 

10 March 2023, <https://www.moneycontrol.com/news/business/silicon-val-
ley-bank-shut-down-by-regulators-10231241.html>.
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a larger and more stable institution.’66 The clear power of the FDIC to 
take over any failed or failing bank brings certainty, and assures identical 
response to banks irrespective of the ownership structure. Such powers 
need to be ‘ownership agnostic’, placing financial sector stability over 
government majority ownership.

B.	 The Case of Dharani Sugar and Chemicals Ltd. vs. Union of 
India

A relevant example is the Banking Regulation (Amendment) Act 2017, 
which inserted Sections 35AA and 35AB into the BR Act. Section 35AA 
of the BR Act granted power to the RBI to issue direction to banking 
companies to initiate insolvency resolution process against defaulters, 
however this could only be held valid when the Central Government 
authorised the RBI to make such direction.67

The RBI released such a circular in 2018 titled “Resolution of Stressed 
Assets –Revised Framework”, commonly referred to as the February 12 
circular. It mandated all banks and financial institutions to initiate reso-
lution process against borrowers in the event of a default. However, the 
RBI did not take the requisite authorisation of the Central Government as 
prescribed by Section 35AA of the BR Act. The Supreme Court of India 
struck down the Circular in the case of Dharani Sugar and Chemicals 
Ltd. vs. Union of India, ruling it to be ultra vires the provisions of the BR 
Act.68 The case showcased the pitfalls of the dual regulation, where the 
role of the Government as quasi-regulator led to quashing of an impor-
tant stressed asset resolution framework. We now look at the macroeco-
nomic effects of this dual regulation, and how it impacts systemic risk.

V.  MEASURING RISING SYSTEMIC RISK 
OF DUAL PUBLIC SECTOR BANKS

There is a clear effect on the Indian economy with the separate legal 
framework for public sector banks (PSBs). Indian banking entered the 
COVID-19 pandemic with an already weak balance sheet, with both 
public sector and private sector banks in India bearing the brunt of the 

	66.	 Ibid.
	67.	 Section 35AA, Banking Regulation Act, 1949, Acts of Parliament (India).
	68.	 Dharani Sugar and Chemicals Ltd. Vs. Union of India, (2019) 5 SCC 480.
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prolonged volatility in domestic and global economic policy. To combat 
deflation and recessionary trends, central banks and governments unan-
imously lowered interest rates and activated massive fiscal resources in 
order to curb the negative effect of the pandemic.69 However, the rapid 
lowering of interest rates and excess money in the economy led to higher 
rates of inflation, as money supply rose sharply. This imposed a massive 
burden on lower and middle-class individuals, in the form of higher retail 
prices.70

At the same time, the Reserve Bank of India data showed that aggre-
gate deposits of Scheduled Commercial Banks (SCBs) increased 11.9% 
year on year during 2020-21, however bank credit increased only by 
5.4% for the same time period.71 This implied that the rising volatility 
had induced a large number of middle and lower income individuals to 
deposit their savings with banks, however, such savings have not been 
applied for subsequent lending to borrowers in an efficient level. Further, 
in the wake of the COVID-19 pandemic, the RBI Financial Stability 
Report projected a Gross Non-Performing Asset (GNPA) ratio of 14.7% 
of bank assets.72 As students of law and economics, it is crucial to put 
these economic events and forecasts into perspective through changes in 
the legal framework.

Table 1: Comparative Analysis of Public Sector and Private Sector Banks

Year PSB Gross 
Advances
(in Rs.)

PSB NPA 
% of Gross 
Advances

PSB NPA 
% of Total 
Assets

Private 
Bank Gross 
Advances
(in Rs.)

Private Bank 
NPA % of Gross 
Advances

Private Bank 
NPA % of 
Total Assets

2007-08 1819074 2.2 1.3 523699 2.5 1.4

2008-09 2283473 2 1.2 575167 2.9 1.6

2009-10 2519331 2.4 1.3 579535 3 1.5

2010-11 3079804 2.4 1.4 723205 2.5 1.3

	69.	 Cantú, Carlos, et al. A global database on central banks’ monetary responses to Covid-
19. Vol. 934. Bank for International Settlements, Monetary and Economic Department, 
2021.

	70.	 Mayer, Thomas, and Gunther Schnabl. “Covid-19 and the euthanasia of interest rates: A 
critical assessment of central bank policy in our times.” Journal of Policy Modeling 43.6 
(2021): 1241-1258.

	71.	 ET-BFSI, ‘Covid – 19 hit: About Rs 15 lakh crore India Inc debt faces stress test’ ETBFSI.
com (31 March 2020).

	72.	 Reserve Bank of India, Financial Stability Report Issue No. 21 (Reserve Bank of India, 
2020).
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Year PSB Gross 
Advances
(in Rs.)

PSB NPA 
% of Gross 
Advances

PSB NPA 
% of Total 
Assets

Private 
Bank Gross 
Advances
(in Rs.)

Private Bank 
NPA % of Gross 
Advances

Private Bank 
NPA % of 
Total Assets

2011-12 3550389 3.3 2 871641 2.2 1.1

2012-13 4560169 3.6 2.4 1151246 1.8 1.1

2013-14 5215920 4.4 2.9 1360253 1.8 1.1

2014-15 5616717 5 3.2 1607339 2.1 1.3

2015-16 5821951 9.3 5.9 1972659 2.8 1.8

2016-17 5866373 11.7 7 2266721 4.1 2.6

2017-18 6141698 14.6 8.9 2725891 4.7 3

2018-19 6382461 11.6 7.3 3442347 5.3 3.5

Source: Reserve Bank of India; Analysis by author.

A.	 Gross Advances by Banks: PSBs have a stronghold in Lending

Figure 1: Comparison of Public and Private Banks – Gross Advances

The above figure shows a comparison between the gross advances by 
Public Sector Banks (in blue) and Private Sector Banks (in orange). There 
is a clear stronghold of PSBs in respect of the gross advances which is 
essentially the credit put out by the banks to debtors. We observe that 
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growth in public sector and private sector bank lending has been identi-
cal, clarifying that though private banks have a better capital adequacy 
ratio with lesser subprime or near subprime lending exposure.73

This points to the crucial systemic role of PSBs in the Indian econ-
omy, as the public places a higher level of confidence in PSBs due to gov-
ernment ownership and accountability. Majority of the deposits by the 
public are held with PSBs. The credit cycle in the country has been over-
dependent on the liquidity infusion by PSBs, especially during economic 
downturn, due to a larger deposit base and faster monetary transmission. 
However, the short-term benefit of liquidity is more than offset by the 
long-term risk of bank failure of the PSBs, with the RBI having no power 
to affect an emergency merger like the U.S. Federal Reserve did with the 
acquisition of Merrill Lynch by Bank of America during the 2008-09 
Financial Crisis.74

Figure 2: Comparison of Public and Private Banks - Gross NPA%

We also observe that Public Sector Banks have a higher Non-
Performing Asset % than Private Sector Banks, whereas they continue to 
dominate the lending activity to borrowers.

	73.	 Reserve Bank of India Financial Stability Report, June 2022, <
	74.	 Federal Reserve, Acquisition of Merrill Lynch by Bank of America<https://www.federal-

reserve.gov/newsevents/testimony/bernanke20090625a.htm>.
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Table 2: Consumer Distribution by Risk Tier (as % of credit active consumers)

Score Band All PSBs All PVT Banks

Subprime 30.5 16.1

Near Prime 25.7 16.8

Prime 27.6 35.5

Prime Plus 11.9 21.2

Super Prime 4.3 10.3

Total 100 100

Source: Reserve Bank of India & TransUnion CIBIL75

The above table reiterates that PSBs have a much larger exposure to 
subprime borrowers, which indicates the risk to depositors in such PSBs, 
and the overall macroeconomic risk. This threat has only been increased 
with the Central Government artificially keeping unviable banks alive 
through capital infusions, and dismantling key corporate governance 
norms in public sector banks.

VI.  COMPARATIVE ANALYSIS WITH 
GLOBAL JURISDICTIONS

With the analysis in the preceding sections regarding the legal and bank-
ing regulation in India, it is important to highlight the provisions for 
banking regulation in select global jurisdictions. This would facilitate 
a comparative perspective and help form suggestions. The jurisdictions 
for analysis are: 1. United Kingdom 2. Germany 3. China. The author 
has selected the jurisdictions with certain percentage of banking sector 
under government ownership. Study of the German banking regulation 
would provide an idea as to the balance of roles between the Bundesbank 
(German central bank) and the European Central Bank (ECB).76  Further, 
analysing Chinese central bank powers would help us in understanding 
the regulatory system in Asia.77 The author has prepared the below table 
for clear representation of the findings of the comparative study.

	75.	 Supranote 64.
	76.	 Köhler, Matthias. “Corporate governance and current regulation in the German banking 

sector: an overview and assessment.”  ZEW-Centre for European Economic Research 
Discussion Paper 10-002 (2010).

	77.	 Ping, He Wei. “Banking regulation in China: Why, what, and how?.” Banking Regulation 
in China. Palgrave MacMillan, New York, 2014. 51-69.
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Country
Variable

United Kingdom Germany China

Central Bank
(Act or Statute of 
Establishment)

Bank of England
(Bank of England Act, 1998)

German 
Bundesbank
(Bundesbank Act, 1957)

People’s Bank of 
China
(Law of the People’s 
Republic of China on The 
People’s Bank of China)

Whether the regulator 
functions are exercised by 
another entity?

Partially
The Prudential 
Regulation Authority 
(PRA) exercises 
prudential regulation 
powers

Yes
Federal Financial 
Services Supervisory 
Authority (BaFin)

Yes
China Banking and 
Insurance Regulatory 
Commission (CBIRC)

Whether Bank Governance 
Norms and Qualifications 
of Board Members 
Uniform?

Uniform
All senior management 
must be of good repute 
and ensure prudent 
management of the 
bank

Uniform
Bank managers 
have independent 
obligation for 
regulatory 
compliance

Uniform
Directors and senior 
executives of banks 
are directly controlled 
by CBIRC, under 
the Article 19 of the 
CBRC’s Corporate 
Governance 
Guidance for 
Commercial Banks, 
2019.

Whether Full Power to 
effect merger/resolution/
liquidation in bank 
insolvency?

Yes (BoE)
In case of resolution, 
the BoE has the 
primary responsibility 
for resolution of weak 
banks

Yes
BaFin has power 
to close down 
failed bank, assess 
recovery plans, use 
restructuring tools 
for safeguarding 
depositor interest

Yes
The CBIRC exercises 
full power for 
taking over or 
restructuring a weak 
bank; liquidation 
by court should also 
be approved by the 
CBIRC.

Whether license required 
for all banking companies?

Yes
All banks are required 
to be licensed under 
Section 19 of the 
Financial Services and 
Markets Act 2000

Yes
BaFin banking 
license required 
for all banks 
under the German 
Banking Act 
Kreditwesengesetz 
(KWG)

Yes
Separate licensing 
for Chinese-funded 
and foreign-funded 
banks, both granted 
by the CBIRC.
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Country
Variable

United Kingdom Germany China

Whether power of 
supersession of board and 
removal of Chairman/
Head/Director of bank?

Yes
Under the Banking 
Act, 2009, the BoE 
has the power to take 
pre-emptive measures 
by implementing 
structural changes, 
including in the top 
management

Yes
BaFin can remove 
individuals for lack 
of reliability
Powers expanded 
after 2008 financial 
crisis

Yes
CBIRC retains the 
power to remove 
and place personal 
liability on directors 
of a weak or failing 
bank; directors may 
receive lifetime ban 
from banking if 
misconduct proved.

The above comparative study highlights the immensely independent 
nature of the powers of the central bank or regulatory authority. All 3 
jurisdictions have uniform bank governance standards, with no differ-
ence being made for government-owned banks. Further, the requirement 
for licensing of banks is applied equally, which has guaranteed a level 
playing field for all banking companies across the jurisdiction. In the 
aspect of resolution and liquidation powers, all central banks and regu-
latory authorities maintain absolute authority and discretion with them-
selves, with minimum interference from the Government.

Additionally, the German BaFin extending its powers to resolve 
banks even further through the Banking Act Kreditwesengesetz (KWG) 
Amendment in 2010.78 Similarly, the UK Banking Act 2009 introduced 
in the UK after the 2008 Financial Crisis provided for the procedure of 
emergency powers of nationalisation of banks, which grants the Bank of 
England most authority to take such a decision. The powers of superses-
sion and removal of management are adequately contextualised, with the 
Bank of England authorised to even take pre-emptive measures before 
actual bank failure.79 Such a provision must be implemented in Indian 
banking regulation. The Chinese regulator CBIRC also reserves the 
power to place a lifetime ban on directors if their conduct leads to insol-
vency of the bank.

	78.	 Horn, Norbert, ed.  German banking law and practice in international perspective. 
Walter de Gruyter, 2011.

	79.	 The Prudential Regulation Authority’s approach to banking supervision, Bank of England 
Prudential Regulation Authority, October 2018, <https://www.bankofengland.co.uk/-/
media/boe/files/prudential-regulation/approach/banking-approach-2018.pdf>.
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There is a need to converge the banking regulatory functions and over-
sight of banking corporate governance in the hands of the RBI, in order 
to fully adhere to the mandate of the RBI under the Preamble of the RBI 
Act.

VII.  CONCLUSION

We must be mindful that public sector ownership of Indian banking is 
perhaps still required, and in many ways is now irreversible, or reversible 
with only huge risks. Hence the primary question is whether the dual reg-
ulation, or absence of ownership neutral banking regulation is hurting 
the PSBs themselves. It is recognised by the author that PSB recapitali-
sation does not resolve the issues plaguing these banks, it only provides 
a temporary capital inflow which leads to other structural regulatory 
changes being ignored. The author agrees with the Nayak Committee 
Report of 2014, which recommended a repeal of the SBI Act, Subsidiary 
Banks Act and the Acquisition Act. All banks must be brought under a 
single, unified legislation which grants the following unconditional pow-
ers to the RBI:

	 1.	 Power to grant and revoke banking license

	 2.	 Power to appoint and remove directors of a bank

	 3.	 Power to effect merger or amalgamation between banks

	 4.	 Power to supersede the board of directors of a bank and appointing 
an administrator

	 5.	 Adequate resolution powers during a financial or banking crisis

The comparative study also strengthens the case of a separate inde-
pendent entity governing banking regulation for all banks and banking 
companies. A non-interested, neutral party at an arm’s length should 
have the discretion based on publicly available and transparent data on 
the viability of a banking company’s operations and commercial future. 
The observations of the comparative study also offer a unique solution. 
The RBI currently manages monetary policy functions, banking regula-
tion, credit and clearance activities, and other allied functions. It is pro-
posed that we can follow the framework adopted by China, by creation 
of a specialised and independent banking regulator. This would ensure 
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discharge of specific bank regulation and resolution functions, protecting 
financial stability and adhering to equal regulatory standards.

It is also important to note that PSBs currently fall under the purview 
of scrutiny by the Central Vigilance Commission and the Comptroller 
and Auditor General of India, under the Central Vigilance Commission 
Act, 2003 and the Comptroller and Auditor General (Duties, Powers and 
Conditions of Service)Act, 1971 respectively. There is a need to remove 
this additional layer of inspection, which has led to delay in decisions and 
stringent lending practises due to fear of audit. This has also led to cor-
ruptible methods in PSBs at the lower levels of organisation, even though 
it can lead to a considerable loss in the balance sheet of the bank.80 The 
author suggests removing PSBs from the ambit of regulation by the CVC 
and the CAG, and placing them solely under RBI regulation which is a 
better suited organisation for regulation of banks. However, it is clear 
that such measures would only be possible with the consent and confi-
dence of the legislature.

Novel measures can also be taken without legislative intervention, 
such as incorporation of a clause granting powers to the RBI into the 
Articles of Association (AoA), which govern the internal mechanisms 
and procedures of a company in India. This was done in the case of IDBI 
Bank, where Clause 120 of the AoA granted the RBI authority to remove 
the Chairman and Managing Director of the bank, even though it was 
controlled by the Government.81

Professor Yair Listokin crucially mentioned in his landmark paper 
‘Law and Macroeconomics: The Law and Economics of Recessions’, 
that as the same law has different effects at different times, law should 
be different in deep recessions than in other times.82 This can be incorpo-
rate in the form of a Macroeconomic Trigger Clause. This trigger clause 
would be linked to particular macroeconomic variable or variables.83 For 

	80.	 Shetty, A. Shivakanth, et al. “Imperative of revisiting the operational risk control archi-
tecture in public sector banks (PSBs) in India: a qualitative analysis.”  Banks &Bank 
Systems 14, Issue. 1 (2019): 137-146.

	81.	 IDBI Bank Limited, Articles of Association, Clause 120<https://www.idbibank.in/pdf/
AlteredAOA_221019.pdf>.

	82.	 Listokin, Yair, Law and Macroeconomics: The Law and Economics of Recessions 
(September 1, 2016). Yale Law School, Public Law Research Paper No. 576, Yale Law & 
Economics Research Paper No. 559 <http://dx.doi.org/10.2139/ssrn.2828352>.

	83.	 See generally, Anant Agarwal, Mitigating Recessions: Incorporating Macroeconomic 
Levers into Bankruptcy Law in India, Yale Law School Conference on Law and 
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the purpose of explanation, we take the GDP Growth rate mentioned in 
the previous section as our choice of a variable. The trigger clause would 
set the lowest limit of that particular variable.

For instance, we can set the lowest limit at -10% of Quarterly GDP 
Growth on a year-on-year basis. Hence, the trigger clause would track 
the variable, and the moment the lowest threshold is breached i.e. GDP 
Growth declines by more than 10% compared to the previous correspond-
ing quarter of the previous fiscal, then the law applying RBI regulatory 
authority over Public Sector Banks would come into effect.84 However, 
this would only be an ad-hoc mechanism which would not remedy the 
deep rot in Indian public sector banks. There must be focussed legisla-
tive action on granting full powers to the RBI over PSBs and making 
PSB corporate governance in accordance with RBI guidelines on bank 
management.

Finally, the author would refer to the landmark Financial Sector 
Legislative Reforms Commission Report recommendations, which pre-
scribed for all PSBs to incorporate under the Companies Act, 2013 and 
bringing them under a unified regulatory framework under the BR Act.85 
The Report strongly concluded that prudential regulation must be own-
ership-neutral and agnostic for both public and private sector banks. 
There is a pressing need to address this large puzzle in Indian banking 
regulation law, which if not resolved immediately, could have a monu-
mental impact on depositor confidence and credit growth in India.

Macroeconomics(October 15, 2020),<http://dx.doi.org/10.2139/ssrn.3939529>.
	84.	 Ibid.
	85.	 Report of the Financial Sector Legislative Reforms Commission, Volume I: Analysis and 

Recommendations, Department of Economic Affairs, Ministry of Finance, Government 
of India, March 2013, <https://dea.gov.in/sites/default/files/fslrc_report_vol1_1.pdf>.
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Greening the Financial Sector: 
A Study of Green Bonds and its 
Growing Investments in India

—Zaina Najeeb1

ABSTRACT

Green bonds have emerged as a significant financial instrument 
to support sustainable development and address environmental 
challenges. This research paper aims to provide a comprehensive 
analysis of green bonds, covering their structure, function, 
benefits, and limitations. In addition, the paper provides an 
overview of the global green bond market, including its history, 
key players, and recent trends. It also delves into the green bond 
market in India, examining its characteristics, growth drivers, 
legal challenges, regulatory and policy environment, and investor 
landscape. The study reveals that green bonds are structured 
similarly to traditional bonds, with the key difference being 
the use of the funds raised. Green bonds finance projects that 
have a positive impact on the environment, such as renewable 
energy, energy efficiency, and sustainable agriculture. The 
research indicates that green bonds offer several benefits to 
issuers and investors, including access to a growing pool of 
socially responsible investors, diversification of funding sources, 
and enhanced reputational benefits. However, the study also 
identifies certain limitations of green bonds, such as the lack 
of standardization in reporting and verification, the higher 
costs associated with green bond issuance, and the potential 
for greenwashing. The research paper concludes by assessing 
the prospects for green bonds in India and their potential role 
in supporting sustainable development. However, the study also 
identifies several challenges that need to be addressed, such as 
the lack of a well-developed secondary market for green bonds 

	 1.	 The author is a fourth-year student at St. Joseph’s College of Law.
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and the need for standardization in reporting and verification. 
Overall, the research paper contributes to the growing body of 
knowledge on green bonds and provides valuable insights into 
the potential of this financial instrument to support sustainable 
development and address environmental challenges.

I.  INTRODUCTION

Green bonds are fixed-income securities designed to fund projects that 
have environmental benefits. These bonds offer an innovative way for 
investors to support sustainable development projects while earning a 
return on their investment. The green bond market has grown rapidly 
in recent years, with issuance reaching record levels in 2020 despite the 
COVID-19 pandemic.2 As investors increasingly seek opportunities that 
align with their environmental, social, and governance (ESG) values, 
green bonds have gained significant attention in the global financial mar-
ket. India, in particular, has witnessed a growing interest in green bonds, 
with several domestic and international issuers tapping the market for 
financing green projects.

Green bonds are becoming increasingly popular among investors 
who want to invest in sustainable assets. Green bonds provide a unique 
opportunity for socially conscious investors to engage in initiatives that 
create both financial rewards and environmental benefits.

In India, the concept of green bonds was introduced in 2015, and since 
then, the market for green bonds has been growing steadily. Additionally, 
the Indian government has launched a number of steps to encourage the 
issuing of green bonds, including tax breaks for issuers and investors, 
as well as the formation of a green bond market development commit-
tee.3 These activities have contributed to the development of a favora-
ble environment for green bonds in India and are expected to stimulate 
further issuances in the future. Nirmala Sitharaman, the finance minis-
ter, announced in this year’s budget speech that the government plans to 

	 2.	 Record $269.5bn green issuance for 2020: Late surge sees pandemic year pip 2019 
total by $3bn, 24 January 2021, Climate bonds initiative, <https://www.climatebonds.
net/2021/01/record-2695bn-green-issuance-2020-late-surge-sees-pandemic-year-pip-
2019-total-3bn>accessed 2 March 2023.

	 3.	 Saurabh Ghosh, Siddhartha Nath, and Abhishek Ranjan, Green Finance in India: Progress 
and Challenges, January 2021.
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issue sovereign green bonds to raise money for green infrastructure.4 In 
the Budget for 2022–2023, she stated that the money would be used for 
public projects that would assist reduce the economy’s carbon intensity.5

In addition to green bonds, there are several other types of specific pur-
pose bonds that have emerged in recent years. Social bonds are designed 
to raise funds for projects that have a positive social impact, such as 
affordable housing or healthcare. Sustainability bonds are intended 
to address both environmental and social issues, while blue bonds are 
focused on ocean and water-related projects. But this paper focuses 
mainly on the concept of green bonds and its analysis with some focus 
on the Indian scenario.

II.  WHAT IS A GREEN BOND?

When a company or government seeks to raise funds, they have two basic 
options: they can choose to issue stocks or bonds as a way to attract 
investors.6 Stocks, also known as equities, represent ownership in the 
company or entity that issued them. When you buy a stock, you become 
a part-owner of the company and have the right to participate in the 
company’s profits and growth through dividends and appreciation in the 
stock price.7 Bonds, on the other hand, are a form of debt or financial 
instruments that represent a loan made by an investor to a borrower. 
When you buy a bond, you are essentially lending money to the issuer of 
the bond, who promises to repay you the principal amount plus interest 
over a fixed period of time. Bonds are generally considered less risky than 
stocks because they are backed by the issuer’s ability to repay the debt, 
but they also offer lower potential returns.8

	 4.	 FinMinfinalises framework for sovereign green bonds, [9 Nov 2022], The Economic 
Times, <https://economictimes.indiatimes.com/news/economy/policy/finmin-finalis-
es-framework-for-sovereign-green-bonds/articleshow/95398217.cms?from=mdr>ac-
cessed1 March 2023.

	 5.	 Ibid.
	 6.	 Lisa Smith, Why companies issue bonds, [21 Mar 2022], Investopedia, <https://www.

investopedia.com/articles/investing/062813/why-companies-issue-bonds.asp>accessed 27 
February 2023.

	 7.	 Ibid.
	 8.	 Id.
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Green bonds are a type of bond that is specifically used to finance 
projects that have positive environmental or climate benefits.9 These pro-
jects can include renewable energy, energy efficiency, clean transporta-
tion, sustainable water management, and other similar initiatives. The 
proceeds from the sale of green bonds are used exclusively to finance 
these types of projects. The main difference between a regular bond and 
a green bond is the use of the funds.10 With a green bond, the issuer is 
committed to using the funds raised to finance environmentally benefi-
cial projects, whereas with a regular bond, the issuer may use the funds 
for any purpose. Green bonds are becoming increasingly popular as a 
way for investors to support environmentally friendly projects and for 
issuers to demonstrate their commitment to sustainability.

III.  EVOLUTION AND GROWTH OF GREEN BONDS

In 2007, the European Investment Bank (the “EIB”) issued the first struc-
tured financial product with a focus on climate change. The first green 
bond was then introduced by the World Bank’s International Bank for 
Reconstruction and Development (IBRD) in 2008.11 The World Bank 
was responding to a particular request from Scandinavian pension 
funds, who wanted to fund climate-focused initiatives using a straight-
forward fixed-income product. The World Bank issued the bond as part 
of its innovation in climate financing strategy to inform investors and the 
financial sector about the potential for developing nations to address the 
issue of climate change.12 It is asserted that this bond “established the 
blueprint for the market for green bonds that exists today.” Since then, 
a number of other multilateral development banks have issued green 
bonds, including the European Investment Bank, the Asian Development 
Bank, and the Inter-American Development Bank.13

	 9.	 Aminh Nehmeh, Benjamin Leffel, Green bonds and marketing, [March 2019], Research 
gate, <https://www.researchgate.net/publication/337935585_Green_Bonds_Marketing> 
accessed 24 February 2023.

	10.	 CFI Team; Green Bonds, [12 January 2023; <https://corporatefinanceinstitute.com/
resources/esg/green-bond/>accessed 27 February 2023.

	11.	 The World Bank, What are Green Bonds? <https://documents1.worldbank.org/curated/
en/400251468187810398/pdf/99662-REVISED-WB-Green-Bond-Box393208B-PUBLIC.
pdf>accessed 27 February 2023.

	12.	 Ibid.
	13.	 Ibid.
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The growth of the green bond market has been remarkable over the 
past decade to include issuers from a range of sectors, including corpora-
tions and municipalities. From a relatively small start in 2007, the market 
has expanded rapidly and reached a record high of $173.61 billion in 
2017.14 Sweden, Germany, France, and the United States were among 
the first individual nations to issue green bonds, and early corporate 
issuers of green bonds included firms like EDF, Unilever, and Toyota.15 
This growth has been driven by a number of factors, including increas-
ing awareness of environmental issues and the need for sustainable 
investment options, as well as regulatory and policy changes that have 
encouraged the development of the green bond market.16 The emergence 
of green/climate bonds takes place from the Paris Agreement in 2015, 
where 188 countries sign up to limit the rising temperature by less than 
two degrees Celsius, and India is one of the countries to sign the agree-
ment.17 In the past few years, India has emerged as a significant player in 
the green bond market, with several Indian companies and institutions 
issuing green bonds. As of 2021, India is the third-largest issuer of green 
bonds in the Asia Pacific region, after China and Japan.18

One of the key drivers of the growth of the green bond market has 
been the increasing demand for sustainable investment options from 
institutional investors, such as pension funds and insurance companies, 
as well as individual investors who are looking for investment opportuni-
ties that align with their values.19 In response to this demand, a growing 
number of issuers have started to issue green bonds, including govern-
ments, multilateral development banks, and corporations. In addition to 
the demand from investors, the growth of the green bond market has also 
been supported by policy and regulatory changes that have encouraged 

	14.	 OECD Green Investment Financing Forum, Green bonds (Policy Perspective), 
December 2015, <https://www.oecd.org/environment/cc/Green%20bonds%20PP%20
%5Bf3%5D%20%5Blr%5D.pdf>accessed 27 February 2023.

	15.	 Ibid.
	16.	 Ibid.
	17.	 Sourabh Bansal; Green Bonds-Trend and Challenges in India, [07 July 2020], <https://

qtanalytics.in/journals/index.php/JBMIS/article/view/591>accessed 28 February 2023.
	18.	 The Economic Times,India green bonds’ issuance 6th largest in Asia-Pacific region, up 

523% in 2021, report; [29 July 2022], <https://economictimes.indiatimes.com/industry/
renewables/india-green-bonds-issuance-6th-largest-in-asia-pacific-region-up-523-in-
2021-report/articleshow/92549726.cms>accessed 28 February 2023.

	19.	 OECD Green Investment Financing Forum, Green bonds (Policy Perspective), 
December 2015, <https://www.oecd.org/environment/cc/Green%20bonds%20PP%20
%5Bf3%5D%20%5Blr%5D.pdf>accessed 27 February 2023.
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the development of sustainable finance.20For example, governments 
around the world have introduced incentives and tax breaks for issuers 
of green bonds, and regulatory bodies have introduced guidelines and 
standards for green bond issuance to ensure that investors have access to 
reliable and transparent information about the environmental impact of 
these investments.21

IV.  WHO ISSUES AND BUYS GREEN BONDS?

Green bonds are issued by a variety of entities, including corporations, gov-
ernment entities, municipalities, and development banks. Corporations 
issue green bonds to finance their sustainable and environmentally 
friendly projects, such as those in the renewable energy, green transpor-
tation, and sustainable agriculture sectors.22 Governments at various lev-
els, from national to local, also issue green bonds to finance projects that 
aim to mitigate climate change or adapt to its effects. Municipalities issue 
green bonds to fund environmentally sustainable projects that benefit 
their local communities, such as investments in public transportation, 
renewable energy, and waste management.23 Development banks, such 
as the World Bank and the European Investment Bank, are also signifi-
cant issuers of green bonds. They use the proceeds to finance sustaina-
ble development projects in emerging markets and developing countries, 
such as renewable energy and energy efficiency projects.24 Additionally, 
universities, non-profit organizations, and real estate companies are also 
issuing green bonds, highlighting the increasing interest in sustainable 
finance and the role of capital markets in addressing climate change.25

Green bond purchasers are usually institutional investors such as 
pension funds, insurance companies, and asset managers, who are 

	20.	 Pauline Deschryver, What Future for the Green Bond Market? How Can Policymakers, 
Companies, and Investors Unlock the Potential of the Green Bond Market? Risk 
and Financial Management 13(3), 61, [24 March 2020], <https://www.mdpi.
com/1911-8074/13/3/61>accessed1March 2023.

	21.	 Ibid.
	22.	Aminh Nehmeh, Benjamin Leffel, Green bonds and marketing, [ March 2019], 

Research gate, <https://www.researchgate.net/publication/337935585_Green_Bonds_
Marketing>accessed 1 March 2023.

	23.	 Ibid.
	24.	 Ibid.
	25.	 Serena Fatica, Roberto Panzical; The pricing of green bonds: Are financial institutions 

special?; Journal of Financial Stability Volume 54, [June 2021], <https://www.sciencedi-
rect.com/science/article/pii/S1572308921000334>accessed 02-03-23].



Contemporary Developments in Corporate and Commercial Laws

44

increasingly interested in sustainable investments and have environmen-
tal, social, and governance (ESG) mandates.26 Some examples of insti-
tutional investors include banks, insurance companies, mutual funds 
etc. Governments can also be purchasers of green bonds, as they may 
issue their own green bonds to fund sustainability projects.27 Corporate 
investors may also purchase green bonds, especially those with a strong 
sustainability focus or corporate responsibility objectives. Individual 
investors can also purchase green bonds, although these opportunities 
are currently more limited and may require larger minimum investments. 
Some bonds and exchange-traded funds (ETFs) are available to individ-
ual investors, and this market is expected to grow as demand for sustain-
able investments increases.28

V.  BENEFITS OF GREEN BONDS29

A.	 Short-term benefits of green bonds

Green bonds offer several short-term benefits to investors, including 
diversification, favorable market conditions, and a positive impact on the 
environment. By including environmentally sustainable projects in their 
portfolios, investors can diversify their holdings and potentially reduce 
risk while also contributing to a more sustainable economy. Issuing green 
bonds can help to enhance the corporate reputation of companies and 
governments in the short-term by demonstrating their commitment to 
sustainability. One example of a green bond project is renewable energy. 
Investing in green bonds that fund renewable energy projects, such as 
wind or solar power, can provide short-term benefits like diversifica-
tion and attractive yields, while also contributing to the reduction of 

	26.	 Incorporating Environmental, Social and Governance (ESG) Factors into Fixed Income 
Investment, World Bank Group Publication, [23 April 2018], <https://papers.ssrn.com/
sol3/Papers.cfm?abstract_id=3175830>accessed 2 March 2023.

	27.	 Ibid.
	28.	 Pauline Deschryver, What Future for the Green Bond Market? How Can Policymakers, 

Companies, and Investors Unlock the Potential of the Green Bond Market? Risk 
and Financial Management 13(3), 61, [24 March 2020], <https://www.mdpi.
com/1911-8074/13/3/61>accessed 2 March 2023.

	29.	 Senthil Kumar Arumugam; Is green bond a futuristic security? IMPACT: International 
Journal of Research in Humanities, Arts and Literature (IMPACT: IJRHAL) ISSN (P): 
2347-4564; ISSN (E): 2321-8878 Vol. 7, Issue 1, Jan 2019, 292-297, Research Gate, [Jan 
2019], <https://www.researchgate.net/publication/336253440_IS_GREEN_BOND_A_
FUTURISTIC_SECURITY> accessed5 March 2023.
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greenhouse gas emissions. These projects are often developed during 
periods of favorable market conditions, which can lead to lower borrow-
ing costs and better pricing for investors. Another example of a green 
bond project is sustainable buildings. Green bonds that fund sustainable 
building projects, such as those that incorporate energy-efficient systems, 
can provide short-term benefits like market differentiation and improved 
tenant occupancy rates. Additionally, these projects can result in reduced 
energy costs, which can be a significant expense for building owners and 
tenants. Green bonds can provide issuers with access to capital to fund 
environmentally friendly projects in the short-term. Finally, green bonds 
that fund clean transportation projects, such as electric vehicle charging 
infrastructure or public transportation, can provide short-term benefits 
like improved air quality and reduced traffic congestion. These projects 
also contribute to the reduction of greenhouse gas emissions, which can 
help to mitigate the impact of climate change.

B.	 Long-term benefits of green bonds

Green bonds offer several long-term benefits to investors and society as a 
whole. One key benefit is climate change mitigation. Green bonds finance 
environmentally sustainable projects that contribute to reducing green-
house gas emissions and slowing the rate of climate change. By investing 
in green bonds that fund projects such as renewable energy, sustainable 
transportation, and green buildings, investors can help promote a more 
sustainable future and contribute to mitigating climate change. Another 
long-term benefit of green bonds is resource conservation. Green bonds 
can fund projects that promote resource conservation and reduce waste, 
such as water conservation projects, wastewater treatment plants, or 
waste reduction programs. These projects contribute to the long-term 
sustainability of natural resources and reduce the negative impact of 
waste on the environment.

Green bonds can also provide social and economic benefits to local 
communities. It can fund sustainable agriculture projects that promote 
food security and rural development, or renewable energy projects that 
provide access to clean and affordable energy to underserved commu-
nities. These projects can lead to increased economic development and 
social equity in the long term. In addition to social and environmental 
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benefits, green bonds can also provide companies with a competitive 
advantage. By demonstrating their commitment to sustainability, compa-
nies can attract environmentally conscious investors, improve their brand 
reputation, and access capital more easily. This can lead to increased 
market share and profitability in the long term. Finally, investing in green 
bonds can help companies and investors comply with emerging regula-
tions related to sustainability and climate change. The European Union’s 
Sustainable Finance Disclosure Regulation requires companies to dis-
close information on their sustainability practices, including their green 
bond investments. Investing in green bonds can help companies comply 
with these regulations and stay ahead of emerging sustainability trends.30

VI.  RISKS AND LIMITATIONS OF GREEN BONDS

A.	 Greenwashing risk

Greenwashing is a growing concern in the green bond market, as it can 
undermine the credibility and effectiveness of these instruments. Investors 
need to be confident that the projects being financed through green bonds 
are truly environmentally sustainable and will have a positive impact on 
the planet.31 To mitigate this risk, green bond issuers should adhere to 
recognized standards for assessing and reporting on the environmental 
impact of their projects, such as the Green Bond Principles or Climate 
Bonds Standard.32

B.	 Lack of standardization

The lack of a standardized definition of what constitutes a “green” pro-
ject can make it challenging for investors to assess the environmental 
impact of the projects financed by green bonds. This can lead to confu-
sion and a lack of clarity, as different investors may have different cri-
teria for what they consider to be green.33 To address this issue, efforts 

	30.	 Strasbourg, Strategy for Financing the Transition to a Sustainable Economy; EUROPEAN 
COMMISSION, [6 Jul 2021], <https://eur-lex.europa.eu/legal-content/EN/TXT/
HTML/?uri=CELEX:52021DC0390&from=BG>accessed 03 March 2023.

	31.	 de Freitas Netto, S.V., Sobral, M.F.F., Ribeiro, A.R.B. et al., Concepts and forms of green-
washing: a systematic review. Environ Sci Eur 32, 19 (2020)., <https://doi.org/10.1186/
s12302-020-0300-3>accessed 03 March 2023.

	32.	 Ibid.
	33.	 Pauline Deschryver,What Future for the Green Bond Market? How Can Policymakers, 

Companies, and Investors Unlock the Potential of the Green Bond Market? Risk 
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are underway to develop common standards for green bonds, such as 
the Green Bond Principles or Climate Bonds Standard, which provide a 
framework for issuers to follow.34

C.	 Liquidity risk

Green bonds can be less liquid than traditional bonds, which means that 
they may be more difficult to sell or trade in certain market conditions. 
This can be a particular concern for investors who need to sell their hold-
ings quickly in response to changes in the market or in their own finan-
cial situation.35 To mitigate this risk, investors should carefully assess the 
liquidity of the green bond market before investing and consider diversi-
fying their portfolio to include other types of investments.36

D.	 Credit risk

As with any other bond, green bonds are subject to credit risk, which is 
the risk that the issuer will default on its debt obligations. While green 
bonds may be used to finance environmentally sustainable projects, they 
are still ultimately backed by the creditworthiness of the issuer.37 To 
address this risk, investors should carefully evaluate the creditworthiness 
of the issuer before investing, and consider diversifying their portfolio to 
include bonds from a variety of issuers.38

E.	 Price volatility

Like other bonds, green bonds are subject to price fluctuations based on 
changes in interest rates and other market conditions. This can result in 
capital gains or losses for investors, depending on when they buy and 

and Financial Management 13(3), 61, [24 March 2020], <https://www.mdpi.
com/1911-8074/13/3/61>accessed 03 March 2023.

	34.	 Ibid.
	35.	 Karpf, A., Mandel, A. The changing value of the ‘green’ label on the US municipal bond 

market. Nature Clim Change 8, 161–165 (2018). <https://doi.org/10.1038/s41558-017-
0062-0>accessed04 March 2023.

	36.	 Ibid.
	37.	 Elettra Agliardi and Rossella Agliardi, Financing environmentally sustainable projects 

with green bonds, [05 March 2019], Cambridge University Press Volume 24, Issue 6, 
<https://www.cambridge.org/core/journals/environment-and-development-econom-
ics/article/abs/financing-environmentallysustainable-projects-with-green-bonds/
AF17C83137370EC47C500414468EDEC6>accessed 03 March 2023.

	38.	 Ibid.
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sell their holdings. To mitigate this risk, investors should carefully assess 
their risk tolerance and investment goals before investing and consider 
diversifying their portfolio to include other types of investments that may 
be less volatile.39

F.	 Market risk

Green bonds are subject to market risk, which is the risk that the value of 
the bond may fluctuate due to changes in the market or the economy. For 
example, if interest rates rise, the value of the bond may decline, which 
could result in losses for investors. Similarly, changes in the regulatory 
environment or changes in the demand for green bonds could also impact 
the market value of these instruments.40

G.	 Opportunity cost

Investing in green bonds may come at the expense of other investment 
opportunities. For example, if an investor chooses to allocate a signif-
icant portion of their portfolio to green bonds, they may miss out on 
other investment opportunities that could provide higher returns or bet-
ter diversification. Therefore, investors should carefully consider their 
investment goals and the trade-offs between investing in green bonds 
and other types of investments.41

H.	 Regulatory risk

The regulatory environment for green bonds is still evolving, and there 
is a risk that new regulations or changes to existing regulations could 
impact the market for these instruments. For example, if new regulations 
make it more difficult or expensive for companies to issue green bonds, 
this could reduce the supply of these instruments and increase their cost. 

	39.	 Joao Paulo Braga, Willi Semmler, Dieter Grass, De-risking of green investments through 
a green bond market – Empirics and a dynamic model, Journal of Economic Dynamics 
and Control, Volume 131, 2021, 104201, ISSN 0165-1889, <https://doi.org/10.1016/j.
jedc.2021.104201.>accessed03 March 2023.

	40.	 Elettra Agliardi, Rossella Agliardi; Pricing climate-related risks in the bond market; 
Journal of Financial Stability, Volume 54, 2021, 100868, ISSN 1572-3089,[8 April 2021], 
<https://doi.org/10.1016/j.jfs.2021.100868.>accessed03 March 2023.

	41.	 Ingo Fender, Mike McMorrow, Vahe Sahakyan, Omar Zulaics, Green Bonds: The 
Reserve Management Perspective, BIS Working Paper No. 849, [14 Oct 2019], <https://
papers.ssrn.com/sol3/papers.cfm?abstract_id=3468434>accessed 03 March 2023.
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Similarly, changes in the tax treatment of green bonds could impact their 
attractiveness to investors.42

VII.  IMPACT OF GREEN BONDS ON GDP 
AND GROWTH OF THE COUNTRY43

Green bonds can contribute to the strategic improvement of a country’s 
GDP by supporting sustainable economic growth and development. One 
of the main ways in which green bonds can achieve this is by creating 
jobs in sectors such as renewable energy, energy efficiency, and sustain-
able agriculture. These sectors have the potential to drive innovation, 
enhance productivity, and improve overall well-being. By funding sus-
tainable projects that create jobs, green bonds can help to reduce unem-
ployment rates and increase economic growth. For instance, investments 
in renewable energy infrastructure projects can create jobs in the instal-
lation, maintenance, and operation of solar panels, wind turbines, and 
other renewable energy technologies.44

Moreover, green bonds can support research and development in clean 
technologies, leading to innovation and competitiveness in these sectors. 
By investing in sustainable projects that promote innovation, green bonds 
can drive economic growth and competitiveness in the long-term. This 
can lead to the development of new products and services that are aligned 
with sustainable objectives and can help to address emerging environ-
mental and social challenges. Green bonds can contribute to long-term 
economic growth and development by promoting sustainability, creating 
jobs, supporting innovation, enhancing productivity, and financing infra-
structure projects. By investing in sustainable projects that align with 
environmental and social objectives, green bonds can help to improve the 

	42.	 Vasundhara Saravade, An Institutional Pressure and Adaptive Capacity Framework for 
Green Bonds: Insights from India’s Emerging Green Bond Market, [19 November 2020]; 
World 2020, 1(3), <https://www.mdpi.com/2673-4060/1/3/18>accessed 03 March 2023.

	43.	 OtekNtsama, U.Y., Yan, C., Nasiri, A. et al.green bonds issuance: insights in low- and 
middle-income countries. Int J Corporate Soc Responsibility6, 2 (2021), <https://doi.
org/10.1186/s40991-020-00056-0>accessed 06 March 2023.

	44.	 Deschryver, Pauline & de Mariz, Frederic. (2020). What Future for the Green Bond 
Market? How Can Policymakers, Companies, and Investors Unlock the Potential of 
the Green Bond Market? Journal of Risk and Financial Management. 13. 61. 10.3390/
jrfm13030061. <https://www.researchgate.net/publication/340159103_What_Future_
for_the_Green_Bond_Market_How_Can_Policymakers_Companies_and_Investors_
Unlock_the_Potential_of_the_Green_Bond_Market>accessed 02 March 2023.
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well-being of citizens and enhance the overall economic competitiveness 
of a country.

VIII.  INDIAN CONTEXT

A.	 Rise of green bonds in India

The evolution of green bonds in India can be traced back to 2015 when 
the Indian government launched the National Solar Mission with the aim 
of achieving 100 GW of solar power by 2022.45 To fund this initiative, 
the government introduced tax-free bonds for renewable energy projects, 
which paved the way for green bonds in the country. The first green bond 
in India was issued in 2015 by Yes Bank, which raised INR 1,000 crore 
($160 million) for renewable energy projects.46 Since then, many other 
companies, including Adani Green Energy, Axis Bank, and NTPC, have 
issued green bonds to raise funds for renewable energy, energy efficiency, 
and other environmentally friendly projects.47

In 2016, the Securities and Exchange Board of India (SEBI) introduced 
guidelines for green bonds to promote transparency and standardization 
in the market. The guidelines require companies to use the funds raised 
through green bonds only for eligible green projects, and to report on 
the environmental impact of these projects.48 In 2017, India’s first corpo-
rate green bond index, the NSE-CMIE’s Greenex, was launched to track 
the performance of green bonds issued by Indian companies. The index 
provides investors with a benchmark to assess the performance of green 
bonds and encourages companies to issue more green bonds.49 The mar-

	45.	 Press Information Bureau, Ministry of Information and Broadcasting Government of 
India, [11 March 2022], <https://static.pib.gov.in/WriteReadData/specificdocs/docu-
ments/2022/mar/doc20223321901.pdf>accessed 02 March 2023.

	46.	 YES Bank to raise Rs 330 crore via green infra bonds, [27 Sept 2016], The Economic 
Times, <https://economictimes.indiatimes.com/markets/bonds/yes-bank-to-raise-rs-330-
crore-via-green-infra-bonds/articleshow/54538724.cms?from=mdr>accessed 01 March 
2023.

	47.	 India’s green bond issuances just 3.8 pc of overall domestic corporate bond market: 
Report, [10 Feb 2023; The Economic Times, <https://economictimes.indiatimes.com/
markets/bonds/indias-green-bond-issuances-just-3-8-pc-of-overall-domestic-corporate-
bond-market-report/articleshow/97806148.cms>accessed 26 February 2023.

	48.	 Issuance requirements for issuance and listing green bonds, Securities and exchange 
Board of India, <https://www.sebi.gov.in/sebi_data/meetingfiles/1453349548574-a.
pdf>accessed 03 March 2023.

	49.	 Amit Mudgill, NSE Indices launches India’s first ever sovereign green bond indi-
ces; bt market today [27 Feb 2023, <https://www.businesstoday.in/markets/stocks/ 
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ket for green bonds in India has grown rapidly over the past few years. 
According to the Climate Bonds Initiative, India was the seventh largest 
issuer of green bonds in the world in 2020, with a total issuance of $10.2 
billion. The Indian government has also taken steps to promote green 
bonds, including setting up a Green Bonds Fund, which invests in green 
bonds issued by public sector companies.50

Overall, the evolution of green bonds in India has been positive, with 
increasing interest from investors and a growing number of companies 
issuing green bonds. As India continues to pursue its renewable energy 
goals, green bonds are likely to play an increasingly important role in 
financing the transition to a low-carbon economy.

B.	 Legal challenges and implications of green bonds in India51

1.	 Regulatory Framework

One of the key legal challenges facing green bonds in India is the lack of 
a specific regulatory framework for these financial instruments. Instead, 
issuers and investors must comply with the Securities and Exchange Board 
of India (SEBI) regulations and guidelines, which may not be tailored 
specifically for green bonds.52 This can create uncertainty for investors, 
who may not be sure how green bonds differ from other financial instru-
ments or what rules they must follow to invest in them. Additionally, it 
can be challenging for issuers to understand what disclosures and other 
requirements they must meet to issue green bonds in compliance with 
SEBI rules.

s tor y /n s e - i nd ic e s - l au nche s - i nd ia s - f i r s t - ever - sovere ig n - g re en -bond- i nd i -
ces-371639-2023-02-27> accessed 04 March 2023.

	50.	 India Sustainable Debt Market hits USD 19.5 Billion in cumulative issuance; Climate 
Bonds Initiative, <https://www.climatebonds.net/resources/press-releases/2022/05/
india-sustainable-debt-market-hits-usd-195-billion-cumulative>accessed 02 March 2023.
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Management and Information Systems Vol. 7, No. 1, Jan -June 2020, <https://pdfs.
semanticscholar.org/0cfa/eb6fe964857423605578322944b58cf9e0c6.pdf>accessed 04 
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	52.	 Issue of Green Debt Securities by an issuer under Securities and Exchange Board of India 
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2.	 Low sovereign ratings

This can be a challenge for attracting investors to the Indian green bond 
market. This is because investors may be hesitant to invest in lower-rated 
bonds due to the increased risk of default. However, credit rating agencies 
like the International Finance Corporation (IFC) and Agence Française 
de Développement (AFD) can play a role in boosting investor confidence 
by providing independent ratings and assessments of the creditworthi-
ness of the issuers.53

3.	 Use of Proceeds

Another legal challenge associated with green bonds in India is ensur-
ing that the proceeds are used exclusively for environmentally friendly 
projects. While this is a requirement for green bonds, it can be difficult 
to monitor how funds are being used once they are raised. This requires 
transparency and monitoring mechanisms to be put in place to ensure 
that the proceeds are being used for the intended purposes. If the pro-
ceeds are not used as intended, this could lead to reputational damage for 
the issuer and legal liability.

4.	 Certification

Green bonds must be certified as environmentally friendly by a third-
party verifier. However, there is no standard certification process in 
place for green bonds in India. This can create uncertainty for investors, 
who may not be sure if the bonds they are purchasing are truly green. 
Furthermore, issuers may face difficulties in selecting and working with 
third-party verifiers, which can slow down the issuance process and add 
to the costs of issuing green bonds.

5.	 Disclosure Requirements

Issuers of green bonds must disclose information related to the environ-
mental impact of their projects. This can be challenging for some issu-
ers who may not have the necessary data or expertise to make these 

	53.	 Ratings Agency report; International Finance Corporation, <https://www.ifc.org/wps/
wcm/connect/corp_ext_content/ifc_external_corporate_site/about+ifc_new/investor+re-
lations/ir-info/ratings+agency+reports>accessed03 March 2023.
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disclosures. Additionally, investors may have different expectations 
around what information should be disclosed and how it should be pre-
sented. This requires clear and consistent guidelines to be established 
around disclosure requirements for green bonds.

6.	 Taxation

While there is no specific tax treatment for green bonds in India, the 
government has announced tax incentives for issuers of green bonds in 
its budget. This is a positive development, as it could encourage more 
issuers to offer green bonds and provide a boost to the market. However, 
there is still uncertainty around how these tax incentives will be applied 
in practice, and what impact they will have on the market.

7.	 Legal Liability

Issuers of green bonds may face legal liability if the proceeds are not used 
as intended or if the environmental impact of the projects is overstated. 
This creates a risk for issuers, who must ensure that they have proper 
systems and controls in place to manage the use of proceeds and ensure 
that the projects they are funding have a positive environmental impact. 
This also requires a clear understanding of what constitutes a positive 
environmental impact and how this should be measured and reported.

8.	 High cost of currency hedging

This can reduce the cost advantage of financing in India for foreign inves-
tors. This can be a significant barrier for attracting foreign investors to 
the Indian green bond market. However, the Reserve Bank of India (RBI) 
has taken steps to reduce the hedging cost by allowing issuers to raise 
funds in foreign currency without having to hedge the entire exposure.54

C.	 Invest in green bonds, are they tax-exempt?

In India, green bonds are eligible for tax exemptions under certain 
conditions. In the Union Budget of 2021-22, the government of India 

	54.	 Saurabh Ghosh, Siddhartha Nath, and Abhishek Ranjan; Green Finance in India: 
Progress and Challenges, January 2021, <https://rbidocs.rbi.org.in/rdocs/Bulletin/
PDFs/04AR_2101202185D9B6905ADD465CB7DD280B88266F77.PDF> accessed 02 
March 2023.
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announced that interest income earned on investments in offshore 
rupee-denominated bonds, including green bonds, by non-resident inves-
tors would be exempt from income tax until 31 March 2023.55

In addition, in 2018, the government of India introduced a tax exemp-
tion for green bonds issued by Indian companies. According to this 
exemption, interest earned on these bonds is exempt from income tax 
for both Indian and non-resident investors.56 However, to be eligible for 
this exemption, the bonds must meet certain conditions related to the use 
of the funds raised, the verification of the environmental impact of the 
projects funded, and the reporting of this impact.

It is important to note that while green bonds are eligible for tax 
exemptions in India, the amount of the exemption and the conditions for 
eligibility may vary depending on the specific regulations and guidelines 
in place at the time of issuance.

D.	 Measures taken in expanding green bond market in India

India is expanding its green bond market through a multi-pronged 
strategy that includes policy assistance, capacity building, foreign alli-
ances, and the development of a pipeline of climate-friendly projects.57 
These measures are expected to stimulate further issuances in the future, 
therefore assisting India in meeting its climate targets.

	 a.	 Policy support: The Indian government has implemented many 
policy initiatives to stimulate the issuing of green bonds, includ-
ing tax incentives for issuers and investors, and the formation of a 
green bond market development committee. These initiatives are 
intended to create a favorable climate for green bonds and encour-
age further issuance.

	 b.	 SEBI regulations: The Securities and Exchange Board of India (SEBI) 
has issued rules for green bond issuance and listing. According to 

	55.	 Radhika Pandey, How green bonds can take India closer to meeting its climate goals 
and deepen investor interest, ThePrint;<https://theprint.in/macrosutra/how-green-
bonds-can-take-india-closer-to-meeting-its-climate-goals-and-deepen-investor-inter-
est/1336721/>accessed 27 January2023.

	56.	 Tax Free incomes, Income Tax Department, <https://incometaxindia.gov.in/Tutorials/11.
Tax%20free%20incomes%20final.pdf>accessed27 January 2023.

	57.	 Framework for sovereign green bonds; Government of India, 2022, <https://dea.gov.in/
sites/default/files/Framework%20for%20Sovereign%20Green%20Bonds.pdf.> accessed 
4 March 2023.
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these criteria, issuers must publish information on the utilization 
of profits as well as the environmental advantages of the projects 
being funded. This contributes to the transparency and credibility 
of green bonds.

	 c.	 Building capacity: The Indian government has been attempting to 
increase capacity in the green bond market by offering training 
and assistance to issuers and investors. This contributes to a bet-
ter knowledge and awareness of green bonds and may stimulate 
increased market involvement.

	 d.	 International collaboration: To assist the growth of the green bond 
market, India has formed alliances with international institutions 
such as the International Finance Corporation (IFC) and the World 
Bank. These collaborations have the potential to draw additional 
issuers and investors to the Indian market.

	 e.	 Developing a pipeline of climate-friendly projects: India is working 
hard to develop a pipeline of climate-friendly projects that can be 
financed using green bonds. Investing in renewable energy, energy 
efficiency, sustainable transportation, and green buildings are all 
examples of this.

IX.  CONCLUSION

The green bond market in India has been gradually increasing in recent 
years, and there is great potential for future expansion. The Climate 
Bonds Initiative predicts that the Indian green bond market would reach 
$100 billion by 2025, representing a considerable rise from the current 
market size of roughly $10 billion.58 While green bonds can provide a 
way to finance environmentally sustainable projects and support the 
transition to a more sustainable economy, they also come with risks and 
limitations that investors should carefully consider. Proper due diligence, 
diversification, and a clear understanding of the risks and trade-offs 
involved can help investors make informed decisions about whether to 
invest in green bonds and how to incorporate them into their overall 

	58.	 Climate Bonds Initiative, $500bn Green Issuance 2021: social and sustainable accelera-
tion: Annual green $1tn in sight: Market expansion forecasts for 2022 and 2025; [31 Jan 
2022] <https://www.climatebonds.net/2022/01/500bn-green-issuance-2021-social-and-
sustainable-acceleration-annual-green-1tn-sight-market>accessed 5March 2023.



Contemporary Developments in Corporate and Commercial Laws

56

investment strategy. Overall, the legal issues and consequences of green 
bonds in India point to the need for a more stringent regulatory frame-
work, certification procedure, and disclosure requirements. While there 
are undoubtedly difficulties with the flow of green bonds into India, 
these can be overcome through coordinated efforts by the government, 
regulators, issuers, and investors to create a more stable and sustainable 
green bond market. These developments would help to ensure that inves-
tors have confidence in the environmental credentials of these financial 
instruments, and that issuers are held accountable for their use of the 
proceeds. Additionally, clear guidelines around tax incentives and legal 
liability would help to further encourage the growth of the green bond 
market in India. Finally, the Indian green bond market is still relatively 
new and less explored, which can be a challenge for issuers and investors 
alike. To address this, there is a need for greater awareness and education 
about green bonds among both issuers and investors, as well as greater 
standardization and transparency in reporting requirements and metrics 
used to measure the environmental impact of projects.
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Fractional Share Investing: A Critical 
Appraisal in India & Abroad

—Shree Vaishnavi Onteddu and Prantika Dutta1

ABSTRACT

Due to the fintech-driven trend of asset fractionalization, 
fractional share investing (FSI) has become increasingly popular 
in India and all over the world in recent years. Technology’s 
development and the introduction of online brokerage firms have 
made this special type of investment accessible and inexpensive to 
all investors, irrespective of their financial situation. India, along 
with several other first-world countries have taken onto this new 
market dynamic. With the correct technique and investment 
strategy, fractional share investing can be a beneficial addition 
to any investor’s portfolio and give them access to high-value 
stocks that would otherwise be out of their price range. FSI may 
provide investors in the Indian market with a new outlook on 
the stock market. This essay explores FSI, analyses its ancillary 
bodies, and investigates the potential risks and benefits of FSI.
Its current standing in the global paradigm is presented with a 
newer emphasis.

I.  INTRODUCTION

The trend of Fractional Share Investing (‘FSI’) has become popular in 
recent times due to the occurrence of a multitude of reasons in the mar-
kets. FSI refers to investing in a fractional share of a company’s stock, 
wherein an individual only owns a piece of one share, as opposed to the 
whole of one or more shares.2 It is also known as “dollar-cost averaging”; 
it allows individuals to invest in a diversified portfolio of stocks wherein 

	 1.	 The authors are third-year students at the West Bengal National University of Juridical 
Sciences, Kolkata (WBNUJS).

	 2.	 Bieber, C. (2022, November 8). What Are Fractional Shares? The Motley Fool,https://
www.fool.com/investing/howtoinvest/stocks/fractional-shares.
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they can purchase a portion of a stock instead of having to buy an entire 
share. This can be especially beneficial for individuals with limited funds 
who want to invest in high-priced stocks, such as blue-chip companies.3

The ability to buy Stock and Exchange Trade Funds in increments of 
less than one share is a very recent innovation in the world of investing, 
even by the liking of a first-world country like the USA (United States 
of America), where this mechanism has recently garnered immense pop-
ularity.4 Although mutual funds have long permitted partial owner-
ship of shares, there were few other options available to investors until 
recently. FSI, if allowed in India, would result in a very different set of 
consequences as compared to those in nations such as the United States, 
Australia, the United Kingdom, et cetera. This is because India’s brand 
of retail investors come from a very different set of socio-economic and 
financial conditions and mindsets which vastly differ from their Western 
counterparts. For example, in the USA, 14% of households have a direct 
investment in stocks, while approximately 50% of households have an 
indirect investment through retirement accounts.5 Not just the USA, but 
similar circumstances exist in various other nations.

This six-part article maps the trend of fractional share investing in 
India and abroad. It paints a present day global scenario where FSI across 
several first-world countries by mapped. The Indian juxtaposition fol-
lows the global market analysis after which the pros and cons of FSI in 
India are weighed against each other. The authors provide their recom-
mendations to the Indian regime to improve the mechanism of FSI in the 
penultimate chapter. In the end, they make the concluding remarks.

	 3.	 Andrew Beattie, ‘Choosing Between Dollar-Cost and Value Averaging’ (Investopedia, 28 
September 2006) <www.investopedia.com/articles/stocks/07/dcavsva.asp> accessed 10 
March 2023.

	 4.	 ‘[‘Home’, ‘India News’, ‘Budget 2023’, ‘Industry’, ‘Market’, ‘Market’, ‘Indices’, ‘Nifty 50’, 
‘BSE Sensex’, ‘Stock’, ‘Healthcare’, ‘Money’, ‘Auto’, ‘Blockchain’, ‘SME’, ‘Brandwagon’, 
‘Audio’]’ (Business News: Business News India, Business News Today, Latest Finance 
News, Business News Live | The Financial Express) <www.financialexpress.com/
investing-abroad/featured-stories/nasdaq-100-and-sp-500-linked-etfs-performance-up-
date/2648388/> accessed 10 March 2023.

	 5.	 S. D. (2021, September 14). “Making More Indians Invest In Stock Market” Versus 
“Making More Indians Rich Enough To Invest In Stock Market.” Swarajyamag. https://
swarajyamag.com/business/making-more-indians-invest-in-stock-market-versus-mak-
ing-more-indians-rich-enough-to-invest-in-stock-market.
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II.  OVERVIEW OF GLOBAL MARKET CONDITIONS

In the USA, fractional share offering began in 1999 with the November 
debut of Buy and Hold, which is long gone there were a few sporadic 
offerings of fractional shares. Investors had the option of purchasing 
shares in small dollar quantities for a subscription of $1–3 per month. 
The website urged users to make consistent monthly purchases so they 
might gradually accumulate a nest egg. A few no-fee brokers existed in 
1999but they were short-lived.6It once again gained momentum when, 
in November 2019, the option to trade fractional shares of American 
companies listed on the NYSE, AMEX, NASDAQ, ARCA, or BATS as 
well as OTC Pink U.S. penny stocks with an average daily volume over 
$10 million and a market valuation over $400 million was introduced 
by Interactive Brokers. With the help of many automated trading pro-
grammes and four major brokers, fractional shares could now be traded 
in real time.7 However, when it comes to the launch of fractional shares 
by financial institutions, M1 Finance was the first to do so in 2017.8

According to a representative for Social Finance, a digital finance 
firm based in the United States, better known as SoFi, fractional trades 
account for 35% of all stock purchases, with the top five most popular 
companies being Amazon, Tesla, Apple, Walt Disney Co., and Microsoft. 
As per the firm’s database, total trading increased 344 percent and the 
number of brokerage accounts increased 176 percent in the first half of 
2020. More than half of the platform’s first-time users make fractional 
shares their initial trade.9

In Australia, fractional shareholding has been legalised and regulated. 
A custodian with an Australian Financial Services Licence (‘AFSL’)10 or 
an equivalent, who holds the fractionalized assets on behalf of numerous 

	 6.	 Comparing Fractional Trading Offerings. (2020, December 4). Investopedia. https://www.
investopedia.com/comparing-fractional-trading-offerings-at-online-brokers-4847173 .

	 7.	 Ibid.
	 8.	 Monchau, C. (2021, March 26). Thanks to Fractional Shares, Trading Is Accessible to 

Everyone. Entrepreneur. https://www.entrepreneur.com/money-finance/thanks-to-frac-
tional-shares-trading-is-accessible-to/367129 .

	 9.	 Heath, T. (2020, July 10). Shares by the slice: Fractional investing sparks a stock mar-
ket stampede. Washington Post. https://www.washingtonpost.com/business/2020/07/10/
shares-by-slice-fractional-investing-sparks-stock-market-stampede/ .

	10.	 Australian GovernmentAustralian Government Australian Securities and Investments 
Commission. (n.d.). What is an AFS licence? https://asic.gov.au/for-finance-professionals/
afs-licensees/do-you-need-an-afs-licence/what-is-an-afs-licence/ .
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“small unsophisticated” investors, serves as an intermediary in the legal 
system. It applies to the majority of fractional shares and fractionalized 
assets via a managed investment plan (‘MIS’)11 or a similar framework, 
“inexperienced”, “amateur investors”, etcetera. There is a possibility that 
the MIS or a comparable business could go bankrupt; this entails greater 
risks for investors than what ordinary shares or asset ownership may 
bring forth. Also, the fractional shares available often do not have voting 
rights attached, though certain contracts with the custodians may give 
investors the chance to express a preference for how the custodian should 
vote, and such preference may be either binding or non-binding on the 
custodian.12

Australia also has one more platform which has taken fractional share 
investing to new heights with its policies and programs. This platform 
called Sharesies is owned by the New Zealand registered company, 
Sharesies Nominee Ltd., and any investment made in the same would 
be owned by the registered company too. The financial worth and other 
advantages associated with the investor’s shares are still theirs to keep. 
This platform allows investors to invest amounts as low as 1 cent and 
encourages investors to be long term investors instead of promoting day-
to-day trading as per the latest influencers.13 When it comes to Australia’s 
retail investor’s demographic, data from the ASX combined reveals that 
723,000 Australians have started investing since the year 2020 began, 
with 83,000 of them doing so just in three months. Also, a lot of these 
new retail investors have the characteristic of being young. By 2020, 
the Australian Stock Exchange (ASX) predicted that 18 to 24 year olds 
would account for at least 10% of the Australian stock market.14

	11.	 Managed investment schemes. (n.d.). https://asic.gov.au/regulatory-resources/man-
aged-funds/managed-investment-schemes/ .

	12.	 Baker, N. (2022, May 16). Fractional shares and fractional investing: get-
ting a slice of the action. HWL Ebsworth Lawyers. https://hwlebsworth.com.au/
fractional-shares-and-fractional-investing-getting-a-slice-of-the-action/.

	13.	 An individual who provides information and guidance to investors on financial matters, 
typically on stock market trading, individual investments like mutual funds, and insur-
ance, largely on various social media platforms, is known as a financial influencer or 
“FinFluencer.” See also, Sridharan, S. (2022, December 8). FinFluencers: What code of 
conduct should we have? ORF. https://www.orfonline.org/research/finfluencers/#:~:tex-
t=A%20financial%20influencer%20or%20’FinFluencer,on%20various%20social%20
media%20platforms .

	14.	 Roberts, B. (2021, July 15). Micro-Investing App Sharesies Has Launched In Australia. 
Canstar. https://www.canstar.com.au/investor-hub/sharesies-australia/ .
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Dr. Tracey West, a financial specialist at Griffith University, has 
observed that fractional share investments have the same potential risks 
and rewards as other shareholdings, regardless of size. For instance, a 
share’s price could increase or decrease and it might or might not pay 
a dividend. It is accessible because only a modest amount is required to 
contribute, but the platform will recover costs by charging fees, receiving 
sponsorships, running advertisements, and selling data. Regardless of the 
investment platform an investor chooses, it’s critical to review the fees 
and charges and read the fine print, so that an investor does not spend 
bulk of their money on the extra fee and charges which has to be given 
each time a stock is traded.15

III.  CURRENT MARKET SCENARIO IN INDIA

In India, a number of brokerage firms have started offering fractional 
share investing through their platforms. The recommendation on frac-
tional shares will allow retail shareholders to trade in shares that were 
previously out of their reach, given the recent rise in retail shareholder 
engagement in the public markets as prognosticated by Anand Lakra, 
Partner at a leading Indian law firm, J Sagar Associates.

A growing number of ways to own fractional shares are entering the 
regime,thereby showing significant growth from the erstwhile extremely 
restricted mechanisms in effect just two decades back. One of the most 
famous methods is splits or reverse splits of stocks. Here, when a firm 
splits its stock, it increases its share count by distributing extra shares 
to owners. For instance, in a 3:2 stock-split, an investor would get three 
shares for every two that he already owns. Another equally popular model 
is Dividend Reinvestment Plan (‘DRIP’).16With a DRIP, new shares are 
automatically purchased with dividends received from a firm or fund. 
Investors may end up having fractional equity as a result of this. Mergers 
and Acquisitions also lead to the formation of fractional shares. The 

	15.	 Lund, L. (2022, April 5). Fractional Share Investing: What you need to know. canstar.
au. Retrieved March 8, 2023, from https://www.canstar.com.au/online-trading/fraction-
al-shares/ .

	16.	 Corporate Finance Institute. (2023, January 6). Dividend Reinvestment Plan (DRIP). 
Corporate Finance Institute. https://corporatefinanceinstitute.com/resources/account-
ing/dividend-reinvestment-plan-drip/#:~:text=A%20dividend%20reinvestment%20
plan%20(DRIP%20or%20DRP)%20is%20a%20plan,on%20the%20dividend%20
payment%20date.
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stock of a company may be exchanged for new shares when it merges or 
is acquired. They typically blend stocks from many firms using a ratio.17

Online trading and brokerage sites prevalent in the United States like 
Robinhood, Charles Schwab, and E-Trade have witnessed a sharp rise 
in new accounts for the previous few years.18 Many people relate this to 
the COVID-19 pandemic and the fact that many young investors were 
stranded at home without access to other types of entertainment. From 
March 2020 (7.2 million accounts) to July 2021, the number of financed 
accounts climbed by 151%, i.e., 18 million accounts for Robinhood.19 A 
similar situation has been witnessed in India where, according to a State 
Bank of India (SBI) survey, a staggering 142 lakhs new individual inves-
tors entered the stock markets during the pandemic-hit financial year of 
2020–21, demonstrating growing interest in retail involvement.20 This 
makes it that the investing population of India, most of which is retail 
investors who are non-professional investors who buy and sellsecurities 
or funds that comprise a variety of assets, such as mutual funds and 
exchange traded funds.21Retail investor engagement in the stock market 
has grown dramatically after the market meltdown in March, 2020. To 
elucidate, there were 4.09 crores dematerialized accounts in India as of 
March, 2020.

Zerodha, along with a start-up, in furtheranceofits efforts to estab-
lish a regulatory mechanism to permit fractional trading of shares in 
India,submitted an application to the Securities and Exchange Board 
of India (‘SEBI’) under the SEBI Regulatory Sandbox; however, the 

	17.	 Marquit, M. (2022, December 5). How Do Fractional Shares Work? Forbes Advisor. 
https://www.forbes.com/advisor/investing/fractional-shares/ .

	18.	 See Mark Reeth, The Future of Retail Investing Is Now, U.S. NEWS (June 17, 
2020), https://money.usnews.com/investing/stockmarketnewsarticles/the-future-
of-retail-investing-is-now;Joey Kender, How Tesla (TSLA) Took Advantage of the 
Retail Investing Boom, TESLARATI (Aug. 31, 2020), https://www.teslarati.com/
tesla-tsla-advantage-retail-investing-boom/.

	19.	 See Maggie Fitzgerald, Robinhood Has 18 Million Accounts with $80 Billion in Assets 
After Rapid Growth, IPO Filing Shows, CNBC (July 2, 2021), https://www.cnbc.
com/2021/07/01/robinhood-has-18-million-accounts-managing-80-billion-after-rapid-
oneyear-growth-ipo-filing-shows.html.

	20.	 Bhattacharya, P. (2021, June 24). Why 142 lakh new investors joined stock market in 
Covid times. The Times of India. https://timesofindia.indiatimes.com/india/why-142-
lakh-new-investors-joined-stock-market-in-covid-times/articleshow/83801334.cms.

	21.	 Retail Investor: Definition, What They Do, and Market Impact. (2021, February 17). 
Investopedia. https://www.investopedia.com/terms/r/retailinvestor.asp .
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application was denied.22 Clauses 25.1 and 25.3 of the SEBI Master 
Circular for Stockbrokers, which govern how client funds and securities 
are handled by intermediaries, were the subject of the request filed under 
the Sandbox.23

Dematerialized accounts have been increasing continuously since the 
past few years, reaching 10 crore in August 2022. Retail investors cur-
rently make up 52% of the market’s daily transactions, while Domestic 
Institutional Investors and Foreign Institutional Investors account for 
29% and 19%, respectively.24 Hence, it is crucial that even though FSI 
has not yet been legalised in India, people have an idea about the bene-
fits they can accrue from it, and the consequences of FSI in the current 
Indian financial market if it does get legalised in the future.

A.	 Pointers for FSI

These are some of the factors which have to be kept in mind by any 
investor before deciding to invest in Fractional Shares even if/once it is 
legalised:

	 1.	 Commission and fees: Before investing, it is important to con-
sider the fees and commissions charged by the brokerage firm. 
Some brokerage firms may charge a higher fee for fractional 
share purchases, and therefore it is important to compare the 
fees and commissions of different firms.

	 2.	 Investment options: Not all stocks are available for fractional 
share purchases, so it is important to check which stocks are 
available for investment. Further, other investment options 

	22.	 “Regulatory Sandbox” has been defined by SEBI as “a live testing environment where 
new products, processes, services and business models can be deployed, on a limited set 
of eligible customers, for a specified period of time, with certain relaxations in the extant 
SEBI regulations and guidelines.” Thisinitiave was brought forth to make it easier to test 
cutting-edge hybrid financial products and services that fall within the regulatory pur-
view of multiple financial sector regulators.

	23.	 Mukherjee, S. (2022, March 24). Is fractional share investing possible in India? –. 
Z-Connect by Zerodha. https://zerodha.com/z-connect/rainmatter/is-fractional-share- 
investing-possible-in-india.

	24.	 Vijayakumar, V. K. (2022, November 19). Newbie retail investors flocking to the stock 
market: Who will gain & who will lose? The Economic Times. https://economictimes.
indiatimes.com/markets/stocks/news/newbie-retail-investors-flocking-to-the-stockmar-
ket-who-will-gain-who-will-lose/articleshow/95621821.cms .
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available, such as a regular brokerage account or a tax-advan-
taged account like a retirement account ought to be considered.

	 3.	 Market knowledge: It is important to have a good understand-
ing of the stock market and the companies you are interested in 
investing in. Consider conducting thorough research and seek-
ing advice from financial professionals.

	 4.	 Diversification: Fractional share investing can help you diversify 
your investment portfolio by allowing you to invest in a variety 
of stocks, even if you have limited funds.

It is important to remember that investing in fractional shares, like any 
investment, carries risk. It is crucial for an investor to analyse investment 
goals, risk tolerance, and personal financial situation before making any 
investment decisions. In India, there are several consequences associated 
with fractional share investing, including:

IV.  PROS AND CONS OF FSI IF IMPLEMENTED IN INDIA

Here are some of the potential consequences of this type of investing:

A.	 Advantages

	 1.	 Accessibility: Fractional share investing allows individuals to 
invest in high-priced stocks that they might not have been able 
to purchase in full. This makes investing in stocks more accessi-
ble to a wider range of individuals.

	 2.	 Diversification: With fractional share investing, investors can 
spread their money across a range of stocks, reducing the risk of 
their portfolio being too heavily invested in one particular stock.

	 3.	 Affordability: By investing in fractional shares, individuals can 
start investing with a smaller amount of money, making it more 
affordable for them to start building their portfolio.

B.	 Disadvantages

	 1.	 Liquidity: Fractional shares may not be as liquid as full shares. 
This means that it may take longer to sell fractional shares or the 
selling price may be lower than expected.
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	 2.	 Cost: Fractional shares may come with higher fees and charges 
compared to full shares, which can eat into any profits made.

	 3.	 Limited ownership: As the name suggests, fractional shares rep-
resent a fraction of the ownership of a stock. This means that 
investors may not have the same level of control or influence 
over the company as they would if they owned full shares.

	 4.	 Dividend Payouts: Fractional shareholders may not receive the 
same dividend payouts as full shareholders, as dividend amounts 
are often based on the number of shares held.

	 5.	 Brokerage Fees: Fractional share investing often requires the use 
of a brokerage, which can result in higher fees compared to tra-
ditional stock investing.

	 6.	 Record-keeping: Fractional shares can be more difficult to keep 
track of, as they often require additional documentation and 
record-keeping compared to full shares.

Overall, the consequences of fractional share investing in India will 
depend on the individual investor’s specific needs and goals. It is impor-
tant for individuals to carefully consider the advantages and disadvan-
tages before investing in fractional shares.

India currently has a little over 100 million demat accounts,25 which 
represents a small proportion of the country’s more than 1.4 billion 
people. In addition, the current estimate of 100 million demat accounts 
in India does not necessarily reflect the total number of Indians who 
invest in the stock market because a single person may hold many demat 
accounts with various broking firms.26

As for stocks and shares, Indian authorities may consider the idea of 
“fractional shares” in the future given its gathering momentum and also 
a uniform demat account for all asset classes. Real-time settlement would 

	25.	 Any stockbroker can open a dematerialized account, also known as a demat account, 
which is needed to keep shares in an electronic format in India. See also Wikipedia con-
tributors. (2023, February 22). Demat account. Wikipedia. https://en.wikipedia.org/wiki/
Demat_account.

	26.	 Rukhaiyar, A. (2023, February 5). India’s stock market is a global leader already, 
but much needs to be done to improve its equity investment culture. Business Today. 
https://www.businesstoday.in/magazine/markets/story/indias-stock-market-is-a-glob-
al-leader-already-but-much-needs-to-be-done-to-improve-its-equity-investment-cul-
ture-369011-2023-02-05 .
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also bring in cost savings and lower margins. Additionally, fractional 
shares would increase liquidity and depth, which would boost retail par-
ticipation and strengthen the equity culture, helping investors diversify 
their portfolios at lower investment levels. Every person would have a 
single account that would be used for all assets under a consolidated 
demat account.

Interestingly, the share market of India receives the most attention 
when talking about capital markets because it directly affects the typical 
retail investor in the nation. However,the debt market is also a sizable 
market, particularly in terms of product spread, even though it hasn’t 
really taken off in India from a retail standpoint. However, the debt mar-
ket is not very vibrant. It is one thing that has the potential to change 
drastically. Also, a deeper options market is necessary to hedge long-
dated options because options-trading is a useful tool for controlling 
exposure and risk in a portfolio. Long-term investors may find the avail-
ability of longer-dated options contracts to be very advantageous and 
platforms like Sharesies in New Zealand and Australia promote longer-
dated options to their investors which will be beneficial for Indian retail 
investors as well.

Hence, FSI although is very beneficial for investors if used in the right 
manner, it’s also extremely imperative that investors make informed 
decisions before putting their hard-earned money in such schemes which 
have the potential to go awry too.

V.  RECOMMENDATIONS ON FSI PARADIGM IN INDIA

The tendency is purportedly prompted by the so-called “democratisation 
movement”, which is fuelled by the pandemic lockdowns and prompted 
by the business of conducting trades becoming more efficient and less 
costly, with several platforms now offering such services.27 In India, FSI 
is particularly useful for long-term investment goals. As the Indian stock 
market has shown steady growth over the years, investors who take a 
long-term view of their investments are likely to reap significant ben-
efits from this as the arrangement inculcates for a more strategic and 

	27.	 ‘Fractional shares expose Wall Street greed’ (Australian Financial Review) <www.afr.
com/markets/equity-markets/fractional-shares-expose-wall-street-greed-20200814-
p55lm1> accessed 10 March 2023.



Fractional Share Investing

67

measured approach to investment, which is essential for long-term finan-
cial planning. This also reduces risk and increases the potential for long-
term growth from investors’ point of view.

Educating investors on how this form of investing works is a necessary 
step towards the success of this regime. Social media, educational con-
tent, and advertising efforts that target potential investors can all help 
with this. The role that brokerages and investment platforms may play in 
educating their clients about fractional share investing is essential. More 
investors will be able to benefit from fractional share investing and diver-
sify their portfolios as awareness is diversified.28 Currently, fractional 
share investing is limited to a few popular stocks, but expanding this to 
include other asset classes like mutual funds and exchange-traded funds 
(ETFs) would make it more accessible to a wider range of investors.29

Brokerages must lower the costs involved in purchasing fractional 
shares in order to increase the attraction of fractional share investment. 
This would lower the entrance barrier for people who might not have 
been able to afford a whole share by making it more reasonable for inves-
tors to buy smaller sections of pricey companies. Further, lower costs 
would encourage investors to diversify their portfolios even more by pur-
chasing a wider variety of equities.30 As FSI is a newer concept in the 
Indian market, the lack of regulatory frameworks can make investors 
hesitant to participate in fractional share investing, as they may be con-
cerned about the security of their investments and whether the market is 
operating fairly.31To improve investor confidence, the government should 
establish clear regulations that protect investors and ensure fair trading 
practices. This would help to prevent fraudulent activities and promote 
transparency in the market.

One possible way to achieve this could be through the Securities and 
Exchange Board of India (SEBI), the regulatory body responsible for 

	28.	 ‘Is this the era of the retail investor?’ (The Economic Times) <https://economictimes.
indiatimes.com/markets/stocks/news/is-this-the-era-of-the-retail-investor/article-
show/87236474.cms?from=mdr> accessed 10 March 2023.

	29.	 Miranda Marquit, ‘How Do Fractional Shares Work?’ (Forbes Advisor, 5 December 
2022) <www.forbes.com/advisor/investing/fractional-shares/> accessed 10 March 2023.

	30.	 ‘Analysing the Recommendation for Issuance of Fractional Shares in India | SCC Blog’ 
(SCC Blog) <www.scconline.com/blog/post/2023/01/25/analysing-the-recommenda-
tion-for-issuance-of-fractional-shares-in-india/> accessed 10 March 2023.

	31.	 Ibid.
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overseeing India’s securities markets. SEBI could work to create guide-
lines for brokers and investment platforms that offer fractional share 
investing, such as requiring transparency around fees and charges, ensur-
ing that clients’ funds are segregated from the broker’s own funds, and 
enforcing fair trading practices. By establishing such regulations, inves-
tors would be more likely to trust the market and participate in fractional 
share investing, leading to greater market activity and growth. In addi-
tion to improving investor confidence, clear regulations for fractional 
share investing could also help to prevent fraud and other illegal activi-
ties. With clear rules in place, brokers and investment platforms would 
be less likely to engage in unethical behaviour, and investors would have 
recourse if they did encounter any fraudulent activities.

It is important to choose a reliable platform that provides fractional 
share investing facilities and has a good track record. Investors must also 
be aware of the fees associated with fractional share investing, as these 
can vary depending on the platform used. The fees for buying and sell-
ing fractional shares can vary significantly depending upon the platform 
used. Some platforms charge a fixed fee per trade, while others charge a 
percentage of the total investment. An investor needs to be wary of such 
factors and compare the fees charged by different platforms to ensure 
they are getting the best value for the money.

It is essential to consider the platform’s user interface and features. A 
user-friendly platform with useful features such as investment tracking, 
alerts, and analysis tools can make investing in fractional shares easier 
and more enjoyable for the general and emerging populace in India. The 
company needs to ascertain that these values are incorporated on the 
platforms they are trading in. By implementing these recommendations, 
the companies will be in a position to attract and retain investors in the 
highly competitive Indian stock market. The class of potential risks need 
to be minimized from both ends to reap the potential benefits that FSI as 
to offer to both parties in the stock trade.

VI.  CONCLUSION

FSI is an innovative investment option that has gained popularity in 
India in recent years due to the fintech-mediated trend of fractionali-
zation of assets. These market prospects have developed as a result of 
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global fintech trends facilitated by software breakthroughs, and more 
of the same may be expected, particularly with the growth of metaverse 
investments, which involves digitisation (and hence fractional asset own-
ership) of most asset classes, as well as widespread use of block chain-
based technology. It has opened up new investment opportunities for 
retail investors who were previously unable to access these stocks due to 
high prices. Moreover, the ease and convenience of investing in fractional 
shares have attracted many new investors to the stock market. With the 
advent of technology and the rise of online brokerage firms, this unique 
form of investing has become accessible and affordable to all investors, 
regardless of their financial status. However, as with any investment, it 
is essential to exercise caution and conduct a thorough research before 
investing in fractional shares. Investors should consider their financial 
goals, risk tolerance, and investment strategy before investing in frac-
tional shares. FSI is a promising investment option that offers numerous 
benefits to investors in India. With the right approach and investment 
strategy, fractional share investing can be a valuable addition to any 
investor’s portfolio and allow them to and potentially gain exposure to 
high-value stocks that would otherwise be out of reach.
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Resolving The Quandary of 
Profit Motive in Insider Trading 
Through “Pre-Deposits”: a Law 

and Economics Approach

—Avanish Kar and Aaryan Dhasmana1

ABSTRACT

With the recent judgement of the Supreme Court of India in SEBI 
vs. Abhijit Rajan, there has been an infusion of a “profit motive” 
into the Indian Securities Law regime. The Securities and 
Exchanges Board of India (SEBI) already faces the problem of 
low conviction rates and difficulties in recovery, and as a result of 
Abhijit Rajan, these problems are likely to compound. However, 
on the other hand, the interests of bona fide investors who effect 
trades without any intent to unjustly enrich themselves, need to be 
balanced with the regulator’s concerns for enforcement. Through 
an analysis of the economic theories on insider trading and other 
relevant insights from the discipline of Law and Economics 
this paper argues that “profit motive” ought to be relevant in 
determining liability in an insider trading charge. Subsequently, 
an analytical framework of a proposed regulatory change in the 
form of “pre-deposits” is provided and justified, which would 
allay the concerns of the regulator by making it better off vis-a-
vis the existing regulations, whilst protecting bona fide investors 
in the process.

I.  INTRODUCTION

The Supreme Court’s ruling in the case of SEBI v. Abhijit Rajan2 (Abhijit 
Rajan) has made ‘intent’ a pre-condition to constitute the offence of 

	 1.	 The authors are second-year students at National Academy of Legal Studies and Research 
(NALSAR).

	 2.	 SEBI v. Abhijit Rajan, 2022 SCC OnLine SC 1241.
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insider trading. While obviously having consequences for both the Indian 
capital market regulator, the Securities and Exchange Board of India 
(SEBI) as well as investors, the Court’s decision has brought the ‘while 
in possession of’ vs ‘on the basis of’ debate3 to the fore, inducing one to 
question the very framework of the Indian insider trading regulations. In 
addition to this, another significant point highlighted by this judgement 
is the predicament of individuals that are forced to sell shares owing 
to an urgent need of liquidity. The lack of provisions in the regulations 
to alleviate this problem further cements the need to rethink about the 
insider trading regime.

In light of the given backdrop, the paper will aim to provide an analyt-
ical framework for a novel regulatory scheme in the form of pre-deposits. 
Part II of the paper will analyze the Abhijit Rajan judgement and the 
repercussions that it will have for SEBI. Part III of the paper will then 
analyze various theories from the discipline of Law and Economics and 
will subsequently argue in favor of incorporation of intent as a relevant 
factor in the overall scheme of the regulations. Part IV will then elabo-
rate upon the proposed scheme of pre-deposits and demonstrate why this 
scheme would be a win-win for both the regulator and the investor. Part 
V concludes.

II.  THE ABHIJIT RAJAN CASE – MAKING 
INTENT A PRE-CONDITION

The case of Abhijit Rajan pertained to an appeal being adjudicated 
by the Supreme Court as per the SEBI (Prohibition of Insider Trading) 
Regulations 1992 (as amended in 2002).4 The 2002 amendment5 to the 
regulations shifted the Indian insider trading regulation paradigm from 
a “on the basis of” standard to a “while in possession of” standard. 
Thus, the motive behind the trade, let alone ‘profit-motive’, was not a rel-
evant consideration to be looked at while determining the liability of an 
individual who had traded while in possession of Unpublished Sensitive 
Information (UPSI) prior to Abhijit Rajan. This “while in possession” 
standard is also reflected in the latest SEBI (Prohibition of Insider Trading) 

	 3.	 Karen Schoen, ‘Insider Trading: The “Possession versus Use” Debate’ (1999) 148 
Univ. Pa. Law Rev. 239.

	 4.	 SEBI (Prohibition of Insider Trading) Regulations, 1992.
	 5.	 SEBI (Insider Trading) (Amendment) Regulations, 2002.
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Regulations 20156 (2015 regulations), which, while prohibiting trading 
while in possession of UPSI, allows an insider to justify the trade using 
defenses mentioned under Regulation 4(1) (Regulation 4(1) defenses).7

The particular facts of this case highlight why the Supreme Court 
found it essential to incorporate ‘profit motive’ as a precondition to estab-
lish the offence of insider trading. The Respondent in the casewas the 
Chairman as well as the Managing director of Gammon Infrastructure 
Projects Limited (“GIPL”), which had been awarded a contract by NHAI. 
Simplex Infrastructure Limited (“SIL”) was another company that had 
received a similar contract. Consequently, a shareholders’ agreement was 
signed between GIPL and SIL in order to implement both the contracts. 
GIPL’s board, however, passed a resolution to terminate the contract on 
9 August 2013. The information about this termination was disclosed 
to the stock exchanges on 22 August 2013. As the termination of the 
contract was considered beneficial for GIPL, any rational investor in 
such a situation would have purchased the shares before the informa-
tion regarding the termination of the contracts reached the markets. To 
the contrary, the Respondent sold about 144 lakh shares that he held in 
GIPL on 22 August, 2013, i.e., a week prior to when the stock exchanges 
were informed of the termination.

The Respondent’s ‘irrational’ behavior, however, does not seem so irra-
tional if the ‘intent’ behind the trade is looked at. The Respondent, in the 
present case, was in dire need of liquidity for the purpose of a Corporate 
Debt Restructuring (CDR) package of Gammon India Limited (GIL), 
GIPL’s parent company and was consequently, put in a position where he 
was forced to sell his shares lest GIL file for bankruptcy. This is further 
supported by the fact that entire of the sale proceeds were used for fund-
ing the aforementioned CDR package.

Considering the given facts, the Supreme Court, deviating from the 
principle of strict liability on the mere possession of UPSI, incorporated 
“profit motive” as a “essential” or a “precondition” to establish the 
offence of insider trading. Consequently, the Court acknowledged the 
impugned trade as a “sale devoid of any desire to make unlawful gains” 
and exonerated the respondent.

	 6.	 SEBI (Prohibition of Insider Trading) Regulations, 2015.
	 7.	 SEBI (Prohibition of Insider Trading) Regulations, 2015, Regulation 4(1).
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A.	 Profit motive and the Regulator – Overburdening the 
overburdened

The judgement might be a welcome step for insiders who, due to an 
immediate need for liquidity, are forced to sell their shares, but the rami-
fications for the securities market regulator, i.e., SEBI are totally antithet-
ical. The regulator’s job in an insider trading case is especially onerous 
owing, primarily, to two factors- the evidence available, and the standard 
of proof. As direct evidence is extremely hard to come by in insider trad-
ing cases,8 SEBI is more often than not forced to rely on the “totality of 
the attending facts and circumstances surrounding the allegations”9 to 
prove a violation. The value of this circumstantial evidence has however, 
often been ignored by the courts by setting a non-pragmatic standard of 
evidence, given the evidence generally available in insider trading cases.10 
This is coupled with the high standard of proof which the regulator has 
to establish using the scarce evidence available. Though, the Supreme 
Court has laid down preponderance of probabilities as the standard 
of proof in civil cases like insider trading proceedings,11 the Securities 
Appellate Tribunal has often applied a ‘sliding scale’ standard in which 
the ‘higher must be the preponderance of probabilities to establish the 
wrong’ given the serious nature of insider trading.12 The SAT has also 
applied the ‘inherent probabilities’ theory which deems trades by certain 
individuals such as executive chairmen of companies as highly improba-
ble given the risk to their reputation.13 Thus, the securities market regu-
lator is already in an abysmally bad position with respect to the standard 
of evidence as well as proof to establish a violation of the insider trading 
regulations. This is clearly reflected in SEBI’s poor conviction rate14 for 
insider trading indicating either poor enforcement or detection of plethora 

	 8.	 Rajat Sethi, Misha Chandna and Aditi Agarwal, ‘Insider Trading: Circumstantial 
Evidence is Evidence Enough?’(2002) 32.1 NLSI Rev 205.

	 9.	 SEBI v. Kishore R. Ajmera, (2016) 6 SCC 368.
	10.	 Harsh N. Dudhe and Pranay Bhardwaj, ‘Evaluating the Standard of Evidence Used in 

Insider Trading Cases’ (SCCOnline Blog 3 January 2023) <https://www.scconline.com/
blog/post/2023/01/03/evaluating-the-standard-of-evidence-used-in-insider-trading-cas-
es/#fn8> accessed 5 March 2023.

	11.	 SEBI v. Kishore R. Ajmera, (2016) 6 SCC 368.
	12.	 Dilip S Pendse, In re (Unfair Trade Practice), 2014 SCC OnLine SEBI 150.
	13.	 Manoj Gaur v. Securities and Exchange Board of India, 2012 SCC OnLine SAT 176.
	14.	 Pratyush Mohanty, ‘Insider Trading in India – Deficiency from Prosecution to Conviction’ 

(TaxGuru 16 June 2021) <https://taxguru.in/sebi/insider-trading-india-deficiency-prose-
cution-conviction.html> accessed 5 March 2023.
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of ‘false positives.’ Adding another precondition to prove the same offense 
just worsens SEBI’s situation. Establishing intent or profit motive makes 
SEBI’s task especially harder as this would require the market regulator 
to “get into the mind of the insider” to determine whether he acted upon 
the information or not.15

III.  THE RELEVANCE OF INTENT VIS-À-
VIS THE POSSESSION STANDARD

A.	 The possession standard and arguments against the relevance of 
intent

The possession standard adopted by the Indian insider trading regime 
post-2002 is based on the ‘parity of information’ theory which prohibits 
insider trading based on the harm it causes to investor confidence and, 
as a consequence, to the entire market.16 This theory begins with a pre-
sumption that investors suppose capital markets to be abodes of informa-
tional equality.17 This parity is disturbed by the presence of individuals 
possessing UPSI which consequently disincentivizes investors from par-
ticipating in the capital market with “informational asymmetries” and 
thus, reducing the total volumes of trades in the market. The disregard 
for intent in this model fits into the notion that investors trade on the 
basis of their perception of the markets and other actors and investors 
perceive trades by an individual possessing UPSI to have been influenced 
by that information to a certain extent.18 Thus, the regulator aims to 
increase investor confidence by prohibiting trades done by individuals 
‘while in possession of’ the UPSI without giving any regard to the moti-
vation behind the trade.

The undesirability of information asymmetries in the capital markets 
can be further explained through George Akerlof’s model presented in 
his seminal paper, The Market for Lemons: Quality Uncertainty and the 

	15.	 Karen Schoen,’ Insider Trading: The “Possession versus Use” Debate’ (1999) 148 
Univ. Pa. Law Rev. 239.

	16.	 Ana Taleska, ‘European Insider Trading Theory Revisited: The Limits of the Parity-of-
Information Theory and the Application of the Property Rights in Information Theory to 
Activist Investment Strategies’ (2020)17(5) European Company and Financial Law Rev. 
558.

	17.	 Armaan Patkar, Insider Trading: Law & Practice, (EBC, 2019) 147.
	18.	 Karen Schoen,’ Insider Trading: The “Possession versus Use” Debate’ (1999) 148 

Univ. Pa. Law Rev. 239.
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Market Mechanism.19 According to Akerlof, information asymmetry 
between the buyer and the seller leads to adverse selection, i.e., where 
bad-quality products drive away good quality products. This can be par-
ticularly applied in cases in which the insider is a connected person,20 i.e., 
a person who possesses UPSI owing to his connection with the company, 
such as a director or an employee. These connected persons, by the virtue 
of the UPSI, are able to predict drops in stock prices and consequently 
able to make profits by short selling the share. This brings in the possi-
bility of turning a normal stock dip into a crash, even allowing the com-
pany to go bankrupt in case a large number of such individuals decide to 
short the share of such company together. Stocks in which such insider 
trading is happening (‘lemons’ according to the nomenclature used by 
Akerlof) raise the risk of the overall market and as potential investors 
do not know whether any company’s stock is lemon or not owing to 
another degree of market asymmetry, they will demand a higher return 
to compensate them for the perceived higher risk being borne by them. 
This increases the cost of capital from the perspective of a company that 
is offering its shares. However, as a rational investor will invest in the 
securities only if the cost of capital is outweighed by the expected rate 
of return, the increase cost of capital will reduce the overall investments 
in an economy. This decreases the viability of the securities market as 
a means to raise capital and consequently, many non-lemon firms will 
withdraw from the market, increasing the percentage presence of lemons 
in the market, starting a feedback loop. Thus, the presence of trades by 
connected person in a market, irrespective of whether they are trading 
‘on the basis of’ the UPSI or not leads to a perception of higher risk by 
investors leading to a feedback loop which causes both the investors and 
the firms to be disincentivised from participating in the capital markets.

Furthermore, penalising the insider for trading while possessing the 
UPSI can be justified using one of the normative conclusions drawn from 
the famous Coase theorem.21 As transaction costs cannot be avoided in 
a real-life scenario, liability is generally assigned to the person who is 
the ‘least cost avoider’, i.e., the person who will incur the least cost to 

	19.	 George A. Akerlof, 1970. “The Market for “Lemons”: Quality Uncertainty and the 
Market Mechanism,” Q. J. Econ., Oxford University Press, vol. 84(3), pages 488-500.

	20.	 SEBI (Prohibition of Insider Trading) Regulations, 2015, Regulation 3.
	21.	 Ronald Coase, ‘The Problem of Social Cost’, (1996) 71 U Chi L Rev. 809.
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avoid the externality or the harm.22 As the harm to the individual by not 
exercising his right of alienation of his shares while in possession of the 
UPSI is more often than not substantially less than the externality for the 
market, i.e., the reduced volume of trade, it is the individual who is the 
‘least-cost avoider’ and consequently, penalised for the trade.

B.	 Incorporation of intent – taking all the actors into account

However, extrapolating this assumption to every case in which an indi-
vidual trades while in possession of UPSI is undesirable, as it is difficult 
to predict the most valued use of a resource. There can be cases, such 
as Abhijit Rajan, in which the connected person is in urgent need of 
money and forced into the selling his shares owing to the same. The harm 
caused to the connected person by not selling the shares in such cases 
would skyrocket. Though it cannot be pragmatically concluded whether 
the harm caused to the person in such a case outweighs the harm caused 
to the market, putting a blanket ban on all trades done while in posses-
sion of UPSI on the basis of the aforementioned models would go against 
the SEBI’s own policy of protecting genuine transactions from the insider 
trading rules.23 The undesirability of such a blanket ban has been recog-
nized by the N.K. Sodhi committee24 which helped in formulation of the 
2015 insider trading regulations. The committee proposed the incorpora-
tion of intent-based defences to charges of insider trading, the application 
of which has been accepted by SEBI on a case-to-case basis, making them 
a mixed question of fact and law.

Furthermore, there have been cases other than Abhijit Rajan, in which 
the sale of shares was done to address an urgent need for liquidity. One 
such case is Rajeev Sheth v. SEBI25 (Rajeev Sheth) wherein the appellant, 
the Chairman of Tara Jewels Ltd., had sold his shares while possessing the 
UPSI, in order to meet its working capital requirements and to repay the 
company’s creditors in the midst of severe strain on the business owing 
to several difficulties in the global jewellery market. The SAT, while tak-
ing into account the facts of the case and the proposal of intent-based 

	22.	Paul Rosenzweig, ‘Cybersecurity and the Least Cost Avoider’ <https://www.lawfareblog.
com/cybersecurity-and-least-cost-avoider> accessed 5 March 2023

	23.	 Armaan Patkar, Insider Trading: Law & Practice, (EBC, 2019) 316.
	24.	 Report of the High Level Committee to Review the SEBI (Prohibition of Insider Trading 

Regulations, 1992, <https://www.sebi.gov.in/sebi_data/attachdocs/1386758945803.pdf>.
	25.	 Rajeev Vasant Sheth v. SEBI, 2021 SCC OnLine SAT 2156.
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defences, essentially recognised emergency as a defence, similar to “dis-
tress sale” in Abhijit Rajan. This is also similar to the case of Rajiv B. 
Gandhi v. SEBI26 (Rajiv B. Gandhi), in which the Tribunal had accepted 
the urgent need to raise funds owing to an emergency such as a marriage 
or a surgery as a valid defence to the charge of insider trading.

Though both of these cases were adjudicated on the basis of different 
versions of the insider trading regulations, with Rajiv B. Gandhi being 
adjudicated as per the pre-2002 ‘on the basis of’’ standard and the Rajeev 
Sheth being adjudicated as per the “while in possession” standard of the 
2015 regulations, both these cases, in addition to the Abhijit Rajan case 
highlight the presence of situations in which a connected person trades 
owing to an urgent need for liquidity as well as the judicial acknowledge-
ment of the same. The need to distinguish such cases from the general 
cases where the insider is presumed to be the ‘least cost avoider’ has 
already been elaborated upon above.

The existing insider trading regulations, however, do not address 
the concerns of such connected persons. The 2015 regulations, while 
acknowledging the fact that connected people might be in perpetual pos-
session of UPSI, allows them to trade in securities on the basis of pre-for-
mulated trading plan approved by the compliance officer.27 The reason 
why such a trading plan cannot address the present concerns is the fact 
that it is to be presented 6 months prior to execution of the trade by the 
connected person and any deviation from the trading plan would subject 
the proceeds of the sale to impounding and the connected person to dis-
gorgement28 as well as penalties29 after adjudication. Thus, it is obvious 
why this defence cannot useful to protect trades done in furtherance of 
exigencies.

The other route that can be opted by an insider is to trade in the securi-
ties and later on justify his actions by taking the defence of “emergency” 
at the adjudication stage which had been incorporated as a defence under 
Regulation 4(1) by the Rajeev Sheth case. The problem with such a post 
hoc justification, however, similar to the problem with the defence of 
trading plan, is the fact that such an act is subject to the risk that the 

	26.	 Rajiv B. Gandhi v. SEBI, 2008 84 SCL 192 SAT.
	27.	 SEBI (Prohibition of Insider Trading) Regulations, 2015, Regulation 5.
	28.	 SEBI Act, 1992 (Act o. 15 of 1992), § 11B.
	29.	 SEBI Act, 1992 (Act o. 15 of 1992), § 15G.
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proceeds of the sale might be impounded by SEBI as per Section 11 of 
the SEBI Act, 199230 at the stage of investigation, i.e., prior to adjudi-
cation. If the same happens, then the connected person would not be 
able to satisfy his urgent need for liquidity, vitiating the very purpose of 
the sale and rendering the later justification futile. Thus, in light of the 
aforementioned, it becomes stark that the current scheme of the insider 
trading regulations does not address the concerns of a connected persons 
like Abhjit Rajan and Rajeev Sheth who are in urgent need of liquidity.

IV.  INTRODUCTION OF PRE-DEPOSITS: A MUTUALLY 
AGREEABLE SOLUTION FOR THE REGULATOR 

AND THE INVESTOR POST-ABHIJIT RAJAN

The preceding parts of this paper have so far established that the Indian 
securities market faces the problem of (1) The regulator being worse off 
as a result of Abhijit Rajan (because of the infusion of profit motive in 
insider trading) and (2) connected persons with an urgent need for liquid 
cash suffering from the restrictions on the liquidity of shares owing to 
the provisions allowing impounding of shares prior to the competition 
of investigation. At first glance, the relationship between the regulator’s 
right to regulate the market successfully and the connected person’s right 
to alienate the shares without the threat of impounding may appear to 
be a zero-sum game. However, this paper seeks to demonstrate a possible 
solution in the form of “pre-deposits” that can resolve both the problems 
in a specific context, without leaving neither the regulator nor the con-
nected person worse off.

A.	 The Scheme of Pre-Deposits: Solving Problems Unaddressed by 
Regulation 4(1) Defenses and Trading Plans

The problem caused by the threat of impounding in cases of urgent need 
prior to the final adjudication of guilt or innocence has been highlighted 
in the previous chapter. Thus, there is a need to balance the regulator’s 
concern for the market and the bona fide connected person’s right to 
alienate shares in case of an emergency. Further, due to the temporal 
restriction on the scheme of Trading Plans, bona fide connected persons 
are unable to effectuate trades quickly in times of urgent need of liquidity. 

	30.	 SEBI Act, 1992 (Act o. 15 of 1992), § 11.
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A possible solution to address this problem posed by trading plans would 
then be to reduce the cool-off period between the submission of the trad-
ing plan and the actual trade. The problem with this solution becomes 
stark when the foundation underlying the defense is looked into. Trading 
plan is an information asymmetry-based defense with the purpose of the 
specific 6 months cool-off period between the presentation of the trading 
plan and the actual trade is the fact that the UPSI becomes available to 
the general public after the 6-month period.31 Reducing the period of this 
would mean allowing the connected person to trade prior to the dissemi-
nation of the UPSI to the public, thus, militating against the very purpose 
of the defense.

The scheme being proposed in this paper is that of “Pre-Deposits”, 
which would be a mechanism that a “connected person” in need of 
urgent liquidity would use in order to protect himself from the threat 
of impounding prior to adjudication, and the waiting period 6 months. 
While urgent needs have been seen as grounds for condonation from a 
strict application of insider trading regulations by the courts, the crucial 
distinction is that these grounds can be only used at the adjudication 
stage, and not at the investigation stage at which the threat of impound-
ing of the sale proceeds remains ever so imminent.

B.	 Mechanism/Working of Pre-deposits

Connected persons may be allowed to alienate their shares subject to 
the condition that they deposit a portion of the same with the regula-
tor for a defined period. During this period, the regulator can call upon 
the connected person to explain his bona fides and if the explanation is 
satisfactory, the deposit can be refunded. A scheme of this nature can 
serve two general purposes: (1) the right of the owner of the shares to 
alienate them is not unreasonably restricted, as there is a protection from 
impounding and temporal restrictions; (2) concerns of unjust enrichment 
which would hamper the market, are allayed, because whether the reg-
ulator would allow the connected person to enrich himself or not would 
be subject to an explanation of bona fides. More specifically, a connected 
person may be allowed to exercise his right in cases of urgency without 

	31.	 SEBI (Prohibition of Insider Trading) Regulations, 2015, Regulation 5.
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facing the barriers posed by the existing modes of rationalizations of 
trades.

Pre-deposits are therefore to be used in such a way that the amount 
received by the connected person immediately after effecting the trade 
would be after the deduction of the “pre-deposit”, (which would be auto-
matically deducted). In return of this, the connected person would be 
allowed to apply the proceeds with the protection from impounding. This 
would be especially useful in cases of urgency for conversion of shares 
into liquid cash, as was in Abhijit Rajan. However, in order to create a 
deterrent effect that would prevent mala fide connected persons from 
misusing the protection given to pre-depositors, higher penalties would 
be imposed in case, a pre-depositor is unable to sufficiently explain his 
bona fides.

Pre-deposits are therefore to be used in such a way that the amount received by the connected 

person immediately after effecting the trade would be after the deduction of the “pre-

deposit”, (which would be automatically deducted). In return of this, the connected person 

would be allowed to apply the proceeds with the protection from impounding. This would be 

especially useful in cases of urgency for conversion of shares into liquid cash, as was in 

Abhijit Rajan. However, in order to create a deterrent effect that would prevent mala fide 

connected persons from misusing the protection given to pre-depositors, higher penalties 

would be imposed in case, a pre-depositor is unable to sufficiently explain his bona fides.

Are you connected 
person?

YES NO 

Regulation 
4(1)
defence 

• Do not pay 
pre‐deposit 

• Effect trade 
immediatel
y 

• Bear the 
Risk of 

• Effectuate trade 
immediately 

• No pre‐deposit 

Trading plan 

• Do not pay 
pre‐deposit 

• Submit 
trading plan 

• Effectuate 
trade after 
6 months 

Pre-deposit 

• Pay pre‐
deposit 

• Effectuate 
trade 
immediatel
y 

• Get 
protection 
from 

Bona Fide 

• Refund of deposit 

Mala Fide 

• No Refund of 
deposit 

• Disgorgement of 
proceeds 

• Pay higher 
penalties

A tentative scheme to decide the quantum of the pre-deposit is as 
follows:

	 (i)	 If the connected person incurs a profit, a percentage of the profit 
(P%) earned on the price at the time of acquisition of the shares 
may be kept as a deposit.
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	 (ii)	 In the event of a loss making or non-sale transaction such as a cre-
ation of a pledge, a reasonable percentage (R%) of the transaction 
value can be kept as a deposit.

However, it is important to note that the scheme of pre-deposits is to 
be introduced in addition to the existing defences under Regulation 4(1) 
that can be invoked at the adjudication stage, leaving it up to the con-
nected person to choose the one that is most rational to it. A comparative 
table of the different implications of the methods of rationalization on 
the parameters of (1) Payment to regulator upon making the trade, (2) 
Standard of Proof, (3) Time for the trade to effect, (4) Adverse orders is 
shown below.

Method of 
Rationalization of 
trade

Payment to the 
Regulator upon 
effecting the trade

Standard of Proof Time for the 
trade to effect.

Adverse Orders

Invocation of defence 
under Regulation 4(1) 
at the adjudication 
stage

0 Existing Standard Immediate Impounding Pending 
Final Adjudication + 
Penalties
After Final Adjudication

Pre-Deposit
(Proposed)

P%* of 
profit on a 
profitable 
sale OR 
R%* of the 
transaction 
value (in case 
of a loss-
incurring sale 
or a non-sale 
transaction 
such as 
creation of a 
pledge)

Same as in a 
justification 
using a 
defence 
prescribed 
under 
Regulation 
4(1)

Immediate Protection from 
Impounding 
pending Final 
Adjudication, 
but higher 
penalties than 
in the event of 
an unsuccessful 
attempt to 
invoke A 
Regulation 
4(1) defense or 
violation of a 
Trading Plan 
(after Final 
Adjudication)

Trading Plan under 
Regulation 5

0 Lowest (as bona 
fides are presumed 
unless there is a 
deviation from the 
Trading Plan)

After 6 months Impounding Pending 
Final Adjudication if 
deviation from Trading 
Plan + Penalties after 
Final Adjudication
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C.	 An Analysis of Trade-Offs for the Connected Person: When is it 
a Rational Choice to Opt for a Pre-deposit?

There are following possible trade-offs emergent after the introduction of 
the proposed scheme of pre-deposits:

	 (i)	 Trade-offs between a Regulation 4(1) defences and a Pre-Deposit: 
The trade-off is that in the case of a Regulation 4(1) defence, there 
will be no liability to pay any amount to the regulator or exorbitant 
penalties, but shall not be subject to a protection from impounding 
of shares prior to the adjudication. Therefore, as the case is in the 
existing law, the regulator shall have the powers to impound shares 
during the investigation.

		  In the case of a pre-deposit, there shall be a protection from 
impounding of shares prior to the final adjudication of liability 
for insider trading. However, the pre-depositor would risk facing a 
higher penalty if his is found to be guilty. The reason for prescrib-
ing higher fines is based upon Becker’s theory of deterrence, relating 
the benefit of committing a crime with the deterrence (probability 
of getting caught and the fines associated with the crime).32 This 
has been elaborated upon in a subsequent portion of this part.

		  Since a pre-depositor is getting a protection from impounding of 
shares in return of the pre-deposit, keeping the standard of proof 
the same as that in the case of a Regulation 4(1) defence, would be 
justified. This means, that a judge adjudicating a case where there 
has been an allegation of insider trading against a pre-depositor, 
ought not to assume bona fides merely because of a pre-deposit.

	 (ii)	 Trade-offs between a Trading Plan and a Pre-Deposit: In the case of 
a Trading Plan, ordinarily, there will be no need to provide a justifi-
cation ex-post, as there is an ex-ante justification given by the con-
nected person to the regulator which would grant protection from 
both impounding and fines. It is only in cases where there is a devi-
ation from the Trading Plan, that there is a liability.33 Thus, if there 
is a deviation which violates the law, the adverse order would be 
the same as in the case of a Regulation 4(1) defence. However, the 
principal trade-off would be between the negligible time required 

	32.	 Gary Becker, ‘Crime and punishment: An economic approach’, (1986) 76 J Polit Econ 169.
	33.	 SEBI (Prohibition of Insider Trading) Regulations, 2015, Regulation 5(4).
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to effectuate a trade in a pre-deposit, compared to a waiting period 
of 6 months in case of a trading plan.

		  For a pre-depositor, the trade-off would be between the reduced 
time vis a visa trading plan, and the amount of kept as a pre-de-
posit with the regulator. In other words, it would be rational for a 
connected person to opt for a pre-deposit and not a trading plan, if 
he values the reduced time to trade over the quantum of the pre-de-
posit which would otherwise be in his possession if he effected the 
trade after 6 months. Analytically, the trade-off between a pre-de-
posit and a trading plan and a Regulation 4(1) defence and a trading 
plan is the same, with the distinction that the amount that would 
be received by the trader would be to the full extent of the trade in 
case of a Regulation 4(1) defence.

To summarize, it would be a rational choice for a connected person to 
opt for a pre-deposit over the other methods of rationalization when both 
the following conditions are satisfied:

	 (i)	 The connected person values the protection from impounding over 
the amount deposited as a pre-deposit.

	 (ii)	 The connected person values the reduced time to receive the pro-
ceeds of the trade over the amount deposited as a pre-deposit.

D.	 Hypothetical Situation

A hypothetical which finds inspiration from cases adjudicated under the 
Indian securities regime is presented, in order to demonstrate the utility 
of the introduction of Pre-Deposits.

Consider Mr. A who is the head of Human Resources of a listed com-
pany X. Mr. A’s asset portfolio is the following:

	 1.	 Residential Property- 50 Lakhs (with an outstanding home-loan of 
30 Lakhs)

	 2.	 Cash in hand- 5 Lakhs

	 3.	 Shares of Company X (not ESOPs)- 20 Lakhs

Mr. A’s aunt is a senior citizen and is wholly dependent on Mr. A. Mr 
A’s aunt urgently requires a medical procedure which will cost 18 Lakhs, 
and is not covered under any insurance policy. Mr. A has to therefore 
arrange 18 Lakhs in order to attend to this situation. In addition to the 
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5 Lakhs Cash in Hand, Mr. A has to arrange for 13 Lakhs, which can 
be arranged for by either liquidating his residential property, creating a 
mortgage on the property or selling/pledging Shares of Company X. The 
residential property cannot be liquidated in such a short span of time, 
and no bank is willing to offer a loan because of the outstanding loan. 
Thus, the only option that remains is to liquidate/pledge the shares. Mr. 
A is aware that as the Head of Human Resources, he falls under the defi-
nition of “connected person” as per the 2015 Regulations. Anticipating 
that he might be subject to an inquiry in the future, Mr. A opts for the 
Pre-Deposit option, and sells his shares and receives 19 Lakhs and depos-
its 1 Lakh. After making the trade, SEBI detects an unusual pattern in 
scrip, unrelated to Mr. A’s trade and decides to investigate Mr. A. Having 
opted for the Pre-Deposit option, Mr. A gets protection from impound-
ment and can utilize the funds for his aunt’s medical procedure. Mr. A 
then explains his bona fides to SEBI and gets a refund of the Pre-Deposit.

E.	 How is the regulator better off as a result of the introduction of 
Pre-Deposits?

1.	 Pre-Deposits as a self-regulating mechanism

It is argued that the scheme of pre-deposits is a self-regulating mechanism 
that incentivizes only bona fide connected persons to opt for it, thereby 
causing improvements in the efficiency of the insider trading regulation.

In order to demonstrate the same, reliance has been placed on Becker’s 
theory of deterrence.34

B ≥ p.f35

Becker’s economic model of criminal behaviour assumes 
that the decision to commit a crime is the result of a cost-ben-
efit analysis that individuals undertake either consciously 
or subconsciously. Thus, a rational actor would commit a crime only 
if the benefit (B) accruing from the crime is greater than the cost that 
he may incur. It is this cost which creates Deterrence (D), which can be 
expressed as the scalar product of the probability of him getting caught 

	34.	 Gary Becker, ‘Crime and punishment: An economic approach’ (1986) 76 JPolit Econ169.
	35.	 Nuno Garoupa, ‘Optimal Magnitude and Probability of Fines When Courts Dislike 

Punishment’ (2018) 1.1 J. Law Econ. 65.
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(p) and the fines associated (f). It is argued that by increasing penalties in 
the scheme of pre-deposits vis a vis an improper invocation of any of the 
Regulation 4(1) defences, connected persons with mala fide intent would 
almost never opt for the scheme, thereby reducing chances of misuse of 
the scheme, and providing the regulator with a larger benefit of a reduc-
tion in the cases of “false-positives.”

Let us assume the case of a connected person Mr. B with mala fide 
intent.

	 (1)	 The deterrence for Mr. B in justifying an insider trade using a 
Regulation 4(1) defence is D1 and the probability of him getting 
caught is p1 and the fines imposed upon him is f1.

	 (2)	 The deterrence for Mr. B to justify an insider trade using a pre-de-
posit is D2 and the probability of him getting caught is p2 and the 
fines imposed upon him is f2

Thus, applying Becker’s theory of deterrence, the deterrence for Mr. 
B to commit insider trading in the first case is D1=p1.f1-------- (1) and in 
the second case is, D2=p2.f2--------(2)

However, in the case of a pre-deposit, we can assume that the probabil-
ity of Mr. B getting caught would be higher than in the case he plans on 
using a Regulation 4(1) defence. This assumption is reasonable, because, 
in latter case, the regulator does not become automatically cognizant of 
the trade, whereas in the case of a pre-deposit, the connected person vol-
untarily seeks protection from impounding by transferring an amount, 
thereby making the regulator more cognizant of the transaction. The set 
of pre-depositors would be a set with lesser elements than that of con-
nected persons planning to use a Regulation 4(1) defence, thus making it 
easier to identify mala fide trades.

Thus, p2>p1. -------------------------------------------------------------------
------------------------(3)

If as a part of the scheme of pre-deposits, the fines imposed are fixed as 
higher than in the case of an unsuccessful attempt to invoke Regulation 4(1) 
defence, f2>f1------------------------------------------------------------------(4).

Multiplying inequalities (3) and (4), we get,

p2.f2>p1.f1---------------------------------------------------------------------
-------------------------(5).
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Thus, from (1), (2) and (5), we get, D2>D1. 
-------------------------------------------------------(6)

Thus, the deterrence in a pre-deposit is higher than in case of later 
invocation of a Regulation 4(1) defence. Therefore, the benefit that Mr. 
B would get from committing an insider trade would be higher if he 
opts for a Regulation 4(1) defence than a pre-deposit. However, another 
important assumption in this mathematical model is that the benefit that 
would accrue to Mr. B from seeking protection from impounding is less 
than the deterrence in option for a pre-deposit (D2).

Put more simply, if, Mr. B with mala fide intent, seeks to defeat the 
purpose of the scheme of Pre-Deposits, by claiming protection from 
impoundment, SEBI becomes aware that a deposit has been made by 
Mr. B, and looks into the trade. Having the same powers of investiga-
tion, it has in the case with an attempt to invoke Section 4(1) defence, 
minus the power of impoundment, SEBI demonstrates the guilt of Mr. 
B, and imposes a fine greater than what it would have if Mr. B had not 
opted for a pre-deposit. Thus, Mr. B loses both the pre-deposit, and faces 
an additional burden of harsher penalties. Knowing that this a plausible 
consequence of a trade with mala-fide intent, other traders with mala 
fides would avoid using pre-deposits, thereby reducing the misuse of 
pre-deposits.

2.	 Reduction in False Positives

In light of the understanding that a mala fide connected person would 
rationally not opt for a pre-deposit, another benefit will be a reduction of 
false positives. For the purposes of the present analysis, a “false-positive” 
can be defined as a case wherein the SEBI investigates and takes coercive 
action against a trade by a connected person that was bona fide, from the 
beginning. As was established, a pre-deposit scheme is a self-regulating 
mechanism, which prevents the entry of connected persons with mala 
fides. Thus, when the SEBI looks for cases of insider trading, it can effec-
tively look at two distinct categories of connected persons; those who 
have opted for a pre-deposit, and those who have not. While it is pos-
sible to have an exhaustive list of pre-depositors and connected persons 
using Trading Plans, the same is not true for those who opt to choose 
the Regulation 4(1) defence route, as the rationalization is completely 
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ex-post, and happens only when the trade is detected. Therefore, in 
the absence of a pre-deposit, there is no initial filter to segregate bona 
fide and mala fide traders. This will make the search for insider trading 
more specific and methodical. Reducing these false positives will reduce 
administrative costs for the SEBI. Further, as was discussed in the earlier 
parts of this paper, SEBI faces the problem of abysmally low conviction 
rates and difficulty in recovery. By reducing false positives, resources can 
be directed to investigate those cases which are more likely to have evi-
dence of mala fides.

It is, however, important to note that the scheme of pre-deposits 
does not absolutely protect all connected persons from impounding, as 
there may be situations where it would be expedient for the regulator 
to impound a trade, after giving due consideration to the volume of the 
trade and the extent of harms to the market flowing therefrom. The spe-
cific grounds under which a pre-deposit trade can be impounded is not 
within the scope of analysis of the present paper, but their need is never-
theless being recognized.

V.  CONCLUSION

In light of Abhijit Rajan, the need to incorporate the intent behind the 
trade as a relevant factor thus, becomes significant from a law and eco-
nomics approach, in order to address situations involving sale of shares 
by connected persons owing to emergencies.

In furtherance of this incorporation of motive as a prerequisite for 
fixing liability in insider trading cases, a mechanism that filters bona fide 
connected persons from those with mala fide intent, is necessary to bal-
ance the interests of the regulator and the bona fide connected persons. 
The scheme of pre-deposits introduced in this paper solves the problem 
created as a result of Abhijit Rajan by offering an additional method of 
rationalization to the connected person, without making the regulator 
worse off. In fact, the regulator is better off as a scheme of pre-deposits 
as it solves the problem of false positives, allowing the regulator to focus 
on investing and prosecuting those trades where evidence of mala fides is 
more likely to be found.
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The Digital Sail of the Indian Rupee: 
Gauging its Prospects to Reach 

The Other Side of the Shore

—Intisar Aslam and Garima Kiran1

ABSTRACT

Technology has paved the way for innovations and developments 
that were regarded as far-fetched dreams a few decades ago. With 
the advent of technology, the lives of people have become much 
easier. However, a coin always has two sides. In the present 
scenario, technology is seen as a coin with two sides: the obverse 
side, which can be termed as having benefits for the people, and 
the reverse side, which poses the risks associated with it. One of 
the revolutionary changes that the world economy is witnessing 
is the introduction of Digital Currency by several countries to 
convert their economies into cashless economies.

The article’s central argument revolves around not only 
protecting an individual’s privacy when digital currency is prone 
to serious security breaches and subsequent misuse but also 
providing effective remedies in case of any breach. This article 
seeks to scrutinize the concept note on the Central Bank Digital 
Currency (“CBDC”) from two perspectives: (i) technological 
and security considerations, and (ii) legal considerations. The 
article is broadly divided into three parts. The first part deals 
with a two-fold evaluation of the concept note on CBDC. The 
second part deals with the impact of the Digital Personal Data 
Protection Bill, 2022 (“DPDP Bill”) on the floating of the CBDC 
in the Indian economy. The third part assesses the application 
of the ‘Managed Anonymity’ principle outlined in the concept 
note. Based on an examination of the aforementioned points, 
the article makes recommendations, for the smooth and effective 

	 1.	 The authors are second-year students at National University of Study and Research in 
Law, Ranchi.
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roll-out of CBDC as a part of ‘Digital India’ thus, minimizing the 
impact of the trade-off between anonymity and the Anti-Money 
Laundering-Combating the Finance of Terrorism (AML-CFT) 
compliance.

I.  INTRODUCTION

The Bahamas has been the first country to launch its Central Bank 
Digital Currency- Sand Dollar.2 It is no surprise that technology has 
reached even Africa- the most underdeveloped continent in the world.3 
This is evident from the fact that Nigeria became the first African coun-
try to launch its own CBDC.4 Having said that, there are many obstacles 
to fully implementing the floating of Digital Currency in the world- the 
prime obstacle being the threat to an individual’s privacy. Notably, 
African countries will be more prone to such breaches of personal data 
as they lack high-standard infrastructure which is essential for having 
a secured and resilient platform for CBDC.5 The central bank or the 
Reserve Bank of India (“RBI”), has launched its own CBDC and had 
released the “Concept Note” vis-à-vis CBDC in India.6 The plan has 
been broached to boost India’s financial sector on the lines of the present 
popularity of cryptocurrency- an unregulated form of currency in India.

The CBDC is a legal tender in digital form that serves the purpose of 
paper currency. The CBDC elicits its legality through the amendment 
brought in the Reserve Bank of India Act, 19347 (“RBI Act”) by virtue of 
the Finance Act, 2022,8 to amend the definition of “banknote” to include 
banknotes issued in digital form. This amendment, read with Section 
22 of the RBI Act,9 empowers RBI to issue digital bank notes. It shall 
have the same value as that of the fiat currency but will be stored in 

	 2.	 Ian Smith, ‘Central Bank Digital Currencies: Which countries are using, launching or 
piloting CBDCs’ Euronews (09 March 2022).

	 3.	 World Intellectual Property Organization (WIPO), ‘Division for Least-Developed 
Countries’ (WIPO) <Division for Least-Developed Countries (wipo.int)> accessed10 
March 2023.

	 4.	 Editor, ‘Nigeria becomes first African country to launch digital currency’ Arab News(25 
October 2021).

	 5.	 Reserve Bank of India, ‘Concept Note on Central Bank Digital Currency’ (Reserve Bank 
of India,07 October 2022)<Reserve Bank of India - Reports (rbi.org.in)> accessed 10 
March 2023.

	 6.	 Ibid.
	 7.	 Reserve Bank of India Act, 1934.
	 8.	 Finance Act, 2022.
	 9.	 Supra note 7, s 22.
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an electronic wallet, unlike the traditional wallets used by individuals 
to carry their cash with them. The benefits of CBDC includeits poten-
tial to lower the cost of transactions- both cross-border and domestic. It 
will provide a more resilient and robust cashless system or economy and 
increase the banking system’s efficiency. Further, it will also eliminate the 
requirement of the involvement of a third party or any bank and conse-
quently, the occurrence of frequent server failures of banks. The author-
ities have claimed that CBDC shall prove to be a more robust, trusted, 
regulated, and efficient legal tender-based payment option.10 It is also 
probable that it will contribute to a greener environment. This is clear 
from the reduced usage of paper printing, thus, saving the cost of storage 
and distribution of paper currency in India. However, as discussed ear-
lier, CBDC can be a double-edged sword- the prime reason is the threat 
it poses to the privacy of an individual.

II.  THE CONCEPT NOTE: ASSESSING THE 
TECHNO-SECURITY CONSIDERATIONS

The introduction of CBDC may bring about not only financial impli-
cations in the country but also increased hurdles for data protection. A 
general structure for any CBDC to be floated in an economy includes a 
centralized distributed ledger system managed by the central bank of 
the country.11 In the case of Indian CBDC, the RBI has specified that 
the records shall be maintained using a “distributed ledger technology” 
(DLT) like the blockchain.12 As is evident, the RBI shall be storing a large 
amount of financial data of almost all individuals in a centralized system.

The RBI in its Concept Note (Para 7.7.3) has clearly stated that “per-
sonal identifiable information” may be collected which is “necessary” 
and would be used for that purpose.13 Firstly, personally identifiable 

	10.	 T Rabi Sankar, Deputy Governor RBI, ‘Central Bank Digital Currency- Is this the Future 
of Money’ (Speech at the webinar organized by Vidhi Centre for Legal Policy, India, 22 
July 2021) <Reserve Bank of India - Speeches (rbi.org.in)> accessed 10 March 2023.

	11.	 European Data Protection Supervisor, ‘Central Bank Digital Currency’ (European Union) 
<Central Bank Digital Currency | European Data Protection Supervisor (europa.eu)> 
accessed 10 March 2023.

	12.	 Outlook Money Team, ‘RBI To Start CBDC Trial-Run Before Year-End: What It Means 
for Stakeholders’ (Outlook, 13 September 2022) <https://www.outlookindia.com/
business/rbi-to-start-cbdc-trial-run-before-year-end-what-it-means-for-stakeholders-
news-222832> accessed 10 March 2023.

	13.	 Reserve Bank of India, ‘Concept Note on Central Bank Digital Currency’ (Reserve Bank 
of India,07 October 2022) <Reserve Bank of India - Reports (rbi.org.in)> accessed 10 
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information (PII) is defined as “any representation of information that 
permits the identity of an individual to whom the information applies to 
be reasonably inferred by either direct or indirect means.”14 Such a broad 
definition includes within itself any information (Aadhar, Bank Account 
No., Credit-Debit Card Details, Passport) which has even the slightest 
potential to identify the individual.15 Therefore, PII includes financial 
data within itself and hence, sensitive personal data becomes a subset 
of PII. This establishes the fact that the RBI shall be collecting sensi-
tive personal data of the individuals. Further, Rule 3 of the Information 
Technology (Reasonable Security Practices and Procedures and Sensitive 
Personal Data or Information) Rules, 2011 (“SPDI Rules”) defines sen-
sitive personal data that includes financial information such as bank 
account, credit card, debit card or other payment instrument details 
about an individual in India.16 Secondly, the term “necessary” is vague 
and ambiguous and does not insinuate even one circumstance when the 
“personally identifiable data” would be required to be collected. Thus, 
this statement reeks of the possibility of the whimsical collection of data 
by the RBI.

A.	 An Unwelcomed Intruder: Security Risks in Digitization of 
Currency

Para 5.9 of the Concept Note deals with security considerations.17 Broadly, 
it seeks to employ the methods of enhanced risk management, vertical 
segmentation, and cryptography to enhance the standard of protection 
from intruders. Although the pilot roll-out of CBDC has commenced, the 
strategy to be employed in the enhanced risk management framework, to 
obviate such financial data breaches, is unclear.18 It is a fact that to find a 

March 2023.
	14.	 U.S. Department of Labor, ‘Guidance on the Protection of Personal Identifiable 

Information’ (U.S. Government) <Guidance on the Protection of Personal Identifiable 
Information | U.S. Department of Labor (dol.gov)> accessed 10 March 2023.

	15.	 Grant Thornton, ‘India Data Protection Bill 2019’ (Grant Thornton) <India Data 
Protection Bill 2019 (grantthornton.in)> accessed 10 March 2023.

	16.	 Information Technology (ReasonableSecurity Practices and Procedures and Sensitive 
Personal Data or Information) Rules 2011, r 3.

	17.	 Reserve Bank of India, ‘Concept Note on Central Bank Digital Currency’ (Reserve Bank 
of India, 07 October 2022) <Reserve Bank of India - Reports (rbi.org.in)> accessed 10 
March 2023.

	18.	 Ritarshi Banerjee, ‘RBI rolls out CBDC; Industry says time to take blockchain and cryp-
tocurrency seriously’ Financial Express (01 November 2022).
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solution to a problem, identification of the problem is the first step. Since 
the RBI has rolled out CBDC, it must specify the framework for risk 
management at the earliest.19 Further, testing of quantum resistance is 
not possible in the absence of quantum computers (still in the early stages 
of development). Thus, testing of functionalities has no basis.

With clarity still awaited vis-à-vis the specialized infrastructure, the 
technology adopted must be easy to adapt with “negligible latency”, i.e., 
delay in transferring data. Expedient adaptation will enable20 the pub-
lic to dodge the digital divide21 that exists in terms of digital literacy 
throughout the country. Additionally, negligible latency will prevent any 
unnecessary delay in transactions. Low latency contributes to the expan-
sion of the customer base and further enables quick reactions to dynamic 
market conditions.

It is also explicit in the Concept Note that the CBDC would be employ-
ing the Principle of Recoverability i.e., “if the system gets breached, 
it should be resilient enough to recover as soon as possible” and the 
Application Program Interfaces (APIs).22 Although the recoverability fea-
ture seems to be effective, the use of APIs may tend to bring about a 
breakdown of brand loyalty between the customer and the service pro-
vider. The reason for the same will be the lack of interaction between 
them.23 Further, due to the lack of knowledge about APIs in the public, 
exacerbated by the digital and literacy divide, customers would remain 
dubious about the credibility of Open Banking. Therefore, the RBI needs 
to ensure that such information is made available to the public to ensure 
the smooth functioning of CBDC. Failing the same, the objective of 
financial inclusion will be defeated altogether.

	19.	 Ministry of Finance, ‘Central Bank Digital Currency Pilot launched by RBI in retail seg-
ment has components based on blockchain technology’ (Press Information Bureau, 12 
December 2022)<Press Information Bureau (pib.gov.in)> accessed 10 March 2023.

	20.	 Brookings, Design Choices for Central Bank Digital Currency (Working Paper 140, July 
2020).

	21.	 Samrat Sharma, ‘Modi’s ‘Digital India’ still a far-fetched dream for hinterland; not even 
30% of rural India has Internet’ Financial Express (17 September 2020).

	22.	Reserve Bank of India, ‘Concept Note on Central Bank Digital Currency’ (Reserve Bank 
of India, 07 October 2022) <Reserve Bank of India - Reports (rbi.org.in)> accessed 10 
March 2023.

	23.	 Chakray, ‘Open Banking: Pros and Cons’ (Chakray) <Open Banking: pros and cons | 
Opportunities & Challenges (chakray.com)> accessed 10 March 2023.
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B.	 Cryptography: A Measure itself Cryptic

The “security considerations” incorporate cryptography as a step to make 
the financial system safer to employ. It suggests the “robustness of cryp-
tographic techniques” which in itself is nothing but a general statement 
to determine the “strength” of cryptography rather than any preventive 
or precautionary method of security. Additionally, it is not made clear 
whether each segment shall be secured by one common cryptography or 
separate ones. If the segments are protected by one, the whole system still 
runs the risk of falling apart and the use of segmentation would be futile.

Considering the testing of cryptography, cryptanalysis is one solution. 
However, this method is a double-edged sword. The bright side uses 
cryptanalysis to determine whether encryption protocols are secure and 
to identify vulnerabilities to strengthen the system. The darker side of 
the same, used by hackers, is to use cryptanalysis to access and exploit 
encrypted messages or data by “breaking” the encryption. Moreover, 
cryptography is based on the computational difficulty of mathematical 
problems. Any successful attempt to solve such a mathematical problem 
will make the system completely vulnerable.24 Lastly, cryptography does 
not protect against the poor design of systems and protocols.25 Thus, 
a robust and high-standard design of the system must be used by the 
Reserve Bank of India.

III.  THE INTERPLAY OF CBDC WITH THE DIGITAL 
PERSONAL DATA PROTECTION BILL, 2022: A DENIAL 
OF ‘PROCEDURAL GUARANTEES’ TO INDIVIDUALS?

The RBI and thus, the government by virtue of its complete26 ownership, 
shall be keeping a track of all the transactions of “small value”27 taking 
place. This will enable the central bank to trace back any and every trans-
action on the pretext of “national security, integrity, and sovereignty of 

	24.	 K Z, ‘Cryptography Benefits & Drawbacks’(Adglob Infosystem, 29 October 2021) 
<https://www.adglob.in/blog/benefits-drawbacks/> accessed 10 March 2023.

	25.	 Vivek Gupta, ‘Cryptography inBlockchain’(GeeksforGeeks, 20 September 2022) <https://
www.geeksforgeeks.org/cryptography-in-blockchain/> accessed 10 March 2023.

	26.	 Riya Shah, ‘Cryptos and CBDC: Is the RBI on the right track?’ (Impact and Policy 
Research Institute, 20 April 2022) <https://www.impriindia.com/insights/cryptos-cbdc-
rbi-right-track/> accessed 10 March 2023.

	27.	 Reserve Bank of India, ‘Concept Note on Central Bank Digital Currency’ (Reserve Bank 
of India, 07 October 2022) <Reserve Bank of India - Reports (rbi.org.in)> accessed 10 
March 2023.
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the nation” which are nowhere defined in any Indian legislation or the 
Indian Constitution. Therefore, such “tracing back” is susceptible to 
misuse by the exercise of overarching powers of the State. It is pertinent 
to note that the Right to Privacy is widely recognized as a human right 
under Article 12 of the UN Declaration of Human Rights.28 Further, it 
is a fundamental right included within the ambit of Article 2129 of the 
Indian Constitution as held in the case of KS Puttaswamy v. Union of 
India30. It laid down that,

“An invasion of life or personal liberty must meet the three-fold requirement 
of (i) legality, which postulates the existence of law; (ii) need, defined in 
terms of a legitimate state aim; and (iii) proportionality which ensures a 
rational nexus between the objects and the means adopted to achieve them.”

However, there exists no rational nexus between the means employed 
and the object sought to be achieved. The object as stated by RBI is to 
make the payment system more efficient and provide an alternative to 
currency notes. At the same time, the means employed i.e., CBDC has a 
“high risk” of a security breach for millions of users. The proportionality 
standard itself has to satisfy these:

“(i) The action must be sanctioned by law; (ii) The proposed action must be 
necessary in a democratic society for a legitimate aim; (iii) The extent of such 
interference must be proportionate to the need for such interference; (iv) 
There must be procedural guarantees against abuse of such interference.”

However, there are no procedural guarantees provided to the individ-
uals. The enforcement powers of RBI to proceed against any third-party 
intermediaries or any other entity ensuring the operation of CBDC are 
unclear. Furthermore, with the DPDP Bill granting powers to the govern-
ment to exempt any instrumentality of the state (RBI being one of them)
from the application of its provisions under Clause 18(2),31 it becomes 
dubious of how any remedy would be provided to the individuals. In late 
2020, RBI also sought exemption from the Data Protection Law which 
was not granted owing to the absence of a data protection framework 
back then.32 Therefore, when the object does not concern the national 

	28.	 United Nations Universal Declaration of Human Rights, art. 12.
	29.	 Constitution of India 1950, art. 21.
	30.	 KS Puttaswamy v. Union of India[2017] 10 SCC 1.
	31.	 Digital Personal Data Protection Bill 2022, cl. 18.
	32.	 Editor, ‘RBI seeks exemption from data protection law’ Hindustan Times (Mumbai, 10 

September 2020).
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security of the country, rather, only to make the payment system effi-
cient, coupled with the aforementioned failures to satisfy the test, there is 
a clear deviation from the established principles of privacy jurisprudence 
of India.

A.	 Cross-Border Payments through the lens of DPDP Bill

Lastly, RBI states that CBDCs can boost innovation in cross-border pay-
ments, however, this will require integration with CBDCs of multiple 
jurisdictions. While harmonizing the different laws of nations vis-à-vis 
CBDC, data protection would stand at primacy among other concerns 
owing to strategic security as well. Thus, the “essentially equivalent” 
principle as adopted in the Schrems II judgment33 of the Court of Justice 
of the European Union would be relevant i.e. offering the same level of 
data protection to the data principal as that offered in its native or resi-
dent country.

Considering the DPDP Bill, Clause 1734 offers cross-border data flow 
only to certain “trusted” jurisdictions. Therefore, it is unclear whether 
such harmonization of national laws would be carried out only between 
the trusted jurisdictions as envisaged by the lawmakers or a rider would 
be inserted to include all the jurisdictions that have floated CBDC in 
their economy. In the former, relations between India and any jurisdic-
tion other than the “trusted” one would be harmed. In the latter, the 
guarantee of an equivalent degree of data protection being offered to the 
data principal in the other jurisdiction would be minimized. Thus, India 
needs to rethink the same considering both the strategic security of the 
nation and the privacy of individuals simultaneously.

B.	 The Two Unmet Standards: Compelling State Interest and Just, 
Fair, and Reasonable

Violations under Article 21 have to conform to the “just, fair, and rea-
sonable” standard, as laid out in Maneka Gandhi v. Union of India.35 
However, considering the latest DPDP Bill,36 “just, fair and reasonable” 

	33.	 Data Protection Commissioner v. Facebook Ireland[2020] C-311/18, ECLI:EU: 
C:2020:559.

	34.	 Digital Personal Data Protection Bill 2022, cl. 17.
	35.	 Maneka Gandhi v Union of India [1978]1 SCC 248.
	36.	 Digital Personal Data Protection Bill, 2022.
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has been removed from the same which gives the financial data fiduci-
aries an arbitrary hand over the use and processing of financial data. 
The Concept Note does not specify the procedure “when” and “how” 
the data shall be collected and used. The mere usage of subjective words 
“when necessary” and “when required” is prone to misuse.

In Gobind v. State of MP,37  the Court held that privacy violations 
could be justified only if there was a “compelling state interest” at stake, 
and if the law was narrowly tailored – that is, the State could have to 
show that there was no other, less privacy-infringing way, through which 
it could achieve its goals. However, there is no “compelling state inter-
est”. Referring Aadhar judgment,38 the Court expressly cited national 
security as a ‘legitimate state interest’ where the State may have justifia-
ble reasons for the collection and storage of data. The Court also stated 
that if the government embarks upon programs that provide benefits to 
impoverished and marginalized sections of society, then there is clearly 
a vital state interest in ensuring that scarce public resources are not dis-
sipated by the diversion of resources to persons who do not qualify as 
recipients. However, considering the ‘digital divide’, this does not seem 
so. On the contrary, the objective of CBDC is “to provide an additional 
payment avenue to users, bolster India’s digital economy, make the mon-
etary and payment systems more efficient, and contribute to furthering 
financial inclusion.”39

IV.  CURBING BLACK MONEY AND MANAGED 
ANONYMITY: BUTTRESSING THE FORTRESS

The State is making attempts to defend its stance of lesser anonymity, 
thereby, the collection of financial information of individuals. The line of 
defence on the part of the state is to protect financial integrity and pre-
vent money laundering, corruption, and financing of terrorism. However, 
the trend has always been such that illicit dealings have migrated to other 
forms of illicit dealings. The same is evident from the demonetization 
that took place in India in 2016. As per the data released by the RBI, 
of the total value of Rs 15,417.93 billion SBNs (specified bank notes) 

	37.	 Gobind v. State of MP[1975] 2 SCC 148.
	38.	 KS Puttaswamy v. Union of India[2019] 1 SCC 1.
	39.	 PTI, ‘Digital Currency to further bolster digital economy, says RBI’ The Economic Times 

(Mumbai, 25 January 2023).



The Digital Sail of the Indian Rupee

97

demonetized, currency worth Rs 15,310.73 billion was returned to the 
banking system.40 To put it differently, 99.3 percent of the total banned 
was deposited back in the banks, including the black money.

In the present scenario, the money launderers may resort to parallel 
money transactions such as cryptocurrency. Therefore, the stand of the 
State to prevent money laundering is fragile. The counter argument to the 
same is that mere migration to other forms of money laundering outside 
CBDC neither renders the safeguards ineffective nor does it offer any 
reason for not floating CBDC in the Indian economy. However, the fact 
that the security safeguards (which are insufficient as discussed above) 
might prevent money laundering within CBDC must not be a ground for 
the introduction of CBDC especially when the government claims pre-
vention of money laundering as a main objective behind compromising 
the anonymity. It is well-settled that migration does not amount to pre-
vention. The menace of money laundering would still exist. Thus, there 
is no reason to lower the degree of anonymity when the prime objective 
of lowering it stands negated. Additionally, it can be argued that lesser 
anonymity would prevent the increase in money laundering, however, in 
this scenario the claim of the government would turn out to be flawed. In 
any case, foregoing anonymity for the ‘migration’ of money laundering is 
nothing but a serious risk to the privacy of individuals.

Nevertheless, going forward with the principle of Managed 
Anonymity- “Anonymity for small value and traceable for high value”, 
the RBI has not made it clear if there is a certain cap limit above which 
the transactions would be traceable. In the absence of any cap value, 
almost every transaction is prone to be traced by the RBI which would 
not only invade privacy but would also result in circumventing the pub-
lic in the name of managed anonymity. To solve this conundrum, the 
individuals willing to carry out a digital transaction may be allotted val-
ue-based vouchers or tokens. These vouchers can be of different values: 
5, 10, 20, 100, 200, etc. However, the amount summed up from all the 
vouchers purchased should not be more than a particular amount i.e., 

	40.	 Dinesh Unnikrishnan, ‘RBI Annual Report: Now we know 99.3% of demonetised cash is 
back; what happened to all that black money?’ (Firstpost,29 August 2018) <https://www.
firstpost.com/business/rbi-annual-report-now-we-know-99-3-of-demonetised-cash-is-
back-what-happened-to-all-that-black-money-5070481.html>accessed on 10 March 
2023.
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the cap limit. This system will facilitate the separation of anonymized 
transactions from traceable transactions thus, reducing the vulnerability 
of misuse. Traceable transactions can be carried out by the normal pro-
cedure of token issuance- the total sum of which must be greater than the 
maximum cap limit of anonymized transactions. This system will uphold 
and strengthen the principle of managed anonymity in the right spirit. 
As is evident, there is a trade-off involved between maintaining anonym-
ity and Anti-Money Laundering (AML)/Combating the Financing of 
Terrorism (CFT).

It is yet to be seen what steps the government and the RBI take to 
protect the privacy of an individual. On the contrary, a US official in a 
statement stated,41

“People should be able to use a U.S. CBDC without making them-
selves subject to undue government surveillance. People may benefit 
from the above-board, contractual sharing of information with financial 
services providers, or they may refuse it. Law enforcement access to 
CBDC usage data should be strictly controlled by due process, and other 
applicable U.S. law, including the Fourth Amendment.”

Thus, the US is attempting to give the users the right to make an 
informed choice and give their consent only when they desire. At the 
same time, nothing has been released by the RBI which indicates such an 
act of taking consent. With the release of the DPDP Bill, it is highly prob-
able as of now, that such consent is falling under the ambit of ‘deemed’ 
consent mentioned in Clause 8 with no option of its withdrawal by the 
individual.42 Paradoxically, RBI has termed privacy as a major hurdle, 
in the released Concept Note,43 for the implementation of a nationwide 
digital currency yet it is going ahead with its launch without a robust and 
efficient regulatory framework.

	41.	 PYMNTS, ‘Reserve Bank of India’s Acceptance of Digital Rupee Highlights Privacy 
Concerns’ (PYMNTS,29 December2021)<https://www.pymnts.com/cbdc/2021/
reserve-bank-of-indias-acceptance-of-digital-rupee-highlights-privacy-concerns/> 
accessed 10 March 2023.

	42.	 Digital Personal Data Protection Bill 2022, cl. 8.
	43.	 Reserve Bank of India, ‘Concept Note on Central Bank Digital Currency’ (Reserve Bank 

of India,07 October 2022) <Reserve Bank of India - Reports (rbi.org.in)> accessed 10 
March 2023.
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V.  THE CONCLUSION

The Supreme Court in Manohar Lal Sharma v. Union of India & Ors.44 

(“Pegasus Case”) had observed that,

“We must recognize that while technology is a useful tool for improving the 
lives of the people, at the same time, it can also be used to breach that sacred 
private space of an individual. The right to privacy is directly infringed when 
there is surveillance or spying done on an individual, either by the State or 
by any external agency”.

The risk and potential for privacy and data security violations are 
closely correlated with the degree of access that would be provided to the 
State in the operation of CBDC in India. Asurvey of European consum-
ers conducted by the Bank for International Settlements revealed that 
there were threats to privacy by the operation of CBDC, and a European 
Union consultation paper on a digital euro has explicitly cited the issue.45

As discussed earlier, there is a trade-off involved between anonymity 
and AML/CFT compliance. Any attempt to choose one over the other 
would eventually lead to losing the other. To choose anonymity over 
compliance is upholding the privacy of the individual while accumulat-
ing black money in the country and aiding terrorism through finances. 
On the flip side of choosing AML compliance, the right to privacy may 
get compromised. Thus, there is a high degree of possibility of a loss-loss 
situation.

The only way to mitigate the impact of such a trade-off is to strengthen 
this balanced approachdelineated in the Concept Note. Thisunderpinned 
balanced approach would include the application of the Principle of 
Managed Anonymity but with the isolation of the two transactions: 
Anonymized and Traceable. This isolation can be achieved by adopt-
ing the approach devised by the European Central Bank- the issuance 
of “Anonymity Vouchers” at regular intervals. In this, the AML/CFT 
authority confines the amount that a user can spend without their trans-
action being traced. Thus, the amount of CBDC that can be spent anon-
ymously is limited by the number of vouchers that the AML authority 
provides to each user. This way, it will not only provide a cap limit for 

	44.	 Manohar Lal Sharma v. Union of India[2021] SCC 985.
	45.	 European Commission, Privacy Statement-Targeted Consultation on a digital euro (5 

April 2022).
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small-value anonymized transactions but also prevent the inter-mixing of 
the anonymous and traceable transactions thereby, negating the possibil-
ity of breach of any financial data.46

Alternatively, taking a cue from Nigeria, “tiered” Know-Your-
Customer (KYC) can be adopted to further strengthen the ‘Managed 
Anonymity’ approach. This means that the requirements for opening 
an account would increase progressively with less restrictions on opera-
tions.47 Thus, caps can be fixed depending upon the nature and volume 
of transactions.

With regards to DPDP, Clause 11(1)48 outlines additional obligations 
for significant data fiduciaries based upon several factors including 
but not limited to the volume and sensitivity of data. Thus, it becomes 
important to evaluate the volume of data that will be collected as part of 
CBDC’s operation, including whether it will remain restricted to trans-
action details or expand to include location, personal information, real-
time bank account information, etc. The government must also take into 
account the differences in consumer digital literacy- like the awareness 
vis-à-vis the usage of APIs- as well as strategies to improve consumer 
knowledge so that consumers can make an informed decision while 
switching from physical cash to digital token-based money. This will not 
only enhance transparency between the government and the governed 
but also mitigate the digital divide that India is facing.

Launching CBDC before setting up an air-tight regulatory framework 
to control technology-related crimes may prove to be its downfall, result-
ing in interruptions and a possible system meltdown. The period of the 
pilot roll-out of CBDC must be used to detect possible hurdles and prob-
lems associated with it while finding its solutions. It is best for RBI to 
mitigate the risks accompanied by CBDC to the maximum extent before 
it foregoes the privacy of individuals in return for Digital India.

	46.	 European Central Bank, Exploring Anonymity in Central Bank Digital Currencies (In 
focus, Issue no. 4, 2019).

	47.	 Central Bank of Nigeria, ‘Circular to all Banks and other financial institutions’(18 January 
2013) <https://www.cbn.gov.ng/out/2013/ccd/3%20tiered%20kyc%20requirements.pdf> 
accessed 10 March 2023.

	48.	 Digital Personal Data Protection Bill 2022, cl. 11.
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The Quandary of Franklin 
Templeton India: A fiasco that 

shook the money market

—Dhairya Jain and Deesha Pathak1

ABSTRACT

“Mutual Fund investments are subject to market risks, read 
all scheme-related documents carefully.” Mutual funds are 
considered as one of the best financial tools available in the 
hands of the retail investor to grow his wealth, especially debt 
funds, which are considered to be comparatively safe and yield 
sufficient returns to beat inflation and sometimes more, which the 
traditional investments like saving bank deposits or term deposits 
fail to do. However, after the Franklin Templeton debacle, many 
investors, including mutual fund unit holders, have a shaky 
feeling about mutual fund investments, particularly debt funds. 
Franklin Templeton’s struggle is explored in-depth in this study. 
The Asset Management Company’s numerous extinguishments 
to the unitholders of the six wound-up debt schemes are all 
considered in the paper. In addition to Franklin Templeton’s debt 
schemes’ problem, one cannot overlook the fact that risks are 
core fundamentals of mutual fund investing, and apparently, 
debt funds are still safe compared to equities and hybrids. This 
paper intends to throw light on why the schemes failed and a 
unique rescue plan devised by the fund house to restore the status 
quo and return the investors’ money. Furthermore, last but not 
the least, why debt funds are still safe and a better investment 
option in the market, even after the failure of Franklin Templeton 
India.

	 1.	 The authors are third-year students at Hidayatullah National Law University, Raipur 
(HNLU).
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I.  INTRODUCTION

Investments with higher returns attract equally higher risks to the prin-
cipal amount. In the Money market, instead, in the World of Finance, 
a famous saying goes, “Reward is equated to the risks involved”. And 
that is the foundation on which any investing works, including mutual 
funds. Investments in stocks, debentures, bonds, and other instruments 
are made by mutual funds, which pool investor funds in the hopes of 
generating high returns while also accepting the possibility of short-term 
losses. Furthermore, for different investors, there exist different mutual 
fund schemes depending upon the risk-taking capabilities of the investor. 
In the financial markets, profit or loss is solely determined by the mar-
ket performance, i.e., the behaviour of the securities in which investors’ 
money is being invested and also on macroeconomic variables or condi-
tions of the economy. One remarkable illustration of this is the Franklin 
Templeton example.

II.  DEBT MUTUAL FUND SCHEMES AND 
THEIR INVESTMENT ARENAS

Before moving further in analysing the case, knowledge about debt mutual 
funds is a prerequisite. Debt mutual funds are those fund schemes that do 
not invest in the stock market; instead, they invest in the bond and money 
market; this means that the scheme’s main investment instruments would 
include Commercial papers, corporate bonds, Debentures, Zero-coupon 
bonds, State-development loans, and allied devices. All these instruments 
come with a maturity period which may vary from days to months and 
even years, and a credit rating to determine the risk involved in investing 
in the instrument. A higher credit rating would mean lesser chances of 
default in repayment. Different schemes are created based on the matu-
rity period and credit rating, such as Ultra-Short-Term scheme, Short-
Term scheme, Low-duration scheme, and credit risk scheme.

Debt funds provide a low-cost structure, steady returns, strong liquid-
ity, and an acceptable level of security. Debt funds are significant for 
investors looking for a steady stream of income but aren’t willing to 
risk losing money. Debt funds have low volatility and, as a result, lower 
risks than equity funds. Debt Mutual Funds may be a better choice than 
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conventional financial products like deposit accounts if you want stable 
returns with little volatility.2

A.	 Classification of Debt funds in India

Overnight Fund Overnight funds invest in money market assets having a one-day maturity

Liquid Fund Liquid funds invest in Debt and money market assets that mature under ninety-one 
days

Ultra-Short 
Duration Fund

Ultra-Short Duration funds invest in Debt and money market assets that mature in the 
range of ninety-one days to hundred and eighty days.

Low Duration Fund The Low Duration Fund invests in debt and money market assets with maturities of 180 
days to 365 days

Money Market 
Fund Money Market funds invest in money market assets having a one-year maturity

Short Duration 
Fund

Short-term funds invest in debt and money market instruments with maturities 
ranging from one year to three years, in accordance with the Macaulay time horizon.

Medium Duration 
Fund

Investments in both debt and money market assets having maturities of three to four 
years, as defined by Macaulay duration, are included in the Medium Duration Fund.

Medium to Long 
Duration Fund

Investments in both debt and money market assets having maturities of four to seven 
years, as defined by Macaulay duration, are included in the Medium to Long Duration 
Fund.

Long Duration 
Fund

Investments in both debt and money market assets having maturities of more than 
seven years, as defined by Macaulay duration, are included in the Long Duration Fund.

Dynamic Bond Debt and money market funds, regardless of maturity or credit rating, may be used to 
make dynamic bond investments.

Corporate Bond 
Fund

Only corporate bonds with a grade of AA+ or above. These account for at least 80% of 
the total assets under management

Credit Risk Fund Only corporate bonds with a grade of AA or below. These account for at least 65% of the 
total assets under management

Banking and PSU 
Fund

Debt instruments offered for sale by banking institutions, PSUs, bonds of public 
financial institutions, and municipal bonds must make up at least 80% of the 
investment

Gilt Fund Minimum 80% Investment made in Government Security Instruments, irrespective of 
their maturities

Gilt Fund with 
10-year constant 
Duration

Minimum 80% Investment made in Government Security Instruments whose maturity 
is equal to 10years as per Macaulay duration

Floater Fund Minimum 65% investment made in investments with floating rate of interest.

Source: “SEBI Categorization and Rationalization of Mutual Fund Schemes”3

	 2.	 Debt Funds – What are Debt Funds? Mutualfundssahihai.com<https://bit.ly/33Uljhv> 
accessed 04 March 2023.

	 3.	 SEBI. “Categorization and Rationalization of Mutual Fund Schemes” 5-6<https://bit.ly/
32CAIT3> accessed 04 March 2023.
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III.  WHAT IS FRANKLIN TEMPLETON 
AND WHAT DID IT DO?

Franklin Templeton is an Asset Management Company (AMC) founded 
in 1947 by Rupert H. Johnson, Sr. in New York. The company has been 
managing assets in India for the past 25 years or so. It is the ninth-largest 
AMC in terms of total assets under management (AUM). Investors of all 
stripes had placed their trust in AMC because of its successful record, 
but the invasive consequences of Covid 19 changed everything for this 
asset management firm.4

As a result of the COVID-19 pandemic and to preserve investors’ 
wealth, On April 23 2020, Franklin Templeton Mutual Fund declared 
that it was voluntarily closing down six of its debt mutual fund schemes 
in India. All the six wound-up schemes had investor assets of nearly 

` 30,000 crores under management, which was equivalent to one-fourth 
of the total assets under management with the AMC. India has never 
had a mutual fund shut down due to regulatory or legal requirements, 
and this is the first time in the country’s history that this has happened. 
Six additional funds-of-funds saw their interests in the now-wound-up 
schemes devalued due to this.5

IV.  THE FIASCO THAT FRANKLIN TEMPLETON CREATED

A.	 What does the winding-up of schemes mean for the investor and 
his money?

The mutual fund industry was rocked last year on April 24th by a signif-
icant decision made by one of the AMCs. As a matter of fact, Franklin 
Templeton Mutual Fund’s decision to liquidate six of its debt schemes is 
being discussed.”Winding up” means that investors in the six Franklin 
Templeton schemes may no longer be able to withdraw their money based 
on the value of the portfolio, as they had previously been allowed to. To 
put it another way, the funds have now been locked. When the under-
lying securities, such as corporate debt, approach maturity, Franklin 
Templeton will either sell them or wait for the corporations to pay back 
what they owe in order to recover their investment value.

	 4.	 Our history. Franklin Templeton.<https://bit.ly/3o3z2cM>> accessed 03 March 2023.
	 5.	 Venkata Ramakrishnan. “What happened at Franklin Templeton and what that means 

for Indian mutual funds”. Scroll.in. <https://bit.ly/33UvBy0> accessed 04 March 2023.
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Franklin Templeton’s Indian unit president Sajay Sapre6 wrote to 
investors that “the schemes will explore all opportunities to monetize the 
underlying assets in the portfolio without resorting to any distress sales 
so that it can return investor monies at the earliest possible time” in an 
open letter. Aiming to return these funds well before the underlying secu-
rities’ maturity dates, the company will take every possible extinguishing 
resort.

“If everything goes well, and everyone pays up on time, you should 
approximately see 35 percent of your money paid to you at the end of 
2020, and another 37 percent in 2021,” Capital Mind 7 predicted for one 
of the schemes.

B.	 The Cause and effect of the debacle

In January and March of 2020, the debt market suffered two major set-
backs related to the debt papers of Vodafone and Yes Bank. Schemes with 
exposure to these papers downgraded their NAVs, and with the advent 
of the COVID-19 pandemic, there was a sudden rise in the redemptions 
from the mutual fund schemes as a safety measure adopted by people to 
have cash in hand to meet any exigency that would arise. Also, the bears’ 
taking control of the bourses scared the retail investor from their very 
core.

Post-lockdown in the months of March-April in the year 2020, the 
debt and money market saw a steep rise in volatility. The rates from 
one day to three months spiked to record highs. The markets could 
spot no buyer, and every next person was ready to sell. Pulling out of 
money by foreign portfolio investors added to the misery. Furthermore, 
outflows of advance tax also led to an increase in pressure. Although 
retail borrowers had indeed been granted a three-month deferral on 
their repayment obligations, the Non-Banking Financial Corporations 
(NBFCs) from whom they borrowed money have not. Many weaker 
NBFCs and Manufacturing Companies were put under pressure once 
the Government lifted Lockdown. The economy was at a standstill at the 

	 6.	 Sajay Sapre, “Franklin Templeton India President Speaks on Winding up of 6 Mutual 
Fund Schemes”, Franklin Templeton India®. <https://bit.ly/3H6IYtm> accessed 02 
March 2023.

	 7.	 Deepak Shenoy, “The Franklin Debacle: Six Debt Funds Shuttered, and Impact on Debt 
Funds”, Capital mind. <https://bit.ly/3Hk0TNa> accessed 01 March 2023.
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time. The abilities of agencies of Credit rating were put on constraints 
on revising the credit rating of weaker companies. Moreover, post open-
ing-up, no predictions could be made as to how many firms would get 
downgraded and how many would not be able to meet their financial 
obligations.8

After March 2020, the Reserve bank declared an aggressive cut in the 
rates and took several measures to manage liquidity. This encouraged 
the banks to borrow money at a lesser REPO rate of 4.4% and invest in 
securities with maturity ranging from 1-3 years. Because investors were 
unwilling to take on additional risk, there have been no rate decreases 
passed through consumers. However, all of Franklin Templeton’s Credit 
space schemes were still under pressure from investors to redeem. Because 
of the mispricing of securities and the resulting illiquidity, Fund House 
was forced to borrow money to cover redemptions or liquidate assets.

C.	 The out of box strategy of receiving payment

Corporate bonds and all allied debt instruments come with a maturity 
date. This maturity date is a contractual agreement between the issuer 
and buyer of the bonds on the date of final repayment of the bond’s prin-
cipal amount. Such bonds do not have a clause of pre-mature payment. 
Neither can the issuer make a pre-mature payment, nor can the holder of 
such bond demand a pre-mature payment. Such a demand would lead to 
a breach of a contract. Only callable debts can be pre-paid.

However, the fund managers found a strategy to recover money. 
Franklin Templeton sent a request to the issuers of the bond it held, 
requesting them to write a letter to the fund house, asking the fund house 
to accept their pre-payment request; This was done by convincing the 
issuers that due to the high-interest rates of the bonds held with Franklin, 
the issuer had to pay more interest. Furthermore, after the rate cut done 
by the RBI, the issuers could raise fresh capital at a comparatively lesser 
interest obligation. Such was a win-win situation for both the parties. 
Franklin could resolve their cash crunch up to a considerable limit, and 
the corporate houses could lessen their interest obligation, directly show-
ing an impact upon their quarterly profits. After receiving such a request, 

	 8.	 Raj Talati. “How Franklin fiasco happened and what we learnt from it”. The Economic 
Times.<https://bit.ly/3rfmW2l> accessed 28 February 2023.
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the fund house accepted the request, altered the contract with mutual 
consensus, and agreed to receive a pre-payment. This would technically 
save the contract from a breach.

However, over the period of a couple of weeks, the redemption pres-
sures tremendously increased, and every extinguishing step that the fund 
house could take to save the investors’ wealth was now a closed door. 
From this, the Fund house was left with two roads to move on to.

	 (1)	 It had the option to sell the securities at any value, usually at a 
discount, resulting in destroying the investors’ wealth to meet the 
redemption demands.

	 (2)	 It also had the option to safeguard investors’ wealth by winding up 
the schemes and returning investors’ money as and when the fund 
house receives repayments for the securities held with them, but 
this kept investors liquidity at stake.

The fund house chose the latter option to protect the investors’ inter-
ests by delaying liquidity for the investor. Such a step led to a halt on an 
amount as high as ` 28,000 crores.

D.	 The underlying reasons for winding up of schemes

Financial news outlets such as Money Control9 and Bloomberg10 have 
revealed that Franklin Templeton’s head investment officer for fixed-in-
come investments, Santosh Kamath, was responsible for all six of the 
firm’s defunct schemes. Private financial instruments with lower rat-
ings than AAA are now being bought and sold by investors, thanks to 
Kamath’s efforts in the creation of a market.

Kamath bought those corporate debts that had a lesser credit rating, 
as these companies, due to their poor credit rating, had to pay more 
interest rates to raise debt capital. This directly translated to higher risks. 
Those investors who are ready to take a greater risk in order to reap the 
benefits of higher interest rates may expect a more significant return on 
their investment.

	 9.	 Kayezad Adajania, “The Inside Story of What Led to The Mess at Franklin”,Money con-
trol.<https://bit.ly/3KSFD3l> accessed 04 March 2023.

	10.	 Subhadip Sircar, Bloomberg Quint. <https://bit.ly/3G5rPPC> accessed 04 March 2023.
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All the chances Kamath took in these lower-credit debts have very well 
reaped profits in the past, leading to a tremendous positive impact on the 
investors’ wealth and simultaneously increasing the fund house’s approval 
rating to manage debt schemes. Referring to Value Research’s data, one 
can very well see that in the past 5-7-10years, Franklin Templeton has 
outpaced more than 80% of its peers in the industry. In the past year, 
where the industry average return was dangling around 3-4%, the stuck 
money in these schemes has generated a yield of more than 12%11. Several 
of the investments specifically had a higher degree of risk. According to 
reports, it is stated that out of the 88 companies Franklins’ debt schemes 
had exposure to, 26 companies had franklin as the sole creditor. This 
implies that if these companies default, the fund house will have to bear 
the entire cost of the collapse.

Furthermore, due to the explicit risk involved in the securities, no buy-
ers could be found. Those who wished to buy these securities, offered to 
buy them at a considerable discount. Such a mispriced sale could erode 
investor wealth tremendously. So, the schemes were wound-up, antici-
pating all this and hoping to find a suitable buyer or wait until maturity.

“Despite the regulations being clear, some mutual fund schemes 
seem to have chosen to have high concentrations of high risk, unlisted, 
opaque, bespoke, structured debt securities with low creditratings and 
seem to have chosen not to rebalance their portfolios even during the 
almost 12 months available to them so far.” Said SEBI in a statement on 
Franklin Templeton dated May 7th, 202012

E.	 What happened next?

A lot has transpired in the last year. Several lawsuits were filed, followed 
by allegations of Franklin Templeton’s mismanagement, which the com-
pany denied, and legal action taken by both investors and shareholders. 
Nothing could be done.

Gujarat High Court in June 2020 put on hold the fund house’s order 
to close the debt programs because of a legal challenge brought forward 

	11.	 See, “Franklin India Ultra Short Bond Fund - Super Institutional Plan”. Value Research. 
<https://bit.ly/3ILdjho> accessed 04 March 2023.

	12.	 Press Release, SEBI, “SEBI advises Franklin Templeton mutual fund to focus on return-
ing money to investors” <https://bit.ly/3u6aKTo> accessed 04 March 2023.
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by the Khambatta family, the founders of Rasna and an investor in 
the fund in the case of Securities Exchange Board of India v. Franklin 
Templeton Trustees Services Pvt. Ltd. & Ors13. All matters relating to 
the case were thereafter referred to The High Court of Karnataka, 
which determined that investors’ approval was required in the month of 
October 2020. The Karnataka high court was of the contention that the 
trustees cannot wind up the schemes without the stakeholders’ approval. 
Franklin Templeton filed an appeal with the Supreme Court after the 
Karnataka HC’s ruling, arguing that the trustee has the ability to decide 
whether or not to wind up schemes. It also requested authority to solicit 
votes from unitholders.

According to Section 18(15)(c) of the Sebi (Mutual Fund) Regulation, 
199614, Franklin Templeton’s trustee board may seek the approval of 
Franklin Templeton Mutual Fund unitholders to wind up the fund’s six 
debt schemes beginning in December of 2020. As a result, Sebi praised 
the fund house for its role in the voting process as well. The voting period 
lasted from the 26th to the 28th of December, 2020. Most votes were 
cast to close all six suspended schemes with more than 90 percent of the 
ballots voted in favour of this.

Sebi’s ruling restricting Franklin Templeton from establishing new 
debt schemes for two years with immediate effect in June 2020, accord-
ing to Franklin Templeton, violates the principles of natural justice. Sebi 
on June 8 ordered FT to repay fund management fees of Rs 451.63 crore 
to investors in the six debt funds it manages. A 12% interest fee was also 
added to this sum, bringing the total amount to Rs 512.5 crore. Franklin 
was also fined Rs 5 crore by the SEBI for breaking numerous regulations 
and circulars, including investment and borrowing standards, a standard 
of conduct, and concepts of fair valuation. After the appeal filed by FT, 
the Securities appellate tribunal stayed on the orders of the SEBI and 
asked FT to pay 250 crores into an escrow account and only after such a 
payment, the penalty amount can be stayed.

Investors had benefited from the fund’s higher returns, according to 
Franklin, who was fiercely opposed to the disbursement. According to 
the report, more than half of the investors were institutions, and none of 

	13.	 AIR Online 2020 Kar 2607.
	14.	 The SEBI (Mutual Fund) Regulation, 1996, Gazette of India, pt. III sec. 4, sec18(15)(c).
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them had lodged a single negative comment against the fund house until 
the schemes were shut down. The regulator and the Fund house were still 
in a tussle.

1.	 The Ruling of The Supreme Court

The deadlock was broken by the Supreme Court’s orders dated February 
2 and 9 of 2021 following Franklin Templeton Trustees Services Pvt. 
Ltd. & Anr. v. Amruta Garg15, which directed the distribution of R. 
9,122 crore in cash surpluses received and pending payment. SBI Funds 
Management has been appointed by the court to supervise the winding 
up and return of funds to stakeholders.

The Court was confronted with the argument that, in the event that 
SEBI and the trustees elect to close a scheme, the unitholders are not sub-
ject to the provisions of Regulations 39(2)(a) and(c) of the Mutual Fund 
Regulations. According to Regulation 39(2(b), the trustee argued that 
a resolution with a 75% majority is only required when the unitholders 
desire to wind up a scheme.

The Court followed a harmonic interpretation when interpreting these 
Regulations. The courts typically use one of three methods to determine 
if a statute is rational and workable: (i) interpreting the words according 
to their literal, grammatical meaning; (ii) determining whether the words’ 
context makes sense; or (iii) using interpretive tools to the provision.

One, the term ‘consent’ under regulation 18(15)(c) was interpreted by 
the court to mean ‘consent of a majority of the unitholders.’ The court 
pointed out that the intrinsic principle of the said regulation was to 
inform the unit holders of the cause and reason of the shutting down 
of a scheme, providing them with an opportunity to accept or reject the 
proposal of winding up.

Two, the court visited regulations39 to 42 and laid its analysis at 
length on reading them with regulation 18(15)(c). The term ‘shall’ must 
be understood as a ‘command’, in general. Since Regulation 39(2)(a) is 
the sole Regulation that gives trustees the authority to end a scheme, 
it is specifically referred to when Regulation 18(15)(c) uses the phrase 
“when the majority of the trustees resolve to wind up.” Thus, according 

	15.	 AIR 2021 SC 1078.
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to the interpretation of Regulation 39(2) read with Regulation 18(15)(c) 
of the Mutual Fund Regulations, the approval of the unitholders must 
be obtained before the trustees decide to wind up a scheme. Only with 
the publishing of the notification outlining the grounds for the schemes’ 
termination may this consent be requested.

2.	 The Aftermath

Out of the six schemes that were closed, five schemes have paid over 
100% of the total assets they held under management on the day of the 
windup. The total amount disbursed till date ranges between 93% to 
112% of their respective AUMs. From the last update received on 14th 
January, 2022, the schemes have so far made a recovery of an amount of 

`30,897 crore and the surplus available for distribution stands at `21.15 
crore.16 Investors have received their complete amount of invested prin-
cipal and a return that beats every other peer mutual fund scheme in the 
market and yet there are still proceeds and securities left to be disbursed.

In response to the fiasco, SEBI released a circular that requires all Key 
Employees to invest a predetermined portion of their pay in their own 
schemes, protecting the interests of the mutual fund scheme unitholders. 
Given their ownership of these mutual funds, the Key Employees may 
now show their investors that they have faith in the programmes they 
run. By doing this, the chance that the Key Employees may prioritise 
their own interests over those of the unitholders is completely eliminated.

The SEBI has suggested a modification to the Mutual Fund Regulations 
on December 28, 2021, allowing trustees to determine when to wind up 
mutual fund schemes. A majority of unitholders must vote to request 
such approval, and the outcome must be made public within 45 days. The 
Supreme Court’s ruling and the suggested revision to the Mutual Fund 
Regulations put an end to the controversy surrounding the winding-up 
process.

Prima facie, the decision to wind up schemes proved to be of great 
value to those investors who had no problems with the illiquidity and 
intended to hold funds for a longer duration. For short term investors and 
those investors who needed their money on time, it seemed to be a bane, 

	16.	 “Franklin’s shuttered schemes generate Rs 30,897 crore since closure”. Value Research 
(Jan. 18, 2022).<https://bit.ly/3AE51oR> accessed 03 March 2023.
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they did not bear a financial loss of eroded value but not getting money 
on time when it is required is a bigger struggle.

V.  ARE DEBT FUNDS STILL A VIABLE OPTION?

We can now say with confidence that investing in mutual funds contin-
ues to remain a wise choice for most individuals. They must, however, 
be aware that even if their investments are being handled by experts and 
informed people, there is still a risk involved since all assets are ulti-
mately invested in the extremely volatile market and market movements 
have a direct impact on all investments. The “Franklin Templeton crisis” 
is just like that. The next logical question is: why should an investor 
choose mutual funds if they carry some risk? Now, the basic answer is 
that if one is looking for high returns on his investment and is willing to 
take risks, he should choose mutual funds that match his risk tolerance. 
The viability of Debt funds can be measured from the following factors:

A.	 Tax Benefits

Investing in debt funds is advantageous from a tax perspective since debt 
funds kept for less than 36 months are taxed ordinarily based on the 
investor’s marginal income tax rate, and LTCG is taxed at 20% after 
indexation advantages if the investment is held for more than 36 months. 
Equity funds, on the other hand, are taxed at a rate of 15% for short-
term capital gains (STCG) and 10% for long-term capital gains (LTCG).

B.	 Risks

Bank deposits are fixed-return products with a return that is guaranteed 
at the moment of investing. They have no interest rate or credit risk. 
Contrarily, as mutual funds are marked-to-market products, changes in 
interest rates and credit spreads have an effect on them.

It is important to be aware of the inherent risks associated with debt 
mutual funds, including interest rate risk (also known as duration risk), 
credit risk, and liquidity risk, all of which have the potential to cause 
large portfolio drawdowns.

Due to the marked-to-market influence on bond prices brought on 
by interest rate changes, duration risk exposes an investor to the risk of 
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drawdowns. This is due to the inverse relationship between bond prices 
and interest rates, which causes bond prices to decline when rates rise 
and vice versa. The likelihood that an issuer will fail to repay the princi-
pal and/or interest on the money lent to him gives rise to credit risk. Since 
lower-graded securities give a greater yield (interest rate) than higher 
(better) rated corporate debt, investors take on credit risk by investing 
in them. In order to convince a third party to acquire (or sell) a secu-
rity, investors may need to sell their investments at a loss or pay a pre-
mium. Debt funds have previously experienced substantial drawdowns 
as a result of issuer default and downgrades. As a result, it is essential to 
invest according to your risk tolerance.

C.	 Returns

The report by CRISIL, An S&P Company, on Market Intelligence and 
Analytics, Mutual fund ranking for the quarter ended September, 202217, 
provides the returns by various categories of debt mutual funds to be as 
follows:

Category Returns  (%)

3 months 6 months 1 Year 3 Years

Liquid Fund 1.27 2.28 4.02 3.97

Ultra Short Duration Fund 1.16 1.86 3.59 4.52

Low Duration Fund 1.27 1.68 3.34 5.24

Money Market Fund 1.20 1.87 3.70 4.65

Short Duration Fund 1.27 0.81 2.24 5.63

Medium Duration Fund 2.91 1.89 3.78 5.19

Medium to Long Duration Fund 1.83 1.03 1.48 5.26

Dynamic Bond Fund 1.73 1.01 1.83 5.41

Credit Risk Fund 1.73 1.82 3.91 5.13

Corporate Bond Fund 1.39 0.76 2.26 5.97

Banking and PSU Fund 1.32 1.13 2.51 5.84

Gilt Fund 1.75 0.74 1.10 5.34

Returns as on September 30, 2022; returns above one year are annualised

	17.	 Crisil Mutual Fund Ranking Report, September 2022, CRISIL. <https://bit.ly/3BoMIpt 
> accessed 04 March 2023.
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The RBI published its Structure of Interest Rates18, and the following 
were the interest rate trends of Term Deposit in the past 5 years:

Year (as of March end) Deposit Rates (Term Deposit)
1-3 Years 3-5 Years Above 5 Years

2017-18 6.40-6.75 6.25-6.70 6.25-6.75

2018-19 6.25-7.25 6.25-7.25 6.25-7.25

2019-20 5.00-6.20 5.70-6.40 5.70-6.40

2020-21 4.90-5.30 5.25-5.35 5.25-5.50

2021-22 4.90-5.15 5.05-5.35 5.05-5.50

On comparison of the tables above one can draw a conclusion that 
returns of both the financial instruments have almost been similar, how-
ever the chances of getting slightly higher returns in a Mutual Fund 
remain intact.

The maturity sum for a bank deposit is known at the time of invest-
ment. You are fully aware of the amount you will get at any given time. 
This is not true of debt mutual funds, whose success is determined by 
market prices that change in response to changing interest rate scenarios.

When actively managed, mutual funds can produce returns that are 
greater than those available on bank savings. According to his assess-
ment of the macroeconomic environment, the fund manager can actively 
lengthen the term and/or accept credit risk, and he can position his fund 
to profit when his assumptions come true - either through changes in 
interest rates or changes in credit spreads. In the event of a fund, the 
possibility of return is increased but not guaranteed.

D.	 Exit Load on invested principle

Contrary to bank deposits, which impose a penalty for early withdrawal, 
the majority of shorter-duration mutual funds do not impose any exit 
loads or withdrawal penalties.

Looking at the various benefits the debt funds have to offer an investor 
can still be lured and the funds still remain a viable option to the investor 
based in his investment preferences and risk profile.

	18.	 Reserve Bank of India - Publicationshttps://bit.ly/3HvA6Rj 3BoMIpt > accessed 03 
January 2023.
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VI.  PORTFOLIO MANAGEMENT AND 
INVESTOR – LESSONS LEARNT

Following the tragic Franklin Templeton event, there has been a rise in 
investor outrage, as well as arguments regarding the role of regulators 
and business ethics in general. However, if they had the choice, a firm 
would not allow any event to tarnish and fade away its hard-earned rep-
utation, which has been built up over many years of continual effort and 
sacrifice. Also, the regulator would never want a company to get into 
problems since, ultimately, it is the consumers who would be impacted. 
Now that the situation has been handled, or at the very least we have a 
good sense of how it will be resolved, it is time to look back at the lessons 
learned from the Franklin Templeton fiasco and move forward.

A.	 What did the investor learn?

Choosing return-chasing as a goal is a tricky one. Higher interest rates 
are what we aim for while saving money in a bank. We want a better 
portfolio yield to maturity when we invest in debt mutual funds. That 
doesn’t mean all high-interest loans will default; it’s important to keep 
things in perspective. As a result of so many defaults and bad returns 
from debt MFs, there are several real estate alternative investment funds 
that involve a somewhat larger risk, but which also have grown and pro-
duced attractive returns for investors over time. It’s important to know 
what you’re getting yourself into before you start. Investing in the mar-
ket carries a degree of risk, and that’s a fact. Clear and understandable 
communication of and understanding of risk by all parties involved is 
critical19

In order to make money in the market, one must have enough time 
frame of staying put in the market. Investing in debt funds may ben-
efit from this approach just as much as investing in equity funds. You 
never know what may or may not come up. When that occurs, having 
a little more time on your hands might make all the difference. Even in 
Franklin Templeton’s instance, this idea stays true. When it comes to 
the six funds that were closed down, investors who didn’t have urgent 

	19.	 Joydeep Sen. “Franklin Templeton Crisis: Lessons for Investors and Some Key Steps 
SEBI Can Take”. (Apr 28, 2020) Money control. <https://bit.ly/3AAEGIi>accessed 15 
January 2023.
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investing ambitions, sat back and waited for the money they invested to 
be returned. This led them to make quadruple the money as compared to 
the peer schemes. No other assets in their portfolios will be prematurely 
liquidated as a result.

Even the most well-designed investment strategies will fail at some 
time, and even the most experienced investment operator will execute 
terrible decisions. Unfortunately, it is the essence of investing. Both asset 
managers and capital allocation must be evaluated by investors. After 
that, they must embrace the truth that even the finest will fail and per-
form poorly at times, but everything will fall in place if you give it time.

Investors with 15% of their portfolios invested in one of the impacted 
funds will be better off than those with 30% of their portfolios invested 
in one of the affected funds. When it comes to debt funds, investors who 
diversify their investments by investing in funds from three different fund 
firms are more likely to succeed than those who only invest in Franklin 
Templeton. Diversification is not only important when it comes to asset 
allocation, but when it comes to individual funds as well.20

B.	 What did the regulator, SEBI learn?

Even though the Securities and Exchange Board of India has a clear 
viewpoint towards mutual funds that they are vehicles for investing in 
the securities and carry the associated risks, this incident is worth con-
sidering. A reassessment of the fund classification criteria is long overdue 
Only two of the sixteen kinds of debt funds have a requirement on credit 
rating. More than 80% of the portfolio must be invested in AA+ and 
AAA-rated securities in corporate bond funds, while more than two-
thirds must be invested in AA and lower-rated securities in credit risk 
funds. In all the other fourteen debt fund categories the invested securi-
ties completely rely on the discretion of the fund manager and on what 
has been mentioned in the “Scheme Information Document” (SID). From 
the point of view of the independence of the fund manager to devise his 
strategy, such an approach is justifiable. However, mutual fund catego-
ries such as Ultra-short-term funds are regarded by investors as some-
thing just parallel to liquid funds.

	20.	 Vickey Mehta.“Lessons from the Franklin Templeton Episode”. LinkedIn (May 06, 
2020). <https://bit.ly/33Uv5jy> accessed 23 January 2023.
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Subject to the SID, the money manager may take exposure to low-
er-rated papers in ultra-short or low-duration categories. This does not 
imply that anything below AAA is a failure frontrunner. SEBI, the mar-
ket regulator, should set the boundaries for what constitutes a default 
candidate. The SEBI’s management should discuss whether the ceiling 
for investing in less than AAA securities in very short term should be 
100% or 20%.Individual papers’ maturity also has a role. Liquid funds 
have a maximum residual maturity of 91 days for all securities in their 
portfolio. Portfolio duration is used to categorize securities in other cat-
egories, such as ultra-short or low-duration securities. This implies that 
single asset in the portfolio may have considerably longer maturities pro-
vided that the weighted average falls within a predetermined range. 3-6 
months is the minimum time frame required to be considered ultra-short. 
When it comes to long-term investments in a portfolio, the risk increases. 
SEBI must re-consider this aspect of the funds also to even more safe-
guard any funds from defaulting.

VII.  CONCLUSION

After all that has passed and done, when we sit and think of it, we only 
wish if this scenario might have been avoided or a different solution 
could have been worked out. In light of the Franklin case, investors who 
thought debt funds were safer than conventional debt products like Fixed 
Deposits or Recurring Deposits were surprised to learn otherwise. When 
it comes to AMCs, however, they should also be careful when promoting 
their products on the basis of strong returns and making comparisons to 
conventional instruments. However, the AMC took the risk, which I feel 
was the proper decision to protect current investors.
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Protection for Minority Shareholders: 
A Careless Concern

—Dhruv Kohli and Sanya Singh1

ABSTRACT

The Insolvency and Bankruptcy Code, 2016 follows a ‘creditor-
in-control’ model for debt resolution, the effect of which is when 
a company enters the corporate insolvency resolution process, 
it is the creditors who take over the functioning of the company 
and steer it through the process. The COC which is at the centre 
of the CIRP undertakes all key decisions pertaining to the 
corporate debtor, including the approval of the resolution plan. 
Decisions undertaken by COC cannot be questioned as it is said 
to possess ‘commercial wisdom’ and can only be scrutinized if 
it goes against IBC or its objectives. With respect to publicly 
listed companies undergoing CIRP, the COC in its ‘commercial 
wisdom’ often approves such a resolution plan under which 
not only is the company de-listed from the market, the equity 
shares of the company are completely written off. The principal 
sufferer in such a situation is the non-promoter shareholders or 
minority shareholders. Following several representations from 
‘minority shareholders,’ market regulator SEBI came up with 
a protection framework for ‘minority shareholders’ of public-
listed companies that are currently undergoing CIRP. The 
framework proposes a system wherein the resolution applicant 
would be required to offer equity of the revised entity to the 
erstwhile minority shareholders. The proposal also recommends 
changes in the current de-listing regulations that are applicable 
to publicly listed companies undergoing CIRP. The authors in 
the present article make an attempt to first present the existing 
legal principles that govern the rights of ‘minority shareholders’ 
under IBC, and second, analyse and critique the SEBI discussion 

	 1.	 The authors are third-year students at Gujarat National Law University, Gandhinagar 
(GNLU).



Protection for Minority Shareholders

119

paper in light of the existing legislative and judicial position. 
The authors also analyse the discussion paper in light of existing 
international standards and lastly, stipulate reasons as to why 
the proposal represents a myopic understanding of IBC and 
would be inefficient if implemented.

I.  INTRODUCTION

In June of 2021, shares of Deewan Housing Finance Corporation Limited 
(DHFL) stopped trading on stock exchanges following the order of the 
National Company Law Tribunal (NCLT) which approved the resolution 
plan of Piramal Capital and Housing Finance Limited (PCHFL). The 
highlight of the plan was the reduction in the paid-up share capital of the 
company to zero. Similar was the case of Sintex Industries whose share 
capital came down to nothing after its acquisition by Reliance.2 The prin-
cipal casualty in such scenarios are the equity holders of the defunct enti-
ties, the value of whose investments are overnight written off and they are 
left with no recourse or remedy. This has become a common sight under 
the Insolvency and Bankruptcy Code (IBC). Ever since its inception, it 
has been commonly observed that whenever a listed entity has undergone 
the corporate insolvency resolution process (CIRP), there is a substantial 
reduction in the share capital post CIRP, and the erstwhile shareholders 
of the company are left with no mechanism to recover their investment. 
Over time, the shareholders, especially the minority have raised concerns 
before market regulator SEBI over the complete erosion of their invest-
ments which has resulted in SEBI proposing a framework for the protec-
tion of ‘minority shareholders’ of listed entities that undergo the CIRP.

The present article seeks to undertake a critical analysis of the frame-
work proposed by SEBI. In the next section, a brief explanation of SEBI’s 
framework is undertaken. This is followed by looking at the current 
position of minority shareholder rights vis-av-vis IBC. Furthermore, the 
feasibility of the framework as proposed by SEBI is lookedat from both 
national and international standards and the paper concludes by making 

	 2.	 Jyotindra Dubey, ‘Minority Investors Often get a raw deal during insolvencies. Can 
Sebi’s new proposal change things’ (The Economic Times, 6 December 2022) <https://
economictimes.indiatimes.com/prime/corporate-governance/minority-investors-often-
get-a-raw-deal-during-insolvencies-can-sebis-new-proposal-change-things/primearticle-
show/96015757.cms?from=mdr>accessed 01 March 2023.



Contemporary Developments in Corporate and Commercial Laws

120

recommendations that allow to balance rights of ‘minority shareholders’ 
vis-à-vis IBC.

II.  PROPOSED PROTECTION FOR 
‘MINORITY SHAREHOLDERS’

The following section encompasses a brief explanation of the SEBI dis-
cussion paper dated November 10, 2022. In the opinion of SEBI, there 
are two primary objectives of Insolvency law, which include “equitable 
risk” and “maximization of value among all.”3 SEBI further states that 
to preserve the above-mentioned objectives, it becomes imperative to pro-
vide equity shareholders with certain protection. Interestingly, while the 
paper talks about the protection of ‘equity shareholders,’ it leaves out 
a large chunk of them4 and focuses only on the protection of ‘minority 
shareholders.’

The measures as proposed by SEBI would involve the successful RA 
giving an opportunity to ‘minority shareholders’ to acquire debt in the 
new entity and this acquisition would be done at the same price at which, 
the RA acquires the erstwhile entity.5 Moreover, the RA can make an 
offer of a maximum of 25% to eligible shareholders and a minimum of 
5% of acceptance is required to ensure that the entity post CIRP can con-
tinue to be listed. In case, a minimum of 5% acceptance is not achieved, 
the entity can go for delisting. SEBI also proposed that a review of the 
erstwhile delisting regulations should be undertaken wherein, exemp-
tions should only be given when either the entity goes for liquidation or 
shareholding in the new entity remains less than 5%.6

Theoretically, the protection proposed for ‘minority shareholders’ 
aims at providing them with another opportunity to generate wealth. 
The case of Alok Industries,7 whose share went up to Rs53 post CIRP 
stands as a good example wherein the minority was able to exit after 
creating some wealth for themselves. Moreover, by asking to adhere to 
the minimum public shareholding norms (MPS), the regulator is trying 

	 3.	 Securities and Exchange Board of India, Framework for protection of interest of public 
equity shareholders (2022) para 1.

	 4.	 Securities and Exchange Board of India (n 2) para 10(B).
	 5.	 Securities and Exchange Board of India (n 2) para 11.
	 6.	 Securities and Exchange Board of India (n 2) para 10(E).
	 7.	 Jyotindra Dubey, ‘Minority investors often get a raw deal’ (n 1).
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to prevent extremely low public shareholdings in entities post CIRP. 
Minimum Public Shareholding is a statutory norm enforced under regu-
lation 19A of Securities Contract (Regulation) Rules, 1957,8 under which 
every publicly listed company needs to have at least 25%, public share-
holders. Ruchi Soya Industries9 stand as the foremost example as in this 
case, public shareholding came down to 0.97% post CIRP. Extremely 
low public shareholdings are a cause of concern and hamper transpar-
ency and fairness in the securities market.10 Lastly, this proposal also 
stands to benefit the RA as it provides for additional avenues to raise cap-
ital. When looked at from the view of institutional investors, this could 
serve as a reprieve for them.11

III.  PRESENT POSITION OF MINORITY 
SHAREHOLDERS UNDER IBC

Unlike the Companies Act, 2013 wherein the shareholders assume a sig-
nificant position, the same is not true for IBC. The IBC adopts the ‘cred-
itor-in-control’ model pursuant to which it is the committee of creditors 
(CoC) which takes over the corporate debtor and takes all the decisions 
during the pendency of the insolvency proceeding.12 The shareholders 
do not play any role in the proceedings and are not even allowed any 
representation before the CoC.13 IBC further reduces the position of 
shareholders as it holds that for any act to be done pursuant to the reso-
lution plan, the approval of shareholders shall be “deemed” to be given.14 
Lastly, IBC also adopts a “waterfall” mechanism for payment of dues 
which provides a sequence in which the dues are to be given and even in 
this list, the shareholders fall last in line.15

While the code does put the shareholders in the last of the lot, it does 
not completely rule them out. For instance, as per regulation 38 (1A) of 

	 8.	 Securities Contract Regulation Rules 1957, §19A.
	 9.	 Jyotindra Dubey, ‘Minority investors often get a raw deal’ (n 1).
	10.	 E-Land Apparel Limited SAT Appeal No.: 510/2015.
	11.	 Raghu Mohan & Abhijit, ‘At the Crossroads’(Business Standard, 1 February 2023) 

<https://www.business-standard.com/article/finance/at-the-crossroads-how-are-arcs-to-
augment-their-capital-to-rs-300-crore-122112000607_1.html> accessed 01 March 2023.

	12.	 Priyanshu Shrivastava, ‘Code of Conduct For COC: Death Knell For CIRP’ (2022) 5 
JCLG 98, 99.

	13.	 Jyotindra Dubey, ‘Minority investors often get a raw deal’ (n 1).
	14.	 The Insolvency and Bankruptcy Code 2016, §30(2).
	15.	 The Insolvency and Bankruptcy Code2016, §53(h).
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the CIRP regulations, every resolution plan must elaborate as to how it 
will deal with all stakeholders of the corporate debtor.16 Moreover, under 
regulation 3(2)17 of the delisting regulations, if a corporate debtor is to 
be delisted, then the resolution applicant (RA) would have to give the 
existing public shareholders an opportunity to exit at a specified price 
or should specify a plan as to how the delisting is to be carried out. 
Additionally, minority shareholders can either individually or collectively 
also file resolution plans of their own under section 29-A.18 In addition, 
Section 230 of the Companies Act, 2013 enables the liquidator to file an 
application proposing a scheme of arrangement even when the company 
has gone into liquidation granting a secondary lifeline to the sharehold-
ers. Thus, if a better alternative exists than insolvency, minority share-
holders may bring a plan to the NCLT.19

IV.  FEASIBILITY OF SEBI’S PROPOSED PROTECTION

The following section discusses, the feasibility of the proposal is dis-
cussed. According to SEBI, under the current process, protection for 
equity shareholders is necessary as “the resolution plan leads to over-
night zero value of equity shares,” “public shareholders do not get any 
intimation or representation” and “this is not acceptable.”20 The protec-
tion proposed by the regulator, however, does not seem to be practical 
because of the following reasons.

A.	 Excessive Haircuts

One of the primary reasons why the proposed protection is not feasible 
is because it fails to take into consideration the large number of haircuts 
that the CoC accepts under the resolution plan. Haircut can be simply 
explained as a situation wherein the creditor foregoes a substantial part 

	16.	 Insolvency and Bankruptcy Board of India (Insolvency Resolution Process for Corporate 
Persons) Regulations, 2016, Reg. 38(1A).

	17.	 Securities and Exchange Board of India (Delisting of Equity Shares) Regulations 2021, 
Reg. 3(2).

	18.	 Sikha Bansal, ‘Minority Shareholders under IBC’ (Vinod Kothari Consultants, 25 
August2021) <https://vinodkothari.com/2021/08/minority-shareholders-under-ibc/> 
accessed 01 March 2023.

	19.	 Sikha Bansal, ‘Minority Shareholders under IBC’ (Vinod Kothari Consultants, 25 
August2021) <https://vinodkothari.com/2021/08/minority-shareholders-under-ibc/> 
accessed 01 March 2023.

	20.	 Securities and Exchange Board of India (n 2) para 7.
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of the debt owed by the debtor in order to recover the remaining amount 
under the resolution plan.21 In the recent past, average haircuts stood at 
around 80%22 whereas in some cases, they went as high as 95%.23

As to the reasons for the increase in haircuts, the provisions for ‘OTS’ 
or one-time settlement under the code have been often pointed out.24 

Section 12A which provides for a one-time settlement was introduced 
with the objective of withdrawing a previously admitted CIRP applica-
tion.25 The intention was that a one-time settlement might allow creditors 
to recover a higher amount and not undertake haircuts,26 however, the 
section has often been misused at the hands of the CoC to obtain earnest 
money, which in most cases did not take into consideration the object of 
the revival of the company. Additionally, since the decisions of the CoC 
have been given supremacy through judicial decisions,27 it has become 
difficult for the adjudicating authority to critically analyze the decision of 
the COC. The recent acquisition of Radius Estates28 at a haircut of 98% 
is a testament to the rising problem of haircut.

Poor valuation of the assets of the corporate debtor coupled with the 
negligence of resolution professionals is also a factor which has attrib-
uted to the rise of haircuts.29 This often leads to value erosion of the 
assets, which eventually forces the creditor to take haircuts on their debt 
and dispose of the CD at piecemeal prices.

	21.	 Ketan Mukhija & Shorya Singhal, ‘Insolvency and Bankruptcy Code, 2016: Vision 2025’ 
(Live Law, 5 December 2022) <https://www.livelaw.in/law-firms/law-firm-articles-/insol-
vency-and-bankruptcy-code-corporate-insolvency-resolution-process-pre-pack-insolven-
cy-resolution-cross-border-insolvency-link-legal-215781> accessed 01 March 2023.

	22.	Uttam Gupta, ‘Under IBC, protecting minority shareholders’ (The Pioneer, 28 November 
2022) <https://www.dailypioneer.com/2022/columnists/under-ibc--protecting-minori-
ty-shareholders.html> accessed 01 March 2023.

	23.	 Simran Lunagariya&Priyanshi Jain, ‘Rising Haircuts: A Death Knell for the IBC’ (India 
Corp Law, 31 March 2022) <https://indiacorplaw.in/2022/03/rising-haircuts-a-death-
knell-for-the-ibc.html> accessed 01 March 2023.

	24.	 Ibid.
	25.	 Shreya Sircar & Sanjukta Roy, ‘Withdrawal of CIRP may save corporate debtor’ (India 

Bus. L. J., 4 March 2022) <https://law.asia/withdrawal-cirp-may-save-corporate-debtor/> 
accessed 01 March 2023.

	26.	 Shreya Sircar & Sanjukta Roy, ‘Withdrawal of CIRP may save corporate debtor’ (India 
Bus. L. J., 4 March 2022) <https://law.asia/withdrawal-cirp-may-save-corporate-debtor/> 
accessed 01 March 2023.

	27.	 K Sasidhar v. Indian Overseas Bank, (2019) 12 SCC 150 (Ind.).
	28.	 Adani Goodhomes Acquires Radius Estates, Insolvency Tracker (Jan. 12, 2023) https://

insolvencytracker.in/2023/01/12/adani-goodhomes-acquires-radius-estates-and-develop-
ers-for-rs-32-crore/.

	29.	 Simran Lunagariya&Priyanshi Jain, ‘Rising Haircuts: A Death Knell for the IBC’ (n22).
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Excessive delay witnessed under IBC is another factor which adds to 
the problem of excessive haircuts. IBC prescribes a maximum period of 
330 days for completion of CIRP; however, it took 468 days to complete 
a resolution process in 2020-2021 whereas the number stood at 560 days 
in 2021-22.30 Delays not only exist in the completion of the CIRP but 
also in the pre-CIRP period. The code prescribes a period of 14 days to 
either admit or reject an application to initiate insolvency proceedings.31 
Yet, the average time taken for admission in 2021-22 stood at 650 days.32 
Extensive delays coupled with never-ending litigation result in consid-
erable value erosion of the corporate debtor (CD) which subsequently 
forces the COC to take huge haircuts. Thus, the protection of ‘minority 
shareholders’ becomes incoherent when there is such large-scale erosion 
in the value of the corporate debtor.33

B.	 Enforcement of MPS Norm

Another issue with the proposed protection is with respect to the 25% 
equity provision that the regulator has proposed.34 The principle aims 
behind introducing the MPS norm were to ensure better transparency 
with respect to stock price and to enhance liquidity in the market.35 
However, the regulator has not been able to enforce this norm that dili-
gently.36 As per available data, there are still over two dozen companies 
that have not complied with the MPS norms37 and most of these compa-
nies are government owned. Additionally, these state-controlled compa-
nies have been given a further reprieve from adhering to the MPS norms38 

	30.	 Manish Suvarna, ‘Why do major IBC cases get delayed for years’ (Money Control, 11 
January 2023) <https://www.moneycontrol.com/news/business/why-do-major-ibc-cases-
get-delayed-for-years-9847061.html> accessed 01 March 2023.

	31.	 The Insolvency and Bankruptcy Code 2016, §9.
	32.	 Insolvency and Bankruptcy Board of India,Consultation Paper on issues related to reduc-

ing delays in CIRP (2022).
	33.	 Uttam Gupta, ‘Under IBC protecting minority shareholders’ (n 21).
	34.	 Securities and Exchange Board of India (n 2) para 10.
	35.	 SamieModak, ‘Sebi relaxes 25% minimum public shareholding norms’ (Business 

Standard,14 May 2020) <https://www.business-standard.com/article/markets/sebi-re-
laxes-25-minimum-public-shareholding-norms-deadline-postponed-120051401698_1.
html> accessed 01 March 2023.

	36.	 Uttam Gupta, ‘Under IBC protecting minority shareholders’ (n 21)
	37.	 Rajiv Singh, ‘Will SEBI act against listing norm violators’ (Fortune India, 9 September 

2022)<https://www.fortuneindia.com/macro/will-sebi-act-against-listing-norm-viola-
tors/109587> accessed 01 March 2023

	38.	 Shilpa Jamkhandikar, ‘State run firms to remain exempt from public shareholding 
norms’ (Business Standard, 3 January 2023) <https://www.business-standard.com/
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which just goes onto show how serious even the government is in fol-
lowing these norms. When the regulator is unable to actively implement 
these rules on government-controlled companies, the question that arises 
is whether it is fair for the regulator to solely impose such a requirement 
on private entities. The enforcement of the MPS norm also has the poten-
tial to fend off potential investors as new promoters may want to possess 
more control39 and operational autonomy.40

The requirement to have a minimum of 5% public equity to continue 
listing41 may further promote potential investors to opt for de-listing. In 
2021, an amendment was introduced to the existing Securities Contracts 
(Regulation) Rules which specified that if a company has undergone 
CIRP, then there has to be a minimum 5% public shareholding in order 
to continue as a listed entity. However, the said amendment has had the 
opposite effect, as available data suggests that in the majority of cases of 
listed companies undergoing CIRP, the investors have opted for de-list-
ing the entity from the market.42 This goes on to show the reluctance 
of the resolution applicant to include anyone in the functioning of the 
revised entity. Moreover, by stipulating a low acceptance rate, it is highly 
unlikely that SEBI would be able to address issues such as price discovery 
and liquidity.43

The proposal is also riddled with several questions. Firstly, if the RA 
goes ahead and offers the shareholders the equity, then essentially will 
this be classified as a preferential issue or a public offering?44 Secondly, 
the proposal also does not speak about the disclosure regime that may 

article/companies/state-run-firms-to-remain-exempt-from-public-shareholding-norms-
govt-123010300333_1.html> accessed 01 March 2023.

	39.	 Ajay Tyagi, ‘A case for stakeholder involvement’ (Financial Express, 10 December 
2022) <https://www.financialexpress.com/opinion/a-case-for-stakeholder-involve-
ment/2908142/> accessed 01 March 2023.

	40.	 ‘Layer of Discomfort’(Business, 14 November 2022) <https://www.thehindubusinessline.
com/opinion/editorial/layer-of-discomfort/article66136201.ece> accessed01 March 2023.

	41.	 Securities and Exchange Board of India (n 2) para 10(C).
	42.	 Securities and Exchange Board of India (n 2) para 6.
	43.	 Abhinav Gupta &Ayush Khandelwal, ‘An Insight into SEBI’s consultation Paper on MPS’ 

(The CBCL Blog, 9 September 2020) <https://cbcl.nliu.ac.in/capital-markets-and-secu-
rities-law/an-insight-into-sebis-consultation-paper-on-minimum-public-shareholding/> 
accessed 01 March 2023.

	44.	 Vinod Kothari, ‘Minority Protection in IBC’ (Vinod Kothari Consultants, 24 November 
2022)<http://vinodkothari.com/2022/11/framework-for-protection-of-interest-of-pub-
lic-equity-shareholders-of-listed-cos-undergoing-cirp-presentation/> accessed 01 March 
2023.
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have to be followed if this protection sees the light of day.45 A question of 
fairness may also arise because of the said proposal as the RA may try to 
reduce the equity in the proposed resolution which would cause an over-
all decline in the quantum of the offer.46 The proposal is also silent on the 
timeline under which the process of raising money is to be completed.47

C.	 Review of Delisting Regulations

SEBI has further proposed that the existing lenient delisting regulations 
should be reviewed, and the delisting regulations should be amended to 
be more stringent. Under the present scheme, delisting pursuant to a res-
olution plan is permitted if the plan provides for a process to delist the 
shares or if the plan should give the shareholders an exit opportunity. 
The proposed amendment stipulates that delisting should only be per-
mitted in case the CD undergoes liquidation or when the RA fails to 
generate 5% public equity. As previously seen, the potential resolution 
applicant wishes to run the entity with utmost autonomy and when 2021 
SEBI brought the minimum 5% public shareholding rule, most resolution 
applicants opted for delisting.48 The existing delisting regulations were 
brought by SEBI to facilitate the insolvency process but by advocating for 
stringent delisting regulations, SEBI is going against the very objective 
with which it first brought the regulation.

D.	 Basic Rules of Equity

Another important reason why the proposition fails is that it violates the 
fundamental rules of equity. The essence of an equity investment entails 
associating with a company’s future prospects as well as its hazards.49 
The price is determined by the company’s worth, performance, market 

	45.	 Sahayaja S, ‘SEBI’s Proposal for Public Shareholders Reflect a Myopic View’ (BQ Prime, 
15 November 2022) <https://www.bqprime.com/law-and-policy/ibc-sebis-propos-
als-for-public-shareholders-reflect-a-myopic-view-say-experts>accessed 01 March 2023.

	46.	 Vinod Kothari, ‘Minority Protection in IBC’ (Vinod Kothari Consultants, 24 November 
2022)<http://vinodkothari.com/2022/11/framework-for-protection-of-interest-of-pub-
lic-equity-shareholders-of-listed-cos-undergoing-cirp-presentation/> accessed 01 March 
2023.

	47.	 Ibid.
	48.	 Ajay Tyagi, ‘A case for stakeholder involvement’ (Financial Express, 10 December 

2022) <https://www.financialexpress.com/opinion/a-case-for-stakeholder-involve-
ment/2908142/> accessed 01 March 2023.

	49.	 Mukesh Chand, ‘SEBI Consultative Paper for framework for Public Equity Shareholders’ 
(Mondaq, 20 January2023)<https://www.mondaq.com/india/shareholders/1273390/
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conditions, and prospects. The investor is mostly in charge of entry and 
exit. As a result of the Company’s financial health and operations, an 
investor, or more precisely, an educated investor, will have many exit 
alternatives. Credit, on the other hand, is issued under fixed circum-
stances with no regard for the Company’s performance. Once a lender 
grants credit to the Company, the only choices for exit are novation or 
assignment. Recalling the facility does not ensure a speedy restoration of 
the funds. Since equity and credit transactions largely differ from each 
other, they should be allowed to operate in their own manner.50

E.	 Spirit of IBC

Through numerous judicial pronouncements, it has been well estab-
lished that a statute is the mandate of the legislature.51 Therefore, the 
conventional way of interpreting a statute is by focusing on what is often 
referred to as the ‘intention’ of the legislature.52 It is easier said than done 
as often, provisions of any given statute are open to more than one inter-
pretation and hence determination of the true intent becomes difficult.53 
Legislation in a modern state is enacted with the aim of either bene-
fiting the public or resolving a particular issue.54 Therefore, the words 
employed along with the general purpose of the act may serve as a tool to 
determine the intention of the legislature.55 In the opinion of the authors, 
SEBI while coming out with the proposal, has failed to take into consid-
eration the intention with which IBC was enacted.

The principal objective behind the introduction of the code was to 
ensure a higher level of debt financing, reducing the losses incurred in the 
recovery process and reducing the time taken for the recovery process.56 
The Bankruptcy Law Reform Committee report (which formed the basis 
for the code) starts by saying that “The limited liability company is a 
contract between equity and debt. As long as debt obligations are met, 

sebi-consultative-paper-for-framework-for-protection-of-interest-of-public-equity-share-
holders-in-case-of-listed-companies-during-cirp-under-ibc> accessed 01 March 2023.

	50.	 Ibid.
	51.	 Padmasundra Rao v. State of Tamil Nadu, (2002) 3 SCC 533.
	52.	 CCI v. SAIL, (2010) 10 SCC 744, §52.
	53.	 GP Singh, Principles of Statutory Interpretation, (Lexis Nexis, 14th ed. 2016) 3.
	54.	 United Bank of India v. Abhijit Tea Co. Pvt. Ltd., AIR 2000 SC 2957, 2962.
	55.	 GP Singh, Principles of Statutory Interpretation (Lexis Nexis, 14th ed. 2016) 16.
	56.	 Ministry of Finance, The Report of The Bankruptcy Law Reforms Committee (2015) 

page 28.
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equity owners have complete control, and creditors have no say in how 
the business is run. When default takes place, control is supposed to 
transfer to the creditors; equity owners have no say.”57 Therefore, the 
code envisaged a situation wherein it will be the creditors who would 
take over control over the functioning of the entity. Another important 
aspect of the report is its views on shareholders. The BLRC report rec-
ognised that in a “sound bankruptcy process, the equity value of the 
enterprise would be wiped out and the existing shareholders would lose 
control.”58 The inference that can be drawn from the BLRC report is that 
the code always perceived a situation wherein the shareholders would 
lose control and the equity of the company would dilute.

The structure of the code, which followed the BLRC report repre-
sented this to a large extent. The ‘Committee of Creditors’ as envisaged 
by the code takes over the entire functioning of the CD once the CIRP 
process begins59 and the shareholders have no say in it. The explanation 
attached to §30(2)(e)60 stipulates that the approval of the shareholders 
of the corporate debtor would be ‘deemed’ to be given and this makes 
it aptly clear that the parliament never wanted the shareholders to have 
any role in the CIRP process. The same was reiterated vide an MCA cir-
cular61 stating shareholder approval is ‘deemed to have been given under 
the code.’

Interestingly, in the opinion of the founding chairman of IBBI, one 
of the objectives of IBC is balancing the interest of all stakeholders, yet, 
he goes on to focus only on the financial creditors and the operational 
creditors.62 The non-consideration of the shareholders as a stakeholder 
whose interests require balancing is a testament to the fact that the code 
never wanted to balance or accord any form of protection to the share-
holders or for that matter even consider their interests. Lastly, the MCA 

	57.	 Ministry of Finance, The Report of The Bankruptcy Law Reforms Committee (2015) 
page 10.

	58.	 Ministry of Finance, The Report of The Bankruptcy Law Reforms Committee (2015) 
page 20.

	59.	 Priyanshu Shrivastava, ‘Code of Conduct For COC: Death Knell For CIRP’ (2022) 5 
JCLG 98, 99.

	60.	 The Insolvency and Bankruptcy Code 2016, §30(2)(e).
	61.	 Ministry of Corporate Affairs, General Circular No. IBC/01/2017, <https://www.mca.

gov.in/Ministry/pdf/CircularIBC_25102017.pdf> accessed 01 March 2023.
	62.	 IBC: ‘A Code for Corporate Governance’<https://ibbi.gov.in/uploads/resources/a630140

47246e723eaa9f2071756b86b.pdf> accessed 01 March 2023.
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proposed a series of amendments to the IBC,63 which does not make any 
attempt to propose any sort of protection for minority shareholders. This 
is a clear show of intent on part of the lawmakers that under the scheme 
of IBC, minority shareholders do not afford any sort of protection.

Apart from lawmakers’ display of intent, the judicial decision has 
clearly displayed a similar stance when it comes to the protection of the 
rights of minority shareholders. The apex court in the case of Jaypee 
Kensington Boulevard Apartments Welfare Association v. NBCC (India) 
Ltd.,64 dealt primarily with the issue of protection of minority sharehold-
ers. While the case dealt with a variety of issues such as the right of home 
buyers and avoidable transactions, an interesting facet of the case was the 
appeal filed by the minority shareholders of Jaypee Infratech Limited. 
The contention as put forth by the minority shareholders in their appeal 
was that the resolution plan proposing a complete dilution of their equity 
should not be allowed as it goes against their interest. They also con-
tended that despite the supremacy of the CoC, minority shareholders do 
have the right to participate in any compromise which has the potential 
to affect their rights and that a resolution plan proposing the delisting of 
shares of the CD goes against the intent of the code.

The apex court while dismissing the appeal held that “the grievances 
as suggested by these shareholders cannot be recognised as legal griev-
ances and does not provide them any cause of action to maintain.” As 
far as the delisting of shares is concerned, the court opined that if a res-
olution plan proposes delisting, all that is required is that it conforms to 
the required regulations.65 The court also reiterated the supreme position 
as given to the CoC under IBC.

The importance of this decision is that it directly opposes the argu-
ment given by SEBI in the consultation paper. The apex court makes it 
clear that if a resolution plan proposes equity dilution, then that would 
be legally valid, and a minority shareholder cannot claim any protection 
against such dilution. The decision not only upholds the position of the 

	63.	 Pallavi Mishra, ‘MCA Invites Public Comments on Proposed Changes in IBC’ (Live Law, 
January 19 2023) <https://www.livelaw.in/news-updates/ministry-of-corporate-affairs-
invites-public-comments-on-proposed-changes-in-ibc-219363> accessed 01 March 2023.

	64.	 Jaypee Kensington Boulevard Apartments Welfare Association v. NBCC (India) Ltd., 
(2022) 1 SCC 401.

	65.	 Securities and Exchange Board of India (Delisting of Equity Shares) Regulations 2021, 
Reg. 3(2).
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CoC but also notes that shareholders have no right to participate under 
the scheme of IBC and hence, SEBI’s argument that since shareholders 
do not have any say before the CoC,66 they deserve protection is also 
not tenable. Plainly speaking under the present structure of IBC, neither 
there exists any protection for minority shareholders, nor they can claim 
any.

V.  INTERNATIONAL POSITION OF 
SHAREHOLDERS UNDER INSOLVENCY LAW

The present section of the paper seeks to present the treatment that the 
shareholders of an insolvent entity are subject to in the international 
sphere. For the said purpose, the emphasis would be on the UNCITRAL 
Legislative guide (guide) on insolvency law as it was formulated with the 
aim of assisting nations in formulating their national insolvency laws. By 
providing a series of features that are necessary for insolvency law, the 
guide also aims to achieve a level of coherency between different national 
insolvency laws. Therefore, by emphasising the guide, the authors wished 
to showcase whether the present position of shareholders as it exists 
under IBC is similar to what was envisaged by the guide.

The guide on insolvency stipulates that a formal insolvency process 
contemplates two main processes: liquidation and reorganization.67 It 
goes on to define reorganization as “the process by which the financial 
well-being and viability of a debtor’s business can be restored and the 
business continues to operate, using various means possibly including 
debt forgiveness, debt rescheduling, debt-equity conversions and sale of 
the business (or parts of it) as a going concern.”68

The definition as given under the guide establishes certain fundamen-
tals of an insolvency process, i.e., an insolvency process has to aim for 
restoring the debtor and this has to be done while the debtor is operated 
as a “going concern.” Further, the guide outlines the key objectives of 
an insolvency process.69 Some of the key objectives as highlighted by the 
guide include maximization of asset value, preference for reorganization 
over liquidation, ensuring equitable treatment of creditors, etc. Thus, it 

	66.	 Securities and Exchange Board of India (n 2) para 7(c).
	67.	 UNCITRAL Legislative Guide on Insolvency Law, page 9.
	68.	 UNCITRAL Legislative Guide on Insolvency Law, §2(ll).
	69.	 UNCITRAL Legislative Guide on Insolvency Law, page 10.
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can be deduced that objectively, IBC is similar to the guide as the former 
also aims to maximize asset value and restore the CD that too while run-
ning the CD as a going concern.

The guide makes an interesting stipulation with regard to reorgan-
ization proceedings. It recognizes the fact that in a reorganization 
proceeding, it is nowhere necessary or implied that the interest of “all 
stakeholders” is to be kept in mind. While recognizing this, it goes onto 
further say that in a reorganization proceeding, it is possible that “the 
interests of equity holders be reduced to nothing.”70 The importance 
of this stipulation is that it contemplates a situation wherein a debtor 
is undergoing a reorganization process and with the principal aim of 
maximizing the value of the debtor’s assets, the interest of the equity 
shareholders is diluted, that to even completely. As it happens, the BLRC 
too contemplates that in a successful insolvency process, the interest of 
the equity holders is completely diluted.71

The guide also stipulates that as far as the contents of a resolution 
plan are concerned, it should elaborate as to how it wishes to deal with 
the interest of equity holders among other stakeholders.72 A similar posi-
tion is also adopted under the Indian regime as regulation 38 (1A) of the 
CIRP regulations requires a RA to include a statement in the resolution 
plan as to how would it deal with the interest of all stakeholders.

The guide also makes certain other important stipulations. With 
regards to the individuals or entities who should be participating in an 
insolvency/reorganization proceeding, it stipulates that there can be a sit-
uation wherein the domestic law contemplates that equity holders do not 
have a say in the insolvency proceeding.73 Therefore, SEBI’s contention 
that since minority shareholders do not get an opportunity to present 
their case before the CoC74 is prima facie incorrect as excluding a set 
of stakeholders from representation is not only within the capacity of 
Indian lawmakers but also was contemplated by the guide. The guide 
goes on to segregate equity holders and stipulates that those who possess 

	70.	 UNCITRAL Legislative Guide on Insolvency Law, page 28.
	71.	 Ministry of Finance, The Report of The Bankruptcy Law Reforms Committee (2015) 

page 20.
	72.	 UNCITRAL Legislative Guide on Insolvency Law, page 28.
	73.	 UNCITRAL Legislative Guide on Insolvency Law, page 167.
	74.	 Securities and Exchange Board of India (n 2) para 7(C).
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the equity by virtue of being “investors in the debtor” may not be allowed 
any representation before the committee for the reason that such class of 
equity holders would have no direct knowledge about the functioning of 
the debtor.75 Minority shareholders which are the subject matter of the 
proposed protection hold equity by virtue of being “investors.” Hence, 
not allowing them to present their case before the CoC is something 
which was imagined by the guide as being perfectly legal and was sub-
sequently adopted under the IBC. Therefore, advocating for “protective 
measures” on the ground that a legal provision is against a particular 
class is a false argument when the lawmakers intended to treat them in 
the said manner.

The guide also makes a stipulation with regard to the claim’s equity 
owners are entitled to in a reorganization proceeding. It specifies that in 
a reorganization proceeding, the insolvency law may adopt the rule that 
any claims of equity owners would be paid only after all other claims are 
given out and thus, equity holders may ‘rarely receive anything.’76 This 
observation as given under the guide dismisses the argument of minor-
ity shareholders that SEBI should enact a law to get them their correct 
value77 as even under international standards, it is an accepted position 
that when an insolvency mechanism adopts a waterfall mechanism for 
distribution of proceeds the equity holders would be placed last and 
would rarely receive anything against their equity.

What follows from the above discussion is that the treatment meted 
out on minority shareholders under IBC is legally valid as even inter-
national canon imagines a similar treatment. Since the treatment that 
is meted out is legally valid, there exists no justification to provide any 
protection for minority shareholders.

VI.  THE WAY FORWARD

Ever since its enactment, the IBC has been implemented with the aim 
of providing a sturdy insolvency mechanism for the Indian market. The 
effectiveness of the code, however, has become a central point of debate 
in the past some years. The essence of the code is in selling the distressed 

	75.	 UNCITRAL Legislative Guide on Insolvency Law, page 198.
	76.	 UNCITRAL Legislative Guide on Insolvency Law, page 273.
	77.	 Securities and Exchange Board of India (n 2) para 7(B).
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entity as a going concern.78 The on-ground reality however tells us a dif-
ferent picture.

Apart from excessive delays, recovery under IBC has also been dismal. 
Consolidated recovery under the code stood near about 30% whereas, 
in the financial year 2021-22, the recovery stood at 23%.79  The situation 
with respect to NPA alleviation has also not seen any major improve-
ment and while theoretically, there has been a reduction in NPA levels, 
it excludes the covid period. Thus, if the covid period is taken into con-
sideration, it can be held that there is not any improvement with respect 
to NPAs.80

At the outset, it has to be understood that extremely low public share-
holdings which resulted in representations being made before SEBI is a 
result of the actions of the latter only. SEBI introduced a series of amend-
ments in the securities law to facilitate the timely resolution of publicly 
listed entities under IBC81 and hence, the consequences of these actions 
would be well thought out by the regulator. By proposing such protec-
tion, a question that can also arise is whether initially, SEBI faltered by 
providing leniency to publicly listed companies undergoing CIRP and 
hence by proposing such protection, it seeks to “correct its own mistake.” 
Additionally, as showcased in the above discussion, the treatment meted 
out to minority shareholders is one which is contemplated by law and 
hence, protection cannot be granted against something which the law 
envisaged to do in the first place.

The present structure of the code fundamentally favours the creditors 
over the shareholders and the regulator should not indulge in unneces-
sary interference. Moreover, as seen above, there exist several impedi-
ments in the functioning of the code in the form of excessive delays and 

	78.	 Uttam Gupta, ‘Under IBC, protecting minority shareholders’ (The Pioneer, 28 November 
2022) <https://www.dailypioneer.com/2022/columnists/under-ibc--protecting-minori-
ty-shareholders.html> accessed 01 March 2023.

	79.	 Adimesh Lochan & Arjun Gupta, ‘IBC Year End Wrap’(Nishith Desai Associates, 12 
January 2023) <https://www.nishithdesai.com/fileadmin/user_upload/Html/Hotline/
Insolvency_and_Bankruptcy_Hotline_M_Jan1223.htm> accessed 01 March 2023.

	80.	 Uttam Gupta, ‘Under IBC, protecting minority shareholders’ (The Pioneer, 28 November 
2022) <https://www.dailypioneer.com/2022/columnists/under-ibc--protecting-minori-
ty-shareholders.html> accessed 01 March 2023.

	81.	 Ashwin Bishnoi & Rohit Ambast, ‘Insolvency Resolution of Listed Companies’ (Khaitan& 
Co., 27 June 2018) <https://www.khaitanco.com/thought-leadership/insolvency-resolu-
tion-of-listed-companies%E2%80%93SEBI-introduces-exemptions> accessed 01 March 
2023.
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low recovery. With the fundamentals of the code in distress, any talk for 
shareholder protection would be a careless concern and would represent 
a myopic view of the code. Instead, SEBI should focus more on investor 
education for shareholders and further strengthen the disclosure norms 
for publicly listed entities. For instance, as per rules framed by National 
Stock Exchange (NSE) and the Bombay Stock Exchange (BSE), if a reso-
lution plan is approved against a publicly listed company, the intimation 
of the same is to be given to them within a period of 30 mins.82 A similar 
rule can be brought in wherein it can be provided that as soon as a CIRP 
application is admitted against a public-listed company, intimation is 
sent to NSE and BSE which further intimate the respective public share-
holders. Treatment of minority shareholders under a resolution plan is 
essentially the decision of the CoC and hence, the CoC should be advised 
to not blatantly ignore them and perhaps should adopt a more optimistic 
approach towards such shareholders. In the end, if any form of protec-
tion is to be given to minority shareholders, it can only be done when the 
fundamentals of the code are intact.

	82.	 ‘NSE, BSE Issue Clarification’ (Money Life, 9 July 2021) <ttps://www.moneylife.in/article/
nse-bse-issue-clarification-to-curb-share-manipulation-in-companies-under-cirp/64489.
html>accessed 01 March 2023.
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Between Profit And Principles: 
Delineating ‘Conflicting Interests’ 
And ‘Civil Conspiracies’ in Private 

Equity, M&A Transactions

—Ashish Dash and Samarth Jain1

ABSTRACT

This paper aims to explore the discrepancies in Manti Holdings, 
LLC v. Carlyle Group, Inc., where the Delaware Court of 
Chancery allowed minority investor claims against a private 
equity firm and its directors for allegedly rushing to sell a company 
for less than its fair market value in order to secure a return on 
their preferred shares for its investors. As a potential substitute to 
veil-piercing, whether to augment a shareholder’s responsibility 
to its periphery or grant private equity creditors access to 
the company’s holdings. It emphasizes that the conspiracy’s 
potential reach makes it a particularly strong instrument for 
achieving these objectives. A practical implementation of the 
civil conspiracy culpability to businesses and their bigwigs would 
jeopardize the shareholder’s regulatory independence and the 
benefits of incorporation. In light of this, the application of the 
business judgement rule and vicarious liability principles, in 
general, are subject to the policy discussions that influence veil-
piercing decisions. So, a thorough understanding of how these 
regulations are implemented is required for the descriptive scales 
of culpability in a dynamic environment. In light of these issues, 
the following discussion will examine the unique challenges 
that arise when the delict law is tailored to cross-functional and 
cross-group activities. It is evident that, the initial portion of 
2023 would not transmit the impetus witnessed in early 2022 
in the Equity Transactions. Yet, one faction maintains guarded 
optimism. Furthermore, it should be highlighted that the issue 

	 1.	 The authors are third-year students at Institute of Law, Nirma University, Ahmedabad.
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of malfeasance in the private equity industry is complex and 
multifaceted, requiring careful consideration and preventive 
measures. 

The underlying reality, however, is that transaction intrusion 
decreased with each passing quarter as values plummeted, 
corporate stock tranches got less appealing, and debt financing 
grew more prohibitively priced and a hard grab.

I.  INTRODUCTION

The term “private equity” refers to the kind of investment that is often 
made by institutional investors as well as high-net-worth individuals 
in privately owned businesses. This investment is being made with the 
intention of achieving significant profits via the subsequent purchase, 
reorganization, and sale of the firm in which it is invested. India and the 
United States are two of the most prominent markets for private equity 
investments. Private equity has developed as a significant force in the 
global economy, and these two countries have significantly outgrown the 
most prominent markets for private equity investments.

The Private Equity and Venture Capital Industry in India is governed 
by the Securities and Exchange Board of India (SEBI),2 which also pro-
vides standards for the appropriate behavior of fund managers. The 
Securities and Exchange Board of India (SEBI) mandates that manag-
ers of private equity funds disclose any potential conflicts of interest 
and guarantee that investment choices are made with the investors’ best 
interests in mind. Private equity has seen significant expansion over the 
last decade, particularly in India; now, India is home to a robust private 
equity business. Municipal reserves also play a major part in the Indian 
private equity sector, which is dominated by funds from the United 
States and Europe. The government of India has implemented a num-
ber of measures, one of which was the establishment of the Alternative 
Investment Fund (AIF) regime in the year 2012. These measures were 
designed to stimulate private equity investments in the nation. The AIF 
system establishes a regulatory environment within which private equity 
funds may operate in India. This has been one factor that has contrib-
uted to an increase in the number of foreign investments received by the 

	 2.	 Securities and Exchange Board of India Act, 1992.
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nation. Technology, healthcare, and financial services are examples of 
some of the most important industries in India that are receiving invest-
ments from private equity firms.

Throughout the course of the last several decades in the United States, 
private equity has been an important factor in both the expansion of the 
economy and the creation of new jobs. The Private Equity business in the 
United States is regulated by the Securities and Exchange Commission 
(SEC), which also has the authority to launch civil proceedings against 
fund managers who violate their fiduciary duties to their investors. The 
Securities and Exchange Commission has the authority to levy penalties, 
demand that investors be compensated, and exclude persons from work-
ing as investment advisers. Investors have the ability to take legal action 
against fund managers who break their fiduciary obligation, in addition 
to the regulatory actions that may be taken. The nation is home to the 
private equity industry which is both the biggest and most developed 
in the world. Investors have access to a diverse selection of funds and 
strategies in this market. Often, the primary emphasis of private equity 
firms in the United States is on big, well-established businesses that have 
solid cash flows and a demonstrated track record of success. They make 
use of their financial resources and industry knowledge to assist these 
businesses in expanding, enhancing their operational efficacy, and, as 
a result, generating increased returns for their investors. There are cer-
tain underlying characteristics that are driving development in both the 
Indian and American private equity sectors, despite the fact that the two 
markets are quite different from one another. One of the most important 
developments is the growing interest in impact investing, which refers to 
the practice of making financial investments with the intention of hav-
ing a beneficial social or environmental effect in addition to financial 
rewards. The use of technology and data analytics as a means of locat-
ing and assessing potential investment possibilities, as well as enhancing 
the operational efficiency and performance of portfolio firms, is another 
trend that has emerged recently. The breach of an investor’s fiduciary 
obligation may have severe repercussions for the shareholder, including 
the possibility that the investor would lose their invested liquid assets. 
In addition, violations of fiduciary responsibility may have a negative 
impact on the overall image of the private equity business. This can result 
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in a loss of investor trust as well as a reduction in the amount of cash that 
is available for future investments.

There are legal remedies available to investors in the event that fund 
management violates their fiduciary obligation. One example of these 
legal remedies is the entire fairness test. The entire fairness test is a proce-
dural criterion that is used in the process of determining whether or not a 
transaction was fair to the shareholders of a particular entity. Typically, 
it is used in circumstances where there is a conflict of interest or when 
there is doubt as to whether or not a transaction was undertaken in the 
best interests of the shareholders. In order to assess whether or not a 
transaction was fair, a court will use the full fairness test, which requires 
the court to consider both the price and the process of the transaction. 
In order for the transaction to pass the entire fairness test, it is necessary 
for it to be in compliance with both procedural and substantive fairness 
standards. In order for a transaction to be considered procedurally fair, 
it must have been carried out in a way that is fair and unbiased, and the 
persons involved must not have had any conflicts of interest or engaged 
in any self-dealing. This indicates that the transaction ought to have been 
examined by a committee of the board of directors that is independent of 
the other committees, with no participation from any party that would 
have a possible conflict of interest. In addition, the shareholders should 
have been provided with access to any and all pertinent information, 
which would have enabled them to make an unbiased opinion. For there 
to be justice in the transaction on a substantive level, the price must have 
been realistic. This indicates that the price that is paid for the transaction 
ought to be just and reasonable, based on an objective evaluation of the 
worth of the firm that is being transacted. While determining the appro-
priateness of the price, the court could consider a number of factors, such 
as the evidence of an expert, similar transactions, or discounted cash 
flow analysis. If a transaction does not pass all aspects of the fairness 
test, the court may either force the parties to reverse the transaction or 
award damages to the shareholders. Both of these outcomes are possible. 
In addition, institutional investors who violate their fiduciary duties may 
be subject to a variety of penalties, including civil fines, the revocation of 
their certificate of incorporation, and even face felony prosecution.

Going ahead in our paper we argue, private equity is an important 
kind of investment that is subject to stringent regulatory monitoring as 
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well as fiduciary duties. In the event that fund management violates their 
fiduciary duty, investors have access to a variety of legal remedies, includ-
ing the entire fairness test. For a transaction to pass this criterion, it must 
be carried out in a manner that is both procedurally and substantively 
fair, with the primary goal of preserving the rights and interests of the 
company’s shareholders.

II.  IDENTIFICATION AND QUANTIFICATION OF 
FIDUCIARY DUTY STANDARDS OWED BY THE PRIVATE 

EQUITY FIRMS TOWARDS THE SHAREHOLDERS

Private equity companies are mandatorily required to manage the invest-
ments made on behalf of their clients with the utmost diligence, devotion, 
and good faith. They have a number of special fiduciary duties, such as:

	 1.	 Duty of Loyalty: Private equity companies must put their inves-
tors’ interests ahead of their own and steer clear of conflicts of 
interest. They shall not engage in personal affairs or use confi-
dential information for their self-benefit. 

	 2.	 Duty of Care: Private equity companies around the world have 
a responsibility to do complete due diligence, analyse possi-
ble risks and rewards, and make wise investment decisions for 
their clients and other people involved in the transaction. Non-
compliance shall result in triggering a breach of the fiduciary 
duty. 

	 3.	 Disclosure Obligation: Private equity companies have an obliga-
tion to promptly and accurately tell their investors about their 
performance, investment strategy, and any possible conflicts of 
interest. There are a number of other disclosures which are pro-
vided in the relevant acts which shall be made by such firms in 
order to avoid any conflict in the future.

	 4.	 Duty to Manage: Private equity firms have a duty to monitor the 
management teams of portfolio businesses as part of managing 
the investments made on behalf of their investors. This is the 
fundamental duty which is expected to be undertaken by a firm 
involved in private equity. 

Private equity businesses seek to produce appealing returns for their 
investors while also avoiding risks and assuring moral conduct by 
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upholding these fiduciary obligations. However, it is pertinent to note 
that even subtle negligence on their part or non-compliance with any of 
the duties mentioned above can lead to grave consequences.

Depending on the jurisdiction and the facts and scenarios of a specific 
transaction, several criteria and tests are used to identify fiduciary obliga-
tion violations in private equity deals. In general, courts around the globe 
use one of two basic tests to determine a breach:

	 1.	 The entire fairness test – It is a test under which directors 
must demonstrate that a transaction is fair to the firm and its 
shareholders in terms of both the price and the transaction’s 
structure.3 When a director has a conflict of interest or takes a 
position on both sides of a transaction, this test is applicable and 
shall mean a breach of such director’s fiduciary duty.4

	 2.	 The business judgement rule – It is a legal rule established in 
various judgements that assume corporate directors acted in the 
best interests of the firm after making an informed decision, in 
good faith, and with due diligence. The rule is founded on the 
idea that, unless they go outside the bounds of their power, have 
conflicts of interest, or commit fraud or bad faith, directors are 
in the best position to make decisions regarding the corporation 
and should be shown respect by courts.5

The laws of the jurisdiction of different countries and the specifics 
of the transaction usually determine the remedies and repercussions for 
fiduciary responsibility violations in private equity deals. However, there 
are primarily two categories of remedies available:

	 1.	 Personal remedies, which seek to return profits earned by 
defendants or pay the plaintiff for damages. This results in a 
monetary transaction. Damages (such as lost earnings or out-of-
pocket costs), contract revocation, injunctions (orders to cease 

	 3.	 ‘Tips for Determining Damages for Breach of Fiduciary Duty’ <https://www.american-
bar.org/groups/litigation/committees/business-torts-unfair-competition/practice/2018/
tips-for-determining-damages-for-breach-of-fiduciary-duty/> accessed 10 March 2023.

	 4.	 ‘Everything You Should Know About Breach of Fiduciary Duty’ <https://www.chi-
cagobusinesstriallawyers.com/insights/what-is-a-breach-of-fiduciary-duty-definition-
and-examples> accessed 10 March 2023.

	 5.	 Matthew Conaglen, ‘Proprietary Remedies For Breach Of Fiduciary Duty’ (2014) 73 The 
Cambridge Law Journal 490.
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or do something), or accounting(disclosure of profits) are a few 
such examples.

	 2.	 Proprietary remedies, which seek to return plaintiffs’ property 
rights or interests.6 They include equitable liens, which secure 
a claim against property owned by defendants, constructive 
trusts, which impose a trust over that property, and tracing (fol-
lowing property that has been transferred or mixed with other 
property).7

III.  ACCREDITED ‘EXPERIENCED’ INVESTORS: 
SUBSIDIZING THE ENTIRE FAIRNESS TEST IN THE 
MANTI HOLDINGS, LLC. V. CARLYLE GROUP SAGA

An ‘Entire Fairness Test’ is a two-step method used to determine if a 
transaction is fair in terms of both the ‘process’ and the ‘price’.8 This rule 
is widely appreciated and has been applied in various judgements around 
the world. A fair process, in the context of this rule, is one in which the 
interests of minority shareholders are protected during the process of 
initiating, structuring, negotiating, disclosing, and approving the trans-
action.9 For the ‘price’, the transaction must represent the economic and 
financial worth of what minority shareholders are legally entitled to 
receive in order to be considered fair.10

The entire fairness test is usually applied in cases where directors 
or controlling shareholders who have a fiduciary obligation to behave 
in good faith and loyalty towards the corporation and its shareholders 
engage in self-dealing or have a conflict of interest.

	 6.	 ‘Everything You Should Know About Breach of Fiduciary Duty’ <https://www.chi-
cagobusinesstriallawyers.com/insights/what-is-a-breach-of-fiduciary-duty-definition-
and-examples> accessed 10 March 2023.

	 7.	 Sukhninder Panesar, ‘Breach of Fiduciary Duty, Equitable Wrongs and Proprietary 
Remedies: Implications for Commercial Agents’ <https://wlv.openrepository.com/
bitstream/handle/2436/620332/Breach%20of%20Fiduciary%20Duty%20and%20
Proprietary%20Remedies.pdf?sequence=9> accessed 10 March 2023.

	 8.	 ‘Entire Fairness’ <https://h2o.law.harvard.edu/playlists/3799> accessed 10 March 2023.
	 9.	 ‘Financially Distressed Businesses: Revisiting the Business Judgment Rule and the Entire 

Fairness Doctrine’ (The National Law Review) <https://www.natlawreview.com/article/
financially-distressed-businesses-revisiting-business-judgment-rule-and-entire> accessed 
10 March 2023.

	10.	 Shant H. Chalian, ‘The Business Judgment Rule and the Entire Fairness Doctrine’ 
<https://www.rc.com/documents/Primer%20on%20Business%20Judgment%20Rule.
pdf> accessed 10 March 2023.
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In such cases, it is the responsibility of the defendants to prove that 
they acted honestly and did not take advantage of others by abusing their 
position or influence.

However, in rare circumstances, defendants might be able to transfer 
the burden of evidence to the plaintiffs by demonstrating that they had 
consent from either a majority of disinterested shareholders who were 
fully informed about the transaction or a special committee of independ-
ent directors. This just transfers the onus of proof regarding who must 
demonstrate the transaction’s fairness or unfairness; it does not automat-
ically verify the transaction.

The entire fairness test, which mandates that the transaction be fair in 
both method and price, was recently applied by the Delaware Court in the 
case of Manti Holdings, LLC v. Carlyle Group Inc. This test relates to the 
case, of Blue Water Energy, a private equity entity connected to Carlyle 
Group Inc. that owned preferred shares and common shares of Authentix 
Acquisition Company, Inc., which was accused of purchasing Authentix 
at an unreasonable price.11 Minority shareholders of Authentix’s com-
mon shares, the plaintiffs said that Carlyle was a majority stakeholder 
and that this conflicted with its desire to promptly exit its investment 
and transfer the rewards to its own investors.12 Due to Carlyle’s effective 
influence over Authentix’s board of directors and management, as well 
as the fact that two of Authentix’s directors had ties to Carlyle, the court 
dismissed Carlyle’s petition to dismiss and concluded that the whole fair-
ness test applied.13 The court also determined that Carlyle did not trans-
fer the burden of evidence to the plaintiffs by receiving permission from a 
special committee or a majority of shareholders who were not interested 
in the outcome since it was unclear if such approvals were fully informed 
and impartial.

	11.	 ‘Manti v. Carlyle: Allegations of Rushed Private Equity Exit Trigger Entire Fairness Sale 
Scrutiny - Hogan Lovells Engage’ <https://www.engage.hoganlovells.com/knowledgeser-
vices/news/manti-v-carlyle-allegations-of-rushed-private-equity-exit-trigger-entire-fair-
ness-sale-scrutiny> accessed 10 March 2023.

	12.	 ‘Sale of Portfolio Company Is Subjected to Entire Fairness Review’ <https://corpgov.law.
harvard.edu/2022/08/02/sale-of-portfolio-company-is-subjected-to-entire-fairness-re-
view/> accessed 10 March 2023.

	13.	 Francis Pileggi, ‘Chancery Says Controller Carlyle and Affiliated Directors Must Pass 
Entire Fairness Test in Authentix Sale’ (Delaware Corporate & Commercial Litigation 
Blog, 14 June 2022)<https://www.delawarelitigation.com/2022/06/articles/chan-
cery-court-updates/chancery-says-controller-carlyle-and-affiliated-directors-must-pass-
entire-fairness-test-in-authentix-sale/> accessed 10 March 2023.
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Hence, it will be up to Carlyle and its connected directors to demon-
strate that their sale of Authentix to Blue Water Energy was conducted 
honestly both in terms of price and procedure.14 This specific case 
becomes very important for this issue as the consequences of this decision 
include the possibility of increased scrutiny when private equity firms 
and their linked directors sell their portfolio businesses, particularly if 
they have a conflict of interest or an exit strategy in mind.15 If there are 
questions over whether the special committee’s or the majority of disin-
terested shareholders’ approvals were fully informed and impartial, they 
could also have trouble shifting the burden of evidence to the plaintiffs.16 
Hence, when selling their portfolio companies, private equity firms and 
the directors who work for them should take care to do so in a fair and 
transparent manner.17

IV.  IDENTIFICATION, INJUNCTION AND ADJUDICATION: 
BUSINESS JUDGEMENT RULE AND ITS APPLICATION 

TO THE ENTIRE FAIRNESS DOCTRINE 

The cases involving private equity companies, violations of fiduciary 
responsibility, and overall fairness tests are not new. They have been 
observed and adjudged in various jurisdictions around the world. The 
following are a few cases from the UK and the US that could be com-
parable to Manti Holdings, LLC v. Carlyle Group in terms of the issues 
discussed above. 

	 1.	 In re Nine Systems Corporation Shareholders Litigation, for 
instance, a Delaware court determined that a private equity 
firm and its affiliated directors had violated their fiduciary duty 
to minority shareholders by issuing themselves inexpensive 
stock options prior to selling the business at a high price. The 

	14.	 ‘Manti Holdings, LLC v. The Carlyle Group Inc., C.A. No. 2020-0657-SG (Del. Ch. 
February 14, 2022) (Glasscock, V.C.)’ <https://www.potteranderson.com/delaware-
case-Manti-Holdings-v-Carlyle-Group.html> accessed 10 March 2023.

	15.	 ‘Manti Holdings, LLC v. The Carlyle Group Inc. | Delaware Law Weekly’ <https://www.
law.com/delawarelawweekly/almID/1646018785DED69727/> accessed 10 March 2023.

	16.	 ‘Manti v. Carlyle: Allegations of Rushed Private Equity Exit Trigger Entire Fairness Sale 
Scrutiny - Lexology’ <https://www.lexology.com/library/detail.aspx?g=c72c3511-45d0-
42a5-a672-5f087887bbb0> accessed 10 March 2023.

	17.	 ‘Chancery Court Applies Onerous Entire Fairness Standard in First SPAC-Related 
Decision’ (Perkins Coie) <https://www.perkinscoie.com/en/news-insights/chan-
cery-court-applies-onerous-entire-fairness-standard-in-first-spac-related-decision.html> 
accessed 10 March 2023.
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plaintiffs received damages after the court used the complete 
fairness test.18

	 2.	 In re Trados Incorporated Shareholder Litigation, a Delaware 
court ruled that a private equity firm and its affiliated direc-
tors had violated their fiduciary duty to the company’s common 
shareholders by approving a merger that gave the latter nothing 
while granting the preferred shareholders access to their liqui-
dation preference. The common stock had no value prior to the 
merger, thus the court used the complete fairness test and ruled 
that the merger was fair.19

	 3.	 In the case of Carlyle Group International Ltd. v. Conway and 
Ors., in the United Kingdom, a private equity firm was charged 
with selling a portfolio business to another private equity firm 
for less than it was worth. The selling corporation was deemed 
to have violated its fiduciary obligation by neglecting to properly 
value the business before selling it, according to the court.20

V.  STATE OF AFFAIRS ON FIDUCIARY DUTIES AROUND 
THE WORLD: A GLOBAL COMPARATIVE ANALYSIS 
AND UNDERSTANDING THE POTENTIAL PITFALLS

There are some discrepancies or contradictory perspectives on fiduciary 
duties in private equity deals between US, UK and Indian courts. 

	 1.	 In the USA, Fiduciary duty differs according to state law and 
is primarily founded on common law principles in American 
courts. Usually, in transactions involving private equity firms 
and their linked directors, Delaware courts prefer applying a 
severe entire fairness requirement unless there is an effective 
independent committee or a majority-of-the-minority vote. 
However, a more liberal business judgement rule or a modified 
overall fairness test may be used in other states.

	18.	 In re Nine Sys. Corp., Consol.[2014] C.A. No. 3940-VCN.
	19.	 In re Trados Inc. Shareholder Litig. [2013] 73 A.3d 17.
	20.	 Carlyle Group International Ltd. v. Conway and Ors. [2013] 2 Lloyd’s Rep. 179.
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		  When examining transactions involving dominant shareholders 
or related directors, as in the Authentix and Trados cases dis-
cussed above, courts typically use the entire fairness test.21

		  But, if the transaction is approved by a majority of disinterested 
shareholders or an impartial and fully informed special com-
mittee, the burden of evidence may shift to the plaintiff. The 
business judgement rule, which provides respect to the board of 
directors’ decision, will thereafter be used by the court.

	 2.	 In the UK, Fiduciary duty is primarily developed from legislative 
requirements and case laws. Directors are required under the 
UK Companies Act of 2006 to act in the best interests of the 
business overall, taking into consideration all of its stakeholders, 
including its employees, shareholders, creditors, and the envi-
ronment. This is similar to the law in India.22 When it comes to 
transactions involving conflicts of interest or unlawful purposes 
among directors, the UK courts also employ a fairness test sim-
ilar to the Delaware Courts’ entire fairness standard. Moreover, 
the courts have been more inclined to rule that a transaction was 
unjustly performed or that the directors violated their fiduciary 
duties, as was the case in Carlyle Group International Ltd. v. 
Conway discussed in the previous section.23

	 4.	 In India, Fiduciary duty is inspired by both common law and 
civil law traditions. The Companies Act,2013 requires directors 
to operate in the best interests of all parties involved, includ-
ing members, workers, shareholders, the community, and the 
environment.24

Although courts in the USA, UK, and India have acknowledged the 
possibility of conflicts of interest when private equity firms sell their 

	21.	 ‘PRI | Fiduciary Duty’ (PRI) <https://www.unpri.org/policy/fiduciary-duty> accessed 10 
March 2023.

	22.	 ‘Directors’ Fiduciary Duties to the Company: A Comparative Study of the UK and Indian 
Companies Act | Trusts & Trustees | Oxford Academic’ <https://academic.oup.com/tandt/
article-abstract/27/1-2/132/6104503> accessed 10 March 2023.

	23.	 ‘SEC Clarifies Fiduciary Duty of Private Equity Fund Managers - Lexology’ <https://
www.lexology.com/library/detail.aspx?g=681a61b9-7e44-45fb-9a87-86a1353b9a07> 
accessed 10 March 2023.

	24.	 Fiduciary Duty in India: The Special Case of the Hindu Undivided Family by Vikramaditya 
S. Khanna :: SSRN’ <https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3439780> 
accessed 10 March 2023.
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portfolio companies, there are some differences in the importance given 
to the entire fairness test, the business judgement rule, and fiduciary 
duties, as well as the function of regulatory agencies like the SEBI.

In addition, while there could be some changes in the way Indian 
courts evaluate issues involving conflicts of interest and sales of portfolio 
companies by private equity firms, the fundamental legal concepts are 
usually the same as those in the US and UK. Courts generally examine 
transactions with conflicts of interest to make sure they are performed 
fairly and openly. Thereby, directors have a fiduciary duty to act in the 
company’s and its shareholders’ best interests.

VI.  OVERHAUL OF CIVIL CONSPIRACY: CAN HOT-
TUBBING SERVE AS A POTENTIAL PANACEA FOR 

THE INDIAN CORPORATE GOVERNANCE REGIME?

The first statute to define “conspirator” and the first statute to codify 
common law was called the Definition of Conspirators. This statute 
stated that “conspirators be they that do confider or bind themselves by 
Oath, Covenant, or other Alliance, that each of them shall aid and sup-
port the Enterprise of each other falsely and maliciously to indite or cause 
to be indited or falsely to acquit people, or falsely to move or maintain 
Pleas.”25

The civil conspiracy comes in a well-presented but very restricted 
package that is only applicable in a small number of scenarios and is sub-
ject to a large number of constraints. This article argues that the idea of 
civil conspiracy is rather ineffective because it applies to so few instances 
that are not handled by other conceptions of shared culpability or by leg-
islative enactments aimed to address what legislators have chosen to be 
the most in need of relief, including antitrust. According to 300-year-old 
judicial decisions, the idea of civil conspiracy is restricted.

This research attempts to demonstrate that the concept requires both 
extra and reinvigorated energy for a variety of reasons. A separate legal 
claim for civil conspiracy should be examined as a way of disciplining 
and deterring deviant acts that are not sufficiently handled by existing 
substantive causes of action or regulatory systems. Other substantive 
grounds of action or legislative frameworks do not effectively address the 

	25.	 James Wallace Bryan, ‘The Development Of The English Law Of Conspiracy’[1909]. 
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problem. This argument includes some fictitious applications which are 
provided here as many distinct ways in which civil conspiracy might play 
a part in the collude of private equity. Some probable circumstances are:

	 1.	 Collusion among competitors: Private equity companies may 
collude with one another in order to lessen the amount of com-
petition in a given industry and take control of that market. For 
instance, they could come to an agreement to partition areas 
or abstain from competing with each other for particular busi-
ness ventures. This may be considered a breach of antitrust 
laws, which might lead to civil conspiracy charges being brought 
against those involved.

	 2.	 Fraudulent behaviour: Private equity companies may collude 
with one another to do a fraudulent activity, such as exaggerat-
ing the worth of a business in order to artificially raise its stock 
price or withhold information from potential investors. If it can 
be shown that the persons involved collaborated to conduct the 
fraud, then this may also result in civil conspiracy charges being 
brought against them.

	 3.	 Contravention of fiduciary duty: Private equity companies have 
a responsibility to their investors in the form of a fiduciary duty, 
which requires them to behave in the investors’ best interests. 
It is possible to file a civil conspiracy complaint against a pri-
vate equity company, as well as any of its executives or directors 
if they collude to violate this responsibility. For instance, they 
could connive to make choices that are profitable for the private 
equity company but unfavourable to the investors in order to 
gain a competitive advantage.

In a recent decision, the Court of Appeal for the Province of Ontario 
recognized that liability for civil conspiracy may emerge from the “con-
structive intent” of a defendant to do injury even if the defendant is not 
in direct contact with the plaintiff during the period at issue in the case.

The plaintiff in Mughal v. Bama Inc.26 was a security guard in 
Mississauga. The case was heard at the Ontario Court of Appeal. In 
the year 2014, he got in touch with an old acquaintance from their time 

	26.	 Mughal v. Bama Inc.[2020] ONCA 704.
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spent together attending university in Pakistan during the 1980s. The 
plaintiff was given the option to invest his retirement savings in the firm 
by his friend Qureshi, who was a director of an electrical supply company 
known as “Bama”. The plaintiff took advantage of this opportunity and 
invested his money in the company. The plaintiff, who had been pleased 
with the first profits, proceeded to invest a total of 210,000 $, a portion 
of which was backed by a line of credit against his property.27 After a few 
short months of making his last investment, all of his money evanesced.

It was discovered that the Plaintiff’s assets had not been invested in 
Bama but rather in another firm referred to as ET Zone Supplies, where 
Qureshi worked as a Business Development manager. It turned out that 
Bama was nothing more than a front firm, and ET Zone was placed into 
receivership.

Civil conspiracy cases normally involve the presence of three 
components: 

	 1.	 An agreement between two or more people, 

	 2.	 An explicit act in support of the agreement, and 

	 3.	 Damages caused by misleading or deceptive conduct.

A civil conspiracy must first have an agreement between two or more 
people to be considered valid. This agreement might be verbally stated 
or it can be inferred from the conduct of the people who are engaged. 
The agreement has to be made with the intention of carrying out an act 
that is against the law or an act that is not authorized by the law. The 
second component is an obvious action taken in order to carry out the 
terms of the agreement. This act may be any activity that is performed to 
carry out the erroneous conduct or to bring it to fulfilment. Alternatively, 
it might be the wrongful act itself. The third component is the dam-
ages that were brought about by unlawful behaviours. The plaintiff is 
required to provide evidence that they have been damaged in some way 
as a direct consequence of the conspiracy.

There have been a number of important instances in which the legal 
theory of civil conspiracy has been employed. The case Monsanto 
Company v. Spray-Rite Service Corp.28 is an example of this kind. In this 

	27.	 Kuwait Oil Tanker Co SAK v. Al Bader [2000] 2 All ER (Comm) 271.
	28.	 Monsanto Co. v. Spray-Rite Svc. Corp. [1984] 465 U.S. 752.
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particular instance, a group of pesticide applicators plotted to steal trade 
secrets from Monsanto, and the latter company subsequently launched 
a civil conspiracy action against the applicators.29 The court determined 
that there was sufficient evidence of an agreement between the applica-
tors to steal Monsanto’s trade secrets and that the overt acts taken in 
furtherance of the agreement caused damages to Monsanto. The court 
also found that the overt acts taken in furtherance of the agreement 
caused damages to Monsanto. In India, civil conspiracy in private equity 
is a legal concept that is primarily governed by the Indian Contract Act, 
1872. When two or more people collude or agree to perform an unlawful 
or illegal act that causes injury or damage to another, a civil conspiracy 
abounds.

Civil conspiracy may develop in the context of private equity when 
two or more investors or private equity firms combine to damage the 
interests of other investors or corporations. For instance, civil conspiracy 
might exist if a group of private equity investors conspired to manipulate 
the price of a company’s shares in order to acquire an unfair advantage 
over other investors.

To establish a civil conspiracy suit in India, the following components 
must be shown by the plaintiff:

	 1.	 An understanding or agreement between two or more people to 
do illicit or criminal conduct.

	 2.	 An act was undertaken openly in support of the plot.

	 3.	 The conduct caused the plaintiff injury or damage.

Civil conspiracy allegations are often difficult to establish since they 
need proof of an express agreement between the parties. In instances 
when there is proof of collusion or other wrongdoing, civil conspiracy 
lawsuits may be brought to hold the parties responsible for their acts.

In Sunil Bharti Mittal & Ors. v. Rohit Tandon & Ors., the Delhi High 
Court ruled that evidence of overt conduct undertaken in furtherance 
of a civil conspiracy is required. The court determined that the plaintiff 
lacked adequate proof of the alleged deed, and consequently rejected the 
civil conspiracy claim.

	29.	 Digicel (St Lucia) Ltd v. Cable & Wireless Plc [2010] EWHC 774 (Ch).
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In additament, the Bombay High Court ruled in the Hemendra H. 
Shah v. Union of India & Others case that civil conspiracy claims must 
be backed by proof of an overt act undertaken in furtherance of the con-
spiracy. The court determined that the plaintiff had supplied sufficient 
proof of the alleged conduct, and so permitted the civil conspiracy claim 
to continue.

In the context of corporate governance, civil conspiracy may develop 
out of situations including fraud, violation of fiduciary responsibility, or 
other types of misbehavior. For instance, if a group of corporate officers 
conspire to engage in insider trading,30 the company may be held lia-
ble for civil conspiracy if it can be shown that the officers conspired to 
engage in illegal activity. If it can also be shown that the officers con-
spired to engage in insider trading, the company may also be held liable 
for criminal conspiracy. If a group of directors engages in self-dealing or 
other breaches of their fiduciary duty, the company may be held liable 
for civil conspiracy if it can be shown that the directors acted in concert 
to engage in the wrongful conduct.31 In a similar vein, if it can be shown 
that the directors acted in concert to engage in wrongful conduct, the 
company may be held liable for criminal conspiracy.32

VII.  LANDSCAPE OF INDIA’S PRIVATE EQUITY 
REGULATIONS: IS THE CHANGING FRAMEWORK ROBUST?

When viewed from a long-term perspective, such cases have an extremely 
positive impact on the private equity industry. The following are a few 
consequences of such cases:

	 1.	 Greater scrutiny: Due to their fiduciary duties to their investors, 
private equity firms are subject to enhanced scrutiny and atten-
tion from investors, regulators, and other stakeholders in sit-
uations involving conflicts of interest. This increased attention 
may lead to regulatory inquiries, legal action, and unfavourable 
press. Investors may become more wary of investing in compa-
nies with a history of conflicts of interest, harming the reputa-
tion of private equity firms.

	30.	 R v. McDonnell[1966] 50 Cr App R 5.
	31.	 The Companies Act 2006, s 31(1); Corporations Act 2001, s 124.
	32.	 Town of Hooksett Sch. Dist. v. W.R. Grace & Co. [1984] 617 F. Supp. 126, 135. 
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	 2.	 Modifications to industry standards: To eliminate conflicts of 
interest and guarantee that transactions are performed fairly 
and openly, private equity firms may need to put new rules and 
processes into place. This can entail creating special committees 
to examine and approve deals or obtaining consent from the 
majority of shareholders who aren’t involved in the transaction. 
Private equity firms might also need to think about how these 
developments would affect their current legal commitments and 
interactions with portfolio companies. 

	 3.	 Reputational harm: Private equity firms depend on their repu-
tation to draw in and keep portfolio companies and investors. 
Conflicts of interest cases can harm a company’s reputation, 
which can result in a loss of clients and employees. Legal action 
or regulatory consequences may also be imposed on private 
equity businesses, which might further harm their reputation 
and cause them to lose money.

	 4.	 Effects on transaction flow: If investors are reluctant to engage 
in a company with a history of conflicts of interest, private 
equity firms may have trouble locating funds and appealing 
investment possibilities. This may result in a drop-in deal activ-
ity or a change in the kinds of transactions that private equity 
companies target. Conflicts of interest can lead to uncertainty 
and instability inside private equity firms’ current portfolio com-
panies; thus these companies may also need to be taken into 
account.

	 5.	 Possible impact on portfolio company valuation: When private 
equity firms are charged with selling portfolio companies at an 
inflated price, the valuation of those companies may be ques-
tioned. Investors may become more sceptical of valuations and 
demand more openness and responsibility from private equity 
companies as a result, which may have an impact on the whole 
private equity sector. Furthermore, disagreements about value 
may result in drawn-out legal proceedings, which might be 
expensive and time-consuming for all parties. 

When viewed objectively, these impacts might seem a bit harsh on 
private equity firms, however, it shall be noted that such effects are in 
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the interests of the public in general. Thereby, when analysed on a macro 
level, such impacts are extremely necessary and beneficial for the growth 
of the private equity market in general. It not only forces the private 
equity companies to take extra effort to ensure that their values are fair 
and transparent in order to prevent potential legal and reputational prob-
lems but also generates trust among the people dealing with such firms.

VIII.  CONCLUSION: THE FUTURE AHEAD

For private equity businesses and their stakeholders, the problem of con-
flicts of interest in the sector has substantial legal, financial, and reputa-
tional ramifications. As cases like Manti Holdings, LLC v. Carlyle Group 
Inc. highlighted the potential dangers linked to conflicts of interest in the 
private equity business, this topic has drawn more attention.

Conflicts of interest can have serious financial ramifications for private 
equity companies and their stakeholders in addition to legal problems. 
Portfolio company sales that are conducted unfairly may have a detri-
mental effect on valuations and transaction flow. Investors may grow 
increasingly hesitant to engage in private equity and expect more open-
ness and responsibility from the businesses. This may cause transaction 
activity to slow down, which might harm the financial performance of 
private equity firms and the portfolio companies they manage.

Conflicts of interest may also affect the reputation of private equity 
businesses, to sum up. Cases like Manti Holdings, LLC v. Carlyle Group 
Inc. can harm a private equity firm’s and the sector’s reputation. Private 
equity firms may come under more public and regulatory scrutiny, and 
investors may grow less confident about making such investments. In 
order to keep the trust and confidence of their investors and stakehold-
ers, private equity companies must be attentive in resolving any conflicts 
of interest and putting rules and processes into place to guarantee that 
transactions are performed fairly and honestly.

Moreover, it shall be noted that the problem of conflicts of interest 
in the private equity sector is a complicated and diverse one that calls 
for serious thought and preventative action. In order to minimise poten-
tial legal, financial, and reputational concerns, private equity companies 
must continue to be cautious in resolving any conflicts of interest and 
putting rules and processes in place to make sure that transactions are 
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performed fairly and honestly. Private equity companies may continue 
to foster development and innovation in the sector and uphold the faith 
of their stakeholders and investors by doing such practices, leading to 
overall growth.
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Deciphering Indian & USA Securities 
Laws -A Future Roadmap to 
Regulate Finfluencers in India

—Akshat Sharma and Mayank Gandhi1

ABSTRACT

In India, the financial literacy has been stagnant or growing 
at negligible rate.2The financial illiteracy in-turn has opened 
various platforms to disseminatefinancial information. The 
advent of various social media platforms has further amplified 
such dissemination of information. The Fin-fluencers on social 
mediaaka Fin-fluencers who have following in huge numbers 
tends to adviseretail investors to deal in securities. The major risk 
that is posed by Fin-fluencers to retail investors is of Pump and 
Dump and Touting.3 The issue pertaining to Pump and Dump and 
Touting is covered by other mature jurisdictions like United States 
of America (hereinafter referred as USA). In USA, Section 10(b) 
of Securities Exchange Act of 1934 (hereinafter referred as “SEA, 
1934”) and 17(a) of Securities Act of 1933 indirectly govern the 
Fin-fluencers.4 Likewise, in India insertion of Regulation4(2)(k) 
under Prohibition of Fraudulent and Unfair Trade Practices, 2003 
(hereinafter referred as “PFUTP, Regulation”) has attempted 
to tackle the activities of Fin-fluencers.5 However, the present 
framework lacks effective Regulation and manifests serious 
ambiguities. In this context, firstly the article seeks to establish a 

	 1.	 The authors are fourth-year and third-year students, respectively,at National Law 
University, Nagpur.

	 2.	 Pattnaik, Debidutta, ‘Position of Financial Literacy and Indebtedness in India’(February 
2018) 5(2) Commonwealth Journal of Commerce and Management Research, <https://
ssrn.com/abstract=3009172>accessed 04 February 2023.

	 3.	 U.S. Securities and Exchange Commission, ‘Pump and dump schemes’ <https://www.sec.
gov/rss/your_money/pump_and_dump.htm> accessed 04 February 2023.

	 4.	 Securities Exchange Act of 1934, <https://www.govinfo.gov/content/pkg/COMPS-1885/
pdf/COMPS-1885.pdf> accessed 04 February 2023.

	 5.	 Prohibition of Fraudulent and Unfair Trade Practice, 2003, Regulation 4(2)(k).
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relationship between Fin-fluencers and retail investors. Secondly, 
it examines the provisions under US securities law that deals with 
conduct of Fin-fluencers. Thirdly, the article undertakes the task 
to gauge the existing loopholes in making Fin-fluencers subject 
to Indian security regulatory framework. Lastly, the authors 
undertake the task to provide viable solutions to the challenges 
present in regulatory framework on Fin-fluencers in India.

I.  INTRODUCTION

The use of social media platforms in India has been growing and has 
entered into all domains of life.6 The social media influencers are an 
integral part of these platforms which provides content to increase the 
engagement of these platforms.7 Therefore, the incentive for the influ-
encer is to increase the engagement with users by creating more content 
which is later monetized.8 This has eventually led to influencers entering 
into the domain of financial market.9 The financial market deals with 
instruments which has high risk component attached to it such as Shares, 
Debentures, Bonds and other securities. These influencers give invest-
ment advice to retail investor using social media platforms and messag-
ing applications and thereby regarded as Fin-fluencers.10However, the 
Fin-fluencers may not have required skillset to provide financial advice to 
the followers which may result in risky investments or trades.11

	 6.	 Tanushree Basuroy, ‘Social media usage in India - statistics & facts’ (Statista, 22 September 
2022) <https://www.statista.com/topics/5113/social-media-usage-in-india/#topicOver-
view> accessed 04 February 2023.

	 7.	 Samra Karamustafic, Taylor Stockmaster, Skye Palladina, Aurora Harris,and Richard 
Perloff, ‘Social Media Influencers: Who They Are and How They Influence’ (2020) 1 
Student Scholarship <https://engagedscholarship.csuohio.edu/stu_pub/1> accessed 04 
February 2023.

	 8.	 Liselot Hudders, and Chen Lou, ‘The rosy world of influencer marketing? Its bright and 
dark sides, and future research recommendations’ (2023) 42(1) International Journal of 
Advertising151-161.

	 9.	 Vipul Das, ‘Should you put your money in the hands of an Instagram or YouTube finflu-
encer?’, <https://www.livemint.com/money/personal-finance/should-you-put-your-mon-
ey-in-the-hands-of-an-instagram-or-youtube-finfluencer-11674494744665.html>accessed 
04 February 2023.

	10.	 Business Today, ‘Rise of the Finfluencers’ Business Standard <https://www.businessto-
day.in/interactive/immersive/rise-of-the-finfluencers/> accessed 04 February 2023.

	11.	 Business Standard, ‘Sebi devising regulations to increase accountability of finfluenc-
ers’Business Standard(17 November 2022) <https://www.business-standard.com/
article/markets/sebi-devising-regulations-to-increase-accountability-of-finfluenc-
ers-122111700882_1.html> accessed 04 February 2023.
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There are high number of retail investors that are turning towards 
Fin-fluencers for the investment decisions.12 The Fin-fluencers do pro-
vide the financial literacy to the much literacy starved retail investors. 
However, with Fin-fluencers providing free content on financial mar-
ket there comes concern of possible misleading of the followers.13 The 
Fin-fluencer can use the massive following to affect the pumping and 
dumping, touting, stock price manipulation. These acts are against the 
fair-trade practices in the financial market.14 Recently, in India, a surge 
has been witnessed in “pump-dump schemes” allegedly carriedout by 
Fin-fluencers. For instance,the SEBI acted on ‘Pump and Schemes’ over 
YouTube15 and Telegram.16

The present law imposes penalty and issues other suitable directions 
after a fraud is committed by the Influencer over the social media plat-
form. However, the current regulatory framework does not provide 
for effective Regulation of Influencer’s conduct which can ensure that 
events of fraud can be minimised. Therefore, there is a need to formulate 
Regulation specific for Fin-fluencers.

II.  REGULATORY FRAMEWORK OVER 
FIN-FLUENCERS IN USA

Social media platforms have become an important source of information 
for people across the globe. The covid-19 pandemic has further acceler-
ated the use of social media platforms. Taking note of the same, various 
Fin-fluencers have started using social media platforms to share financial 

	12.	 Palak Shah, ‘Tightening the noose. Social media ‘Fin-fluencers’ on SEBI’s radar’The 
Hindu Business Line (17 November 2022) <https://www.thehindubusinessline.com/
markets/social-media-fin-fluencers-on-sebis-radar/article66149521.ece> accessed 04 
February 2023.

	13.	 Anubhav Srivastava, ‘Social media, Finfluencers and (un)sound financial advice’ Deccan 
Herald (27 November 2022) <https://www.deccanherald.com/business/social-media-fin-
fluencers-and-unsound-financial-advice-1166217.html> accessed 04 February 2023.

	14.	 Prohibition of Fraudulent and Unfair Trade Practices relating to Securities Market 
(Amendment) Regulations 2022.

	15.	 SEBI, Interim Order in the matter of Stock Recommendations using YouTube in the scrip 
of Sadhna Broadcast Limited (02 March 2023) <https://www.sebi.gov.in/enforcement/
orders/mar-2023/interim-order-in-the-matter-of-stock-recommendations-using-youtube-
in-the-scrip-of-sadhna-broadcast-limited_68595.html> accessed 04 February 2023

	16.	 SEBI, Interim Order in the matter of Stock Recommendations using Social Media chan-
nel Telegram (12 January 2022), <https://www.sebi.gov.in/enforcement/orders/jan-2022/
interim-order-in-the-matter-of-stock-recommendations-using-social-media-channel-tele-
gram_55305.html> accessed 04 February 2023.
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advice to public at large.17 They are regarded as Fin-fluencers because 
they have the ability to influence the investment decisions of general pub-
lic.18The Securities and Exchange Commission (hereinafter referred as 
“SEC”) has duly acknowledged that investors are actively using social 
media platforms for investment ques.19 Further, fraudsters may use fol-
lowing schemes on social media to lure hard-earn money of investors 
– ‘Pump and Dump’ scheme and Touting.20 These schemes are a part of 
digital market manipulation.21 Digital market manipulation refers to the 
use of social media platforms or messaging apps to artificially inflate the 
prices of stocks with an intention to deceive or defraud investors.22

A.	 Historical Background

In USA, Section 17(a) and (b) of the Securities Act of 1933 (“Securities 
Act”), Section 9(a) and 10(b) of the Securities and Exchange Act and SEC 
Rule 10b-5 are used to tackle the menaceof manipulation.23 Further, to 
tackle “pump and dump” and other fraudulent schemes that relies on 
internet, the SEC in 1998, created the Office of Internet Enforcement.24In 
2015, the SEC issued an ‘investor alert’ to inform investors about digi-
tal market manipulation activities carried on by fraudsters using social 

	17.	 Megan R. Miller, ‘Finfluencers, Meme Stocks, and Regulatory Response’ (Boston 
University School of Law) <https://www.bu.edu/rbfl/2022/03/28/finfluenc-
ers-meme-stocks-and-regulatory-response/>accessed 04February 2022.

	18.	 NASAA, ‘Financial Advice via Social Media: The Rise of the Fin-fluencer’(NASAA, 
August 2022) <https://www.nasaa.org/64940/informed-investor-advisory-finfluenc-
ers/?Qoid=investor-advisories>accessed 04February 2022.

	19.	 U.S. Securities and Exchange Commission, ‘Social Media and Investment Fraud – Investor 
Alert’ <https://www.sec.gov/oiea/investor-alerts-and-bulletins/social-media-and-invest-
ment-fraud-investor-alert>accessed 04February 2022.

	20.	 Ibid, U.S. Securities and Exchange Commission.
	21.	 U.S. Securities and Exchange Commission, ‘Updated Investor Alert: Social Media and 

Investing - Stock Rumors’ SEC (5 November 2015) <https://www.sec.gov/oiea/inves-
tor-alerts-bulletins/ia-rumors> accessed 04February 2022.

	22.	KayvonJ.Paul, ‘Playing the game: hedge funds, brokerage firms, and social media influ-
encers in the context of sec rule 10b-5 market manipulation’ 16(1) Ohio State Business 
Law Journal <https://kb.osu.edu/bitstream/handle/1811/101716/1/OSBLJ_V16N1_037.
pdf> accessed 04February 2022.

	23.	 Section 17(a) of the Securities Act of 1933 [15 U.S.C. §77q(a) and 15 U.S.C. § 77(q)
(b)];Securities Exchange Act of 1934 § 10(b), 15 U.S.C. § 78j(b), Securities Exchange 
Commission Rule 10b-5, 17 C.F.R.§ 240.10b-5.

	24.	 Bruce Carton, ‘SEC’s Internet Police Turns 10 Years Old: The Birth and Evolution of the 
Office of Internet Enforcement’ (SecuritiesDocket, 11 November 2008), <https://www.
securitiesdocket.com/2008/11/11/secs-internet-police-turns-10- years-old-the-birth-and-
evolution-of-the-office-of-internet-enforcement/> accessed 04February 2022
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media platforms.25 It particularly focused on addressing“market manip-
ulation schemes involving false information spread through electronic 
and social media”.26In January 2021, more than 100 stocks including the 
stocks of video game retailer GameStop Corporation experienced a huge 
increase in their stock prices.27These stocks were significantly covered by 
the mainstream media and were having frequent reddit mentions.28 The 
SEC issued an investor alert, warning the investors about the financial 
advice available on social media platforms and online chatting rooms.29

B.	 Recent Judicial Actions taken to Combat Digital Market 
Manipulation

	 I.	 In USA, recently the SEC has charged 8 individuals in a $100 
million securities fraud scheme. These individuals have manip-
ulated the prices of the stocks through social media platforms 
such as twitter and discord.30

	 II.	 Similarly, in the case of Securities and Exchange Commission 
v. Carol McKeown and Others, the US District Court held two 
individuals liable for using social media platforms to pump 
the stocks of microcap companies and then profiting by selling 
shares of those companies.31 These individuals have indulged in 

	25.	 Updated Investor Alert, Supra Note 20; see also Press Release, ‘SEC Announces 
Enforcement Initiatives to Combat Cyber-Based Threats and Protect Retail Investors’ 
(Securities and Exchange Commission, 25 September 2017) <https://www.sec.gov/news/
pressrelease/2017-176> accessed 04February 2022.

	26.	 Press Release, Ibid.
	27.	 Claudia Biancottiand PaoloCiocca, ‘Financial Markets and Social Media: Lessons from 

Information Security’ (Carnegie Endowment for International Peace,02 November 
2021)<https://carnegieendowment.org/2021/11/02/financial-markets-and-social-me-
dia-lessons-from-information-security-pub-85686> accessed 04February 2022.

	28.	 U.S. Securities and Exchange Commission, ‘Staff Report on Equity and Options Market 
Structure Conditions in Early 2021’ (SEC, 14October 2021) <https://www.sec.gov/
files/staff-report-equity-options-market-struction-conditions-early-2021.pdf> accessed 
04February 2022, Page No. 18.

	29.	 U.S. Securities and Exchange Commission, ‘Social Media and Investment Fraud – Investor 
Alert’ (SEC, 29 August 2022) <https://www.sec.gov/oiea/investor-alerts-and-bulletins/
social-media-and-investment-fraud-investor-alert> accessed 04February 2022.

	30.	 U.S. Securities and Exchange Commission, ‘SEC Charges Eight Social Media Influencers 
in $100 Million Stock Manipulation Scheme Promoted on Discord and Twitter’ (SEC, 
14 December 2022)<https://www.sec.gov/news/press-release/2022-221>accessed 
04February 2022.

	31.	 Case No. 10-80748, Securities and Exchange Commission v. Carol Mckeown and Others, 
(United States District Court Southern District of Florida).
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the practice of scalping and touting which was in violation of the 
Section 17(a) and 17(b) of the Securities Act of 1933 and Section 
10(b) of the SEA, 1934 and Rule 10b-5 made thereunder.32

	 III.	 Additionally, the United States District Court, in the case of 
Securities and Exchange Commission v James Alan Craig has 
held the Defendant liable for manipulating the share prices of 
two publicly traded companies by tweeting false and misleading 
information in violation of Section 10(b) of the SEA, 1934 and 
Rule 10b-5.33

C.	 Interpretation of term ‘Market Manipulation’ by USA Courts

Market Manipulation is caused when there is intentional disruption of 
free forces of supply and demand.34 The claim for market manipulation 
under Section 10(b) of SEA 1934, the following essentials are required to 
be proved – “(1) manipulative acts; (2) damage (3) caused by reliance on 
an assumption of an efficient market free of manipulation; (4) scienter; 
(5) in connection with the purchase or sale of securities; (6) furthered by 
the defendant’s use of any means or the mails.”35

The language of Section 10b is very wide as it encompasses any mean 
used or employed to deceive or defraud investor.36 Hence, use of social 
media platforms or online chatting rooms to deceive investors will fall 
within the scope of above-mentioned Section. Accordingly, SEC will have 
the jurisdiction to charge a person for any manipulative activity carried 
on by him/her on social media platforms or other digital means which 
artificially inflate the prices of stocks.

Further, most of the securities authorities face challenge in establishing 
‘scienter’ requirement in order to establish a claim for market manipula-
tion.37Under the USA’s securities laws, there is no straight jacket formula 

	32.	 Ibid.
	33.	 Case No. CV-15-05076, Securities and Exchange Commission v. James Alan Craig, 

(United States District Court Northern District of California).
	34.	 In Re Pagel Inc., SEC Release No. 34-22280 (01 August 1985), aff’d sub. nom., Pagel, Inc. 

v. SEC, 803 F.2d 942 (8th Cir. 1986).
	35.	 Onel v. Top Ships, Inc., 806 F. App’x 64, 66 (2d Cir. 2020).
	36.	 Thomas E. Patton, ‘The “Purchase or Sale” Restriction of SEC Rule 10b-5 -– Judicial 

Extension of a Federal Remedy’ (1969) 18(4) Catholic University Law Review <https://
core.ac.uk/download/pdf/232606311.pdf> accessed 05 February 2022.

	37.	 Supra Note 21, Kavyon,<https://kb.osu.edu/bitstream/handle/1811/101716/1/OSBLJ_
V16N1_037.pdf>accessed 05 February 2022.
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for proving manipulative acts. A case-to-case basis approach has been 
adopted to establish whether a particular act or series of acts constitute 
as manipulative acts or not.38 The series of judicial precedents have high-
lighted that one of the essential factors of market manipulation is inten-
tion of the wrongdoer.39

In the case of Markowski v. SEC, it was observed that an act will 
be considered as manipulative only when it is having the sole purpose 
of affecting the price of the security in the market.40 However, the 
Markowski decision has been criticized heavily on the ground that it 
allowed the ‘purpose of the defendant’ alone to be sufficient to establish 
a violation of under Section 10(b) of SEA,1934 without necessitating any 
further unlawful act.

In contrary to Markowski, in the case of GFL Advantage Fund, Ltd. 
v. Colkit, the Third Circuit held that “manipulative intent alone is not 
enough to make open-market transactions amount to illegal market 
manipulation”.41Thus, trading with the intent of moving a security’s 
price is not enough to be considered an injection of inaccurate informa-
tion in the marketplace, and hence it is not, by itself, manipulation.42 To 
consider it to be unlawful, such activity must be accompanied by some 
other unlawful activity.

However alternatively, in the case of SEC v Masri, it was held that 
“manipulative intent alone is enough to make open market transac-
tions manipulative” condition being sole intent was to affect prices.43 
Moreover, in Koch v SEC,the Petitioner traded the stocks to increase 
the prices of shares before the closing of the market. It was held by 
the Court of Appeals that trading alone could give rise to liability for 
manipulation.44

	38.	 Christina Drakeford, ‘Market Manipulation: Definitional Approaches’ 
(HarvardLawSchool, June 2020)<https://projects.iq.harvard.edu/files/financialregula-
tion/files/market_manipulation_case_study.pdf>accessed 05 February 2022.

	39.	 Santa Fe Indus. v. Green, 430 U.S. 462, 476, 493–94 (1977); see also Wilson v Merrill 
Lynch & Co., 671 F.3d 120, 129–30 (2d Cir. 2011); SEC v Familant, 910 F. Supp. 2d 83, 
93–94 (D.D.C. 2012); Ernst & Ernst v Hochfelder 425 U.S. 185 (1976).

	40.	 Markowski v SEC, 274 F.3d 525, 529 (D.C. Cir. 2001).
	41.	 GFL Advantage Fund Ltd. v.Colkit 272 F.3d 189, 205 (3rd Cir. 2001).
	42.	 Supra Note 38, Christina <https://projects.iq.harvard.edu/files/financialregulation/files/

market_manipulation_case_study.pdf> accessed 05 February 2023.
	43.	 SEC v Masri, 523 F.Supp. 2d 361, 367 (S.D.N.Y. 2007).
	44.	 Koch v SEC, 793 F.3d 147, 151 (D.C. Cir. 2015).
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Hence, given this perplexity about whether intention of rising stock 
prices can be sole factor for determining illegal market manipulation, 
a petition was filed in USA Supreme Court but the same was denied. 
Therefore, it can be concluded that in USA the perplexity still persists 
regarding whether trading activity, without some further unlawful act, 
can be considered as manipulative.

D.	 Liability for Material Misstatements by Fin-fluencers

The SEC’s Corresponding Rule 10b-5(b) to Section 10b prohibits fraud, 
deception, and material misstatements.45 The USA Supreme Court in the 
case of Blue Chip Stamps v. Manor Drug Stores,46 has held that person 
will have locus standi under Rule 10b-5 only if he have actually purchase 
or sold the security in pursuance of material misstatements made by the 
defendant.

Moreover, defendant will be held liable either on the ground that he 
makes the misstatement or disseminate the false information with an 
intent to defraud.

	 I.	 Making of the misstatement – In the case of Janus Capital Grp., 
Inc. v First Derivative Traders,the Supreme Court held that the 
term “makes” refers that the defendant has full authority over 
the content of the statement and the manner in which the state-
ment has to be communicated to public.47

	 II.	 Disseminating false statements – In the case of Lorenzo v SEC, 
the Supreme Courtheld that dissemination of materially false 
statements with an intent to defraud the investor, will make 
defendant subject to Rule10b-5 of SEC.48 Misrepresentation on 
part of defendant to induce the purchase of securities will also 
within the subject titled.

The essentials to be fulfilled for a successful claim under Rule10b-5 
are as follows – Defendant knowingly make material misstatement and 

	45.	 General Rules and Regulations, Securities Exchange Act of 1934,17 C.F.R. § 240.10b-5 
(2018).

	46.	 Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975).
	47.	 Janus Capital Grp Inc. v. First Derivative Traders, 564 U.S. 135, 142 (2011).
	48.	 Lorenzo v.SEC 139 S. Ct. 1094 (2019).



Contemporary Developments in Corporate and Commercial Laws

162

the plaintiff justifiably relied on it and thereby suffered losses, in connec-
tion with the purchase or sale of securities.49

	 i.	 Reliance - It is very settled jurisprudence in U.S. that the “req-
uisite causal connection between a defendant’s misrepresenta-
tion and a plaintiff’s injury exists as a predicate for liability.”50 

In other words, plaintiffs must prove that “defendants’ conduct 
caused them to engage in the transaction in question.”51 The 
most basic and fundamental way for a plaintiff to demonstrate 
reliance is to show that he was aware of a statement and based 
on that particular statement he engaged in purchase or sale of 
securities.52 The Court of appeal has held that reliance will be 
presumed if following conditions are fulfilled – “(1) that the 
defendant made public misrepresentations; (2) that the misrep-
resentations were material; (3) that the shares were traded on an 
efficient market; (4) that the misrepresentations would induce a 
reasonable, relying investor to misjudge the value of the shares; 
and (5) that the plaintiff traded the shares between the time 
the misrepresentations were made and the time the truth was 
revealed.”53 Moreover, such presumption is rebuttable. It will be 
rebutted if any showing severs the link between alleged misrep-
resentation and his decision to trade securities.54

	 ii.	 Materiality of fact or omission -To determine whether statement 
or omission is material, “standard of materiality” is applied.55 
It refers that materiality of an omitted fact will be determined 

	49.	 Manual of Model Civil Jury Instructions, ‘18.2 Securities—Rule 10b-5 Claim’ (United 
States Court for the Ninth Circuit)<https://www.ce9.uscourts.gov/jury-instructions/
node/289>accessed 12 February 2023.

	50.	 Stoneridge Inv. Partners, LLC v Scientific-Atlanta, Inc., 552 U.S. 148 (2008); Affiliated 
Ute Citizens v United States 406 U.S. 128, 92 S. Ct. 1456 (1972); Amgen Inc. v Connecticut 
Retirement Plans and Trust Funds, 568 U.S. 133 S.Ct.; see also Matrixx Initiatives, Inc. v 
Siracusano, 563 U.S. 27 (2011).

	51.	 Newton v. Merrill Lynch, Pierce, Fenner& Smith, Inc., 259 F.3d 154, 174 (3d Cir. 2001).
	52.	 Joseph A. Grundfest, ‘Damages and Reliance Under Section 10(b) of the Exchange Act’ 

(2013) Rock Center for Corporate Governance Working Paper Series No. 150<https://
securities.stanford.edu/academic-articles/20131202-damages-and-reliance-under-sec-
tion-10b-of-the-exchange-act.pdf>accessed 12 February 2023.

	53.	 Basic v. Levinson, 485 U.S. 224 (1988), Amgen II, 133 S.Ct. 1184, 1191 (2013).
	54.	 Ibid, at 245-46.
	55.	 Todd G. Cosenza, ‘Applying Stoneridge to Restrict Secondary Actor Liability Under Rule 

10b-5’ (2008) 64 The Business Lawyer <https://www.americanbar.org/content/dam/aba/
publications/business_lawyer/2008/64_1/article-secondary-actor-liability-200811.pdf> 
accessed 12 February 2023.
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when there is a substantial likelihood that a reasonable investor 
would consider its disclosure significant while making an invest-
ment decision.56 Similarly, a fact will be material if a reasona-
ble investor consider it to be important for deciding his decision 
relating to purchase or sale of stock.57 Alternatively, the Supreme 
Court has also equated materiality with price impact.58 The 
same has been upheld in various cases.59 The Supreme Court in 
Basic v. Levinson,(hereinafter referred as “Basic”) has held that 
a fact will be material if it affects stock price.60 The essence of 
both the definition is that the for a fact to be material there has 
to be perceptible effect on investor behaviour.61 In surmise, to be 
material, a fact need not be outcome determinative, but it must 
matter somehow.

	 iii.	 Causation of Loss – The Supreme Court in the case of Dura 
Pharmaceuticals, Inc. v. Broudo, has held that the loss must be 
caused from the misstatement itself and not from other external 
market forces such as investor expectations, market conditions, 
or developments within the company.62

Based on above reasoning, it is concluded that in a case, where a social 
media influencer makes material misstatement and the plaintiff justifia-
bly relied on it and thereby suffered losses, in connection with the pur-
chase or sale of securities, then in that case they will primarily be held 
liable as all the required conditions under Rule 10b-5 are met.

E.	 Liability of financial influencer in the capacity of ‘Secondary 
Actor’ in USA

The USA Tenth Circuit Court in CentralBank of Denever v. First 
Interstate Bank of Denever has held that secondary actors can be held 
liable as a primary actor for securities fraud provided that they fulfill all 

	56.	 TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976); Basic Inc. v Levinson, 485 
U.S. 224, 232 (1988).

	57.	 Ibid, TSC.
	58.	 Supra Note 55, Basic.
	59.	 Erica P. John Fund, Inc. v. Halliburton Co., 131 S.Ct. 2179, 2186 (2011); Dura 

Pharmaceuticals, Inc. vBroudo, 544 U.S. 336, 341-42 (2005).
	60.	 Supra Note 55, Basic.
	61.	 Ibid.
	62.	 Dura Pharmaceuticals, Inc. v.Broudo, 544 U.S. 336, 343 (2005).
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the requirements of mentioned under Rule 10b-5.63 However, it did not 
define what does it mean by making of a material misstatement (or omis-
sion) by the Defendant. Moreover, to establish the liability of secondary 
actor, a substantial participation test was established.64 Under this test, 
any person who substantially participate in making of material misstate-
ment may be liable under Rule 10b-5(b).65

Likewise, In re ZZZZ Best Securities Litigation, the Court held that 
“if the secondary actor’s participation in preparing the misstatements is 
substantial enough that the statements rightfully could be attributed to 
it, then the secondary actor could be liable under section 10(b) and Rule 
10b-5(b).”66 The liability of secondary actor was further cleared in the 
Lorenzo v SECcase wherein the court clearly held that secondary actors 
can be held liable under Rule 10b-5(b) if they disseminate a false state-
ment with an intent to defraud the investor.67

Hence, it can be said that a social media influencer, in the capacity of 
secondary actor as well can be held liable for disseminating false state-
ments provided that other conditions of rule 10b-5(b) are fulfilled.

III.  DISSECTING REGULATORY FRAMEWORK 
ON FIN-FLUENCERS IN INDIA

The Indian capital market is regulated by the SEBI through various 
Rules and Regulations.68 The Supreme Court while highlighting the role 
of SEBI has provided that it is important to ensure investor confidence 
through effective regulatory mechanisms.69 The SEBI’s regulatory mech-
anism deals with emerging issues faced by the various participants in the 

	63.	 Central Bank of Denver, N. A. v. First Interstate Bank of Denver, N. A., 511 U.S. 164 
(1994).

	64.	 Cecil C. Kuhne, III, ‘Expanding the Scope of Securities Fraud? The Shifting Sands of 
Central Bank’ (2003)52 Drake Law Review.

	65.	 James C. Dugan and Todd G. Cosenza, ‘The Future of Secondary Actor Liability under 
Rule 10(B)-5 After Stoneridge Investment Partners, LLC v. Scientific-Atlanta, Inc’ 2009 
(5) New York University Journal of Law & Business, <https://www.willkie.com/-/media/
files/publications/2009/10/the-future-of-secondary-actor-liability-under-ru__/files/
the-future-of-secondary-actor-liabilitypdf/fileattachment/the-future-of-secondary-ac-
tor-liability.pdf> accessed 12 February 2023, page 8.

	66.	 In re ZZZZ Best Securities Litigation, 864 F. Supp. 960, 970 (C.D. Cal. 1994).
	67.	 Lorenzo v. SEC, 139 S. Ct. 1094 (2019).
	68.	 G Sabarinathan, ‘SEBI’s Regulation of the Indian Securities Market: A Critical Review 

of the Major Developments’ 35(4) Vikalp<https://doi.org/10.1177/0256090920100402> 
accessed 12 February 2023.

	69.	 Kishore Ajmera v. SEBI AIR 2016 SC 1079; N. Narayanan v SEBI (2013) 12 SCC 152.
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market.70 The latest regulatory challenge is to have effective regulatory 
check over the Fin-fluencers that are present on the various social media 
platforms and messaging services.71These Fin-fluencers provide financial 
advice to retail investors through various digital means. However, the 
term “Fin-fluencers” has not been defined under Indian legislation and 
thereby it remainselusive.

A.	 Investment Advisor vis-à-vis Fin-fluencers

Moreover, in India, “investment advice” is regulated under the Investment 
Advice Regulation, 2013 (hereinafter referred “IA, Regulation). As per 
the provision of 2(l) of IA regulation, investment advice made through 
print or digital media shall not be considered as “investment advice”.72 
Therefore, the “investment advice” made by Fin-fluencers through social 
media platform do not fall within the ambit of IA Regulation.

B.	 PFUTP Regulations and Fin-Fluencers

Furthermore, Section 12A of SEBI Act,“prohibits persons from directly 
or indirectly engaging in any manipulative or deceptive trading of securi-
ties”.73  The SEBI under Section 30 of its Regulation making powers have 
also tried to deal with the issue of unfair trade practices and accordingly, 
formulated PFUTP Regulations, 2003.74 The Regulation contains various 
provisions which provides for penalties and other orders that SEBI can 
pronounce to prevent the unfair trade practices.75

The definition of unfair trade practices has been made inclusive through 
amendments under PFUTP Regulation.76 The recent Amendment under 
the Regulation4(2)(k) has included the dissemination of information 

	70.	 ENS Economic Bureau, ‘Sebi plans regulations for ‘finfluencers’ The Indian Express (18 
November 2022) <https://indianexpress.com/article/business/sebi-plans-regulations-for- 
finfluencers-8274897/> accessed 12 February 2023.

	71.	 Acuity Law, ‘Finfluencers to be regulated soon!’ (Lexology, 15 January 2023) <https://
www.lexology.com/library/detail.aspx?g=d89d1170-f750-404e-ad86-f8258d94a2a4> 
accessed 13 February 2023.

	72.	 Regulation 2(l) of SEBI (Investment Advisers) Regulations 2013.
	73.	 Section 12A of Securities and Exchange Board of India Act, 1992.
	74.	 Section 30 of Securities and Exchange Board of India Act, 1992.
	75.	 Prohibition of Fraudulent and Unfair Trade Practices, 2003.
	76.	 Soumyarendra Barik, ‘Got wrong financial advice from an influencer online? Sebi has 

noticed, and is doing something about it’ The Indian Express (New Delhi, 18 November 
2022) <https://indianexpress.com/article/explained/explained-economics/financial-ad-
vice-social-media-sebi-guidelines-explained-8275470/#:~:text=Who%20are%20
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through any media which the disseminator knows or believes to be untrue 
and employ such misstatement in a reckless or careless manner.77 The 
particular provision provides for the mandatory requirement of “reck-
lessness” on the part of the wrongdoer.78 The term “reckless” should 
not be equated as a part of mens rea which is not an essential require-
ment to attract the rigors of Regulation4(2)(k) of PFUTP Regulations.79 
The meaning of term reckless has been deliberated by USA Courts more 
extensively and has been defined “as extreme departure from the stand-
ards of ordinary care”.80

C.	 Pitfalls of Loss Causation under PFUTP Regulations

Further as per the said Regulation, information or advice needs to be 
relied or likely to be relied by the investor in purchase or sale of securi-
ties. However, the challenges with respect to the said Regulation is that it 
is completely silent on the point that whether investors have suffered any 
loss due to the misstatement made by disseminator. The current standing 
of regulations is only concerned about reliance by investors over the mis-
information disseminated knowingly by disseminators. The Regulation 
is not concerned about whether loss has been caused to investor by rely-
ing on that same misinformation. The ultimate purpose of the securities 
laws is “not to provide investors with broad insurance against market 
losses, but to protect them against those economic losses that misrep-
resentations actually cause”.81 Hence, the very wide interpretation of 
Regulation4(2)(k) of PFUTP to hold a person liable for making a false 
or misleading statement that is likely to influence the decision of inves-
tors dealing in purchase or sale of securities and not considering the fact 
that investors might not have suffered loss from that misstatement, goes 
against the settled premise of securities laws.

Such approach is in contrast to what has been adopted by the matured 
jurisdiction like USA where causation of loss is essential for establishing 

finfluencers%3F,advice%20and%20financial%20trend%20tracking> accessed 17 
February 2023.

	77.	 Regulation of 4(2)(k) of Prohibition of Fraudulent and Unfair Trade Practice, 2003.
	78.	 Securities and Exchange Board of India (Prohibition of Fraudulent and Unfair Trade 

Practices relating to Securities Market) (Amendment) Regulations, 2022.
	79.	 SEBI v. Shri KanaiyalalBaldevbhai Patel (2017) 15 SCC 1.
	80.	 Sundstrand Corp. v. Sun Chemical Corp. Feb. 23, 1977. 553 F.2d 1033.
	81.	 Dura Pharm., Inc. v Broudo, 544 U.S. 336, 345 (2005).
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the liability of a social media influencer for disseminating misinforma-
tion.82 In USA, the loss causation requirement is specifically codified under 
Section 21D(b)(4) to the Securities Exchange Act, 1934.83 The notion of 
“loss causation” is deeply rooted in the common law.84 Loss causation 
refers to that plaintiff has suffered economic loss and there exists a rea-
sonable connection between defendant’s misstatement and plaintiff’s eco-
nomic loss.85 In Schlick v. Penn-Dixie Cement Corp.,the Federal Court 
specifically recognised the loss causation as a separate and inherent ele-
ment in proving securities fraud actions.86 Further, this concept was fur-
ther reconciled by USA Supreme Court in Dura Pharmaceuticals, Inc. 
v. Broudo,(hereinafter referred as ‘Dura’ case)wherein it held that“the 
defendant’s fraudulent conduct proximately caused the plaintiff’s eco-
nomic loss”.87

Since, Indian law does not talk about loss causation, every influencer 
who has disseminated a misinformation will be subject to PFUTP regula-
tion, irrespective of the fact that whether the misinformation has caused 
loss to the investor. Hence, there is a dire need to specifically codify the 
requirement of loss causation to avoid unnecessary litigation and facili-
tate investors in proving their claims.

D.	 Impact of ‘Artificial Inflation of Price’ and ‘Materiality’ under 
PFUTP Regulations

Under the present Regulation4(2)(k) of PFUTP, misstatement is designed 
to, or likely to influence the decision of investors dealing in securities. 
Hence, it can be observed that misstatement issued by the disseminator 
must be material meaning that if the disseminator has made the correct 
statement than “there will be a substantial likelihood that a reasona-
ble shareholder would consider it important in making his investment 

	82.	 Meiring de Villiers, ‘Rule 10b-5 Meets Wagon Mound: A New Perspective on Loss 
Causation’ (2022) 23(2) Minn. J.L. Sci. & Tech <https://scholarship.law.umn.edu/cgi/
viewcontent.cgi?article=1516&context=mjlst> accessed 17 February 2023, Page No. 2.

	83.	 Private Securities Litigation Reform Act of 1995, Pub. L. No. 104– 67, § 101(b), 109 Stat. 
737, 747 (codified as amended at 15 U.S.C. § 78u-4(b)(4) (2021).

	84.	 Jill E. Fisch, ‘Cause for Concern: Causation and Federal Securities Fraud, (2009) 94 
IOWA L. REV. 811, 815.

	85.	 Dura Pharmaceuticals v.Broudo, 6 WYO. L. REV. 623, 628 (2006).
	86.	 Schlick v. Penn-Dixie Cement Corp., 507 F.2d 374, 380–81 (2d Cir. 1974).
	87.	 Supra Note 92, Dura.
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decision”.88 Other than affecting the decision of investor, if a misstate-
ment artificially inflate the prices, then such statement will by its very 
nature will be material. However, the Regulation is silent on this aspect. 
In USA, after the Dura case, it can be noted that misstatement which 
have artificially inflated the prices of stock and the investor has suffered 
the loss because of such misstatement, will be material in nature.89

E.	 Application of “Fraud-on-the-Market” Theory on Fin-fluencers

The present PFUTP Regulation provides that burden is on the plaintiff 
to prove the reliance to bring a security fraud claim. This means that in 
a case where a misstatement has led to artificial inflation of prices, the 
claimant will still have to prove the requirement of “reliance”. However, 
this approach is in sharp contradiction with the one followed in U.S.A.

The USA Supreme Court has held that plaintiffs do not need to prove 
loss causation as a prerequisite to class certification.90 The decision of 
the court was premised on the “fraud-on-the-market” theory which was 
originated in the Basic Case. The “fraud-on-the-market” theory pro-
vides that misstatement make investor believes that market is working in 
an efficient manner without any manipulation and based on that, inves-
tor deal with securities in the market whose prices are artificially inflated 
by the disseminator through his deception or misstatements.91

This standard is very different than the transaction causation stand-
ard used in traditional reliance-based cases.92 This theory states that“the 
market price of a security reflects all publicly available information, 
including material misstatements or omissions.”93Therefore, any inves-
tor who buys or sells securities in the market relies on the integrity of 

	88.	 Allan Horwich, ‘An Inquiry Into The Perception Of Materiality As An Element Of 
Scienter Under Sec Rule 10b-5’ (2011) Faculty Working Papers 15 <https://scholarlycom-
mons.law.northwestern.edu/facultyworkingpapers/15/> accessed 22 February 2023.

	89.	 Evan Hill, ‘The Rule 10b-5 Suit: Loss Causation Pleading Standards in Private Securities 
Fraud Claims After Dura Pharmaceuticals, Inc. v. Broudo’(2010) 78(5) Fordham Law 
Review <https://ir.lawnet.fordham.edu/flr/vol78/iss5/15> accessed 18 February 2023.

	90.	 Erica P. John Fund, Inc. v Halliburton Co., 131 S. Ct. 2179 (2011).
	91.	 Jeanne F. Doyle, ‘The Fraud on the Market Theory: A Unified Concept of Causation in 

Rule 10b-5 Open Market Actions’ (1981) 12(4) Loy. U. Chi. L. J. <https://lawecommons.
luc.edu/luclj/vol12/iss4/10>accessed 21 February 2023.

	92.	 Merritt B. Fox, ‘After Dura: Causation in Fraud-on-the-Market Actions’ (2006) 31 J. 
CORP. L. 8 <https://scholarship.law.columbia.edu/cgi/viewcontent.cgi?article=3893&-
context=faculty_scholarship>accessed 24 February 2023.

	93.	 Supra Note 96, Evan.
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the market price and is accordingly, presumed to have been relied on the 
material misrepresentations.94 In other words, under fraud-on-market 
theory the reliance on material misrepresentation has been presumed95 
in a class-action claim by investors, provided that link between misstate-
ment and prices paid by investors is not severed. Moreover, the defendant 
can rebut the same presumption if it is proved that the alleged misrep-
resentation did not actually affect the stock’s market price.96

Fin-fluencers often use internet and social media channels to artifi-
cially inflate the prices of micro and small cap stocks by making false and 
misleading statement97 and then sell their own micro or small-cap shares 
at inflated price. Moreover, once they sell their shares, prices of these 
stocks sharply decline and investors suffer losses.98 Since, in “fraud-on-
the-market” theory, reliance in a class-action claim is presumed, hence 
the adoption of “fraud-on-the-market” theory under Indian securities 
market will facilitate the class of investors in bringing their claim as they 
will only be supposed to prove that misstatement has affected the prices 
of the stocks. Hence, by introducing the “fraud-on-the-market” theory 
into legal framework, plaintiff classes will have less to prove and it will 
allow judges to focus on the underlying fraud, the intention attached 
therewith, and the injury caused.99 It will allow the Indian regulator 
to actively target the securities fraud committed by social media Fin-
fluencers by indulging in pump and dump schemes. Further, to effectively 
regulate social media Fin-fluencers, and protect the interest of investors 

	94.	 Andrew M. Erdlen, ‘Timing Is Everything: Markets, Loss, And Proof Of Causation In 
Fraud On The Market Actions’ (2011) 80 Fordham L. R.<http://fordhamlawreview.org/
wp-content/uploads/assets/pdfs/Vol_80/Erdlen_November.pdf>accessed 25 February 
2023.

	95.	 Robbins vKoger Props., Inc., 116 F.3d 1147-48 (11 th Cir. 1997).
	96.	 YaronNili, ‘Supreme Court Upholds Fraud-On-The-Market Presumption in Halliburton’ 

(HLS Forum on Corporate Governance and Financial Regulation, 24 June 2014) 
<https://corpgov.law.harvard.edu/2014/06/24/supreme-court-upholds-fraud-on-the-mar-
ket-presumption-in-halliburton/> accessed 02 March 2023.

	97.	 Meeyeon Park, ‘Pump and Dump’ (Corporate Finance Institute,23 February 2023) 
<https://corporatefinanceinstitute.com/resources/capital-markets/pump-and-dump/> 
accessed 02 March 2023.

	98.	 ‘Pump and Dump Schemes’ (U.S. Securities and Exchange Commission) <https://www.
investor.gov/introduction-investing/investing-basics/glossary/pump-and-dump-schemes> 
accessed 02 March 2023.

	99.	 Matt Silverman, ‘Fraud Created The Market: Presuming Reliance In Rule 10b-5 Primary 
Securities Market Fraud Litigation’ (2011) 79 Fordham L. R. <http://fordhamlawreview.
org/wp-content/uploads/assets/pdfs/Vol_79/14_Note-Silverman_Mar.pdf> accessed 03 
March 2023.
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and reduce the cumbersome requirement of “reliance”, the Indian judi-
ciary is required to acknowledge the class action suit in securities fraud 
against individual.100 This approach is very well acknowledged and 
adopted in USA. Since class-action claim lessen the requirement to be ful-
filled by claimant for bringing a suit against social media Fin-fluencers, 
hence welcoming this approach under Indian legal framework will surely 
going to benefit investor as SEBI can effectively protect the interest of 
investors and can regulate unfair trade practice in market particularly by 
the social media Fin-fluencers.

Recently, SEBI in the case ofStock Recommendations using Social 
Media channel Telegram, has passed an interim order wherein it received 
complaint about share price manipulation by a telegram group and 
accordingly, it ordered a complete ban on trading in the security market 
by the admins of the groups and directed them to disgorge the unlawful 
profits made by them.101 However, this decision was an interim order 
only. Further, in this case the burden to prove the reliance was on inves-
tor. Hence, there is a lack of settled judicial precedents over establish-
ing the liability of social media Fin-fluencersby using “fraud on market” 
theory. Hence, it is stated that by specifically incorporating the “fraud 
on market” concept, burden of prove on plaintiffs can be lessened and 
liabilities of social media Fin-fluencers for indulging in pump and dump 
schemes can be effectively established.

IV.  LIABILITY FOR ANTI-TOUTING 
ACTIVITIES BY FIN-FLUENCERS IN USA

Touting refers to endorsement of securities by a person against the con-
sideration received or promised to be received.102 As per section 17(b) of 
the Securities Act of 1933, it is unlawful for any person from promoting 
the purchase or sale of a security in return for undisclosed past or future 

	100.	 John Bronsteen and Owen Fiss, ‘The Class Action Rule’ (2003) 78(5) Notre Dame L. 
R. <https://www.law.yale.edu/sites/default/files/documents/faculty/papers/The_Class_
Action_Rule.pdf> accessed 03 March 2023.

	101.	 SEBI, Interim Order in the matter of Stock Recommendations using Social Media 
channel Telegram (12 January 2022), <https://www.sebi.gov.in/enforcement/orders/
jan-2022/interim-order-in-the-matter-of-stock-recommendations-using-social-me-
dia-channel-telegram_55305.html> accessed 03March 2023.

	102.	 Anna Irrera, ‘Wall Street regulator warns celebrities, individuals touting digital coins’ 
Reuters (2 November 2017) <https://www.reuters.com/article/us-sec-ico-idUSK-
BN1D1652> accessed 03 March 2023.



Deciphering Indian & USA Securities Laws

171

compensation.103 Recently, the USA SEC charged Kim Kardashian for 
unlawfully Touting Crypto security.104 As per the facts of the case, the 
Respondent touted the EMAX token sale on her social media account 
without disclosing the fact that she received compensation for endorse-
ment.105 Accordingly, it violated the provisions of Section 17(b) of the 
Securities Act of 1933. Hence, the above case clearly establishes a prec-
edent that if a social media influencer promotes any security on his/her 
social media accounts without disclosing the fact that he/she has received 
or is promised to receive compensation from issuer, endorser will become 
subject to Section 17(b) of the Securities Act of 1933.

Moreover, the USA Supreme Court in Affiliated Ute Citizens v. United 
States has afforded a presumption of reliance to plaintiffs where their 
claims were primarily based on fraudulent “omissions” of information 
by the defendant that he had a duty to disclose.106 Since, when a social 
media fin-fluencer receives some consideration from a company for pro-
moting, he is required to disclose the same. Hence, if fin-fluencer failed 
to fulfill this duty, reliance will be presumed. Further, if the social media 
influencer omitted the information with a fraudulent intention, then the 
scienter requirement will also get fulfilled. Further, in pursuance of omis-
sion of material fact by the social media influencer with an intention to 
defraud investor causes loss to the investors, than in that case all the 
essentials of a liability under Rule 10b-5(b) gets fulfilled.

V.  DECIPHERING ANTI-TOUTING PROVISIONS IN INDIA

The term “touting” refers to the inducing/suggesting someone to do 
a particular activity without disclosing the underlying interest.107 The 
use of social media for endorsement of the securities has been recently 

	103.	 Section 17(b) of the Securities Act of1933.
	104.	 Press release, ‘SEC Charges Kim Kardashian for Unlawfully Touting Crypto Security’ 

(U.S. Securities and Exchange Commission,3 October 2022) <https://www.sec.gov/
news/press-release/2022-183> accessed 04 March 2023.

	105.	 The Securities and Exchange Commission, Administrative Proceeding File No. 3-21197, 
In the Matter of Kimberly Kardashian (Release No. 11116 / October 3, 2022) <https://
www.sec.gov/litigation/admin/2022/33-11116.pdf> accessed 04 March 2023.

	106.	 Affiliated Ute Citizens v United States, 406 U.S. 128, 154 (1972).
	107.	 Laura Frieder and Jonathan Zittrain, ‘Spam Works: Evidence from Stock Touts and 

Corresponding Market Activity’(2008) 30 Hastings Comm. & Ent. L.J. 479.
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observed in the case of In re: Kimberly Kardashian108where an actress 
with a considerable following on Instagram endorsed investment in a 
particular cryptocurrency. Also in India recently a case relating to securi-
ties endorsement through YouTube channel has arisen in which SEBI has 
taken a stern action against the entities involved.109 The endorsement of 
securities on social media is becoming a common theme. The SEBI needs 
to address the challenge of the endorsement of securities via social media 
platforms.

In share market touting poses a major threat to the interests of retail 
investors as they are at risk to such baits due to lack information and 
resources to verify endorsements.110 The Indian legislation do not directly 
provide for the anti-touting provisions.111 The Indian legislation only pro-
vide for the criminal and civil liability in case where eventually fraud 
takes place.112 The Indian law do not provide for mandatory disclosures 
from the endorser if he/she has received any monetary or other benefit 
in return of endorsement services. In USA, law provides punishment for 
the endorser in case of non-disclosure of the payment received for such 
endorsement.113 This particular disclosure from the endorser brings more 
transparency for the retail investor and objectivity in decisions relating 
to investments.114

In the present social media savvy age, regulatory framework regard-
ing the touting should exist in the interests of the retail investors. The 
specific guidelines regarding the disclosures should be formulated which 

	108.	 In the Matter of Kimberly Kardashian, Order instituting cease-and-desist proceedings 
pursuant to Section 8a of the Securities Act of 1933,<https://www.sec.gov/litigation/
admin/2022/33-11116.pdf>accessed 04 March 2023.

	109.	 Interim Order in the matter of Stock Recommendations using YouTube in the scrip of 
Sadhna Broadcast Limited, <https://www.sebi.gov.in/enforcement/orders/mar-2023/
interim-order-in-the-matter-of-stock-recommendations-using-youtube-in-the-scrip-of-
sadhna-broadcast-limited_68595.html> accessed 04 March 2023.

	110.	 Investor Alerts and Bulletins, ‘Social Media and Investment Fraud – Investor Alert’ 
(U.S. Securities and Exchange Commission, 29 August 2022)<https://www.sec.gov/
oiea/investor-alerts-and-bulletins/social-media-and-investment-fraud-investor-alert> 
accessed 04 March 2023.

	111.	 Regulation 4(2)(k) of Securities and Exchange Board of India (Prohibition of Fraudulent 
and Unfair Trade Practices relating to Securities Market) Regulations, 2003.

	112.	 Section 11 of Securities and Exchange Board of India Act, 1992.
	113.	 Hannibal Travis, ‘The Freedom of Influencing’, 77 University MIAMI L. R.<https://

repository.law.miami.edu/umlr/vol77/iss2/5> accessed 05 March 2023.
	114.	 Andrew Boutros, ‘Major Decision for Major Questions: Supreme Court Reins In Federal 

Regulatory Authority’JDSUPRA (21 July 2022), <https://www.jdsupra.com/legalnews/
major-decision-for-major-questions- 9372195/> accessed 05 March 2023.
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mandate endorser to disclose all the material information in case he/she 
has received or promised to receive any consideration against the promo-
tion of security. Also, the author suggests that reasonable care should be 
taken by the endorser while endorsing a particular security. Moreover, 
the author suggest that endorsement should not be used as bait for retail 
investor to invest.

Furthermore, disclaimers can be prepared on the parallel lines of the 
recent Endorsement Guidelines passed by the Ministry of Consumer 
Affairs.115 The guideline is concerned only about the endorsement of 
goods and services however disclosures and disclaimers required therein 
promotes transparency which leads to informed decision making. 
Therefore, the endorsement guidelines in the context of securities can 
take inspiration from the above guidelines. Additionally, the proposed 
guideline should provide for the extent to which an endorsement can be 
made in an affirmative or a negative statement.

Hence, the author believes that the above suggested measures will 
ensure the protection of retail investor and bring transparency in security 
market. Additionally, suggested measures will also provide the clarity on 
the endorsement and compliant with the present regulatory framework.

VI.  CONCLUSION – A WAY FORWARD

The liability of Fin-fluencers is a complex issue that requires careful con-
sideration. Fin-fluencers have a responsibility to not to provide unreliable 
financial advice. Moreover, it is crucial that individuals exercise caution 
while relying on financial advice from Fin-fluencers and do their own 
research before making any financial decisions. Additionally, the regula-
tory body should mandate compulsory registration and licensing for Fin-
fluencers. Such regulatory measures will have two-fold benefits. First, it 
will help in effectively regulating the conduct of Fin-fluencers because 
there will be a fear in the mind of Fin-fluencers that non-compliance of 
laws will lead to revocation of their license. Second, by issuing licenses, 
retail investors can also become aware of the fact that a Fin-fluencer has 
been duly acknowledged by the SEBI and is complying with all securities 

	115.	 Consumer Protection Regulatory Authority, ‘Guidelines for Prevention of Misleading 
Advertisements and Endorsements for Misleading Advertisements, 2022’<https://con-
sumeraffairs.nic.in/sites/default/files/file-uploads/latestnews/CCPA%20Notification.
pdf> accessed 05 March 2023.
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laws of the country. It will build the trust of retail investors. At the 
same time, social media platforms should take steps to ensure that Fin-
fluencers are held accountable for any misleading or fraudulent practices, 
while also promoting financial literacy and education to help individuals 
make informed decisions about their finances.

The SEBI has regulatory framework in order to curb the activity after 
the fraudulent event has taken place which results in the losses to the 
retail investors. The loss to the retail investor is generally irreversible and 
irrecoverable. The present regulatory framework provides for penalties 
and ban on the trading after an unfair activity is found. However, the 
regulatory framework is absent in relation to the conduct of the Fin-
fluencer on securities market. The absence of clear and specific Regulation 
can curb the engagement of Fin-fluencers who are significantly contrib-
uting in India’s financial literacy. Moreover, the Regulation that deals 
with misstatement leaves ambiguity regarding the requirement of loss 
causation and materiality. Such ambiguities can unnecessarily widen the 
scope of the Regulation by imposing liabilities on those Fin-fluencers also 
whose mis-statement have not led to causation of loss. Additionally, there 
exists a grey area in the current regulatory framework on anti-touting. 
It is surmised that a specific guideline over disclosure requirement by 
Fin-fluencers may adequately deal with this issue. Moreover, class-action 
claim should be promoted under securities fraud done by Fin-fluencers as 
it will lessen the burden of plaintiffs and will facilitate in end delivery of 
Justice. Hence, it is concluded that there is a dire to need to clear thep-
erplexities pertaining to Fin-fluencers in Indian Market by introducing 
specific rules and regulations. The effective regulatory framework will 
ensure that the conduct of the Fin-fluencers on the social media platform 
is regulated in such a manner that retail investors do not get into harm’s 
way. Ultimately, by working together, a more transparent and trustwor-
thy financial ecosystem can be created in India that benefits everyone.
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Opportunity to Public Equity 
Shareholders to Acquire Shares After 

CIRP- A Measure for Protection 
or an Instance of Myopia?

—Nency Shah and Devanshu Anada1

ABSTRACT

The present essay aims to thoroughly analyse the implications 
of the proposal made by the Securities and Exchange Board of 
India in form of a consultation paper for “Protection of Interest 
of Public Equity Shareholders in case of Listed Companies 
undergoing CIRP under the Insolvency and Bankruptcy Code, 
2016”. Primarily, SEBI, through its consultation paper, proposes 
to introduce the concept of the mandatory open offer in order 
to provide an opportunity for public shareholders to retain 
their share in the revived company. Firstly, the essay analyses 
the existing legal framework applicable to listed companies 
undergoing CIRP to identify the lapse in protection of public 
shareholders by relying on the statistics of Listed Companies 
which have undergone CIRP. Secondly, it highlights the need 
for changes in the present framework by the intervention of the 
market regulator, as it points out the exclusionary treatment of 
public equity shareholders in the existing insolvency resolution 
process. Thirdly, the essay delineates the proposal and the 
process of mandatory open offer post CIRP in the case of 
listed companies as envisaged by SEBI. Further, this part also 
discusses themerits of the proposal as intended by SEBI for 
the resolution applicant as well as the public shareholders of 
the company. Fourthly, the essay brings to light several issues 
involved and the negative implications of the said proposal on 
the present insolvency regime of India. The slew of problems 

	 1.	 Nency is a fourth-year student at Institute of Law Nirma University, Ahmedabad. 
Devanshu is a fifth-year student at Gujarat National Law University (GNLU).
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which will ensue if the proposal is implemented is pointed out in 
this part by drawing attention to the interplay of interests of the 
resolution applicant and shareholders of the company. Lastly, the 
necessity of a mandatory open offer as envisaged by the proposal 
is evaluated and several suggestions to overcome the issues posed 
by the proposed mechanism are provided.

I.  INTRODUCTION

The treatment of equity against debt as enshrined under the present 
insolvency law is such that it accords superior and undeniable rights to 
the creditors over the equity shareholders. This is because the sharehold-
ers have a stake in the future prospects of the business, along with its 
associated risk, while the creditors lend their money on the basis of pre-
determined terms, and the return is unrelated to the company’s perfor-
mance. When a listed company goes through the Corporate Insolvency 
Resolution Process (“CIRP”), equity shareholders typically get squeezed 
out of the company as a result of massive capital dilution, and because of 
this in many cases the company gets delisted in a situation where the pub-
lic shareholding of a Corporate Debtor (“CD”) falls below 5%2 pursuant 
to the resolution plan. Hence, whenever a listed company goes through 
a CIRP, there is no avenue for the minority shareholders to buy the 
converted shares of a new entity post-CIRP. This highlights the impor-
tance of protecting the interests of minority shareholders by giving them 
the opportunity to stay in the game by infusing their funds and trust 
in the Resolution Applicant (“RA”) or a new entity. The Securities and 
Exchange Board of India(“SEBI”),3 has, in its consultation paper4 dated 
November 10, 2022, proposed a “Framework for Protection of Interest 
of Public Equity Shareholders in case of Listed Companies undergoing 
CIRP under the Insolvency and Bankruptcy Code, 2016 (“IBC”)”.5

	 2.	 Securities Contracts (Regulation) Rules, 1957, Rule 19A.
	 3.	 The Securities and Exchange Board of India, 1992 (Act 15 of 1992).
	 4.	 SEBI, ‘Consultation paper on Framework for protection of interest of public equity share-

holders in case of listed companies undergoing Corporate Insolvency Resolution Process 
(CIRP) under the Insolvency and Bankruptcy Code (IBC)’,<https://www.sebi.gov.in/
reports-and-statistics/reports/nov-2022/framework-for-protection-of-interest-of-pub-
lic-equity-shareholders-in-case-of-listed-companies-undergoing-corporate-insolven-
cy-resolution-process-cirp-under-the-insolvency-and-bankruptcy-code-ibc-_64850.
html>accessed 08March 2023.

	 5.	 The Insolvency and Bankruptcy Code, 2016 (Act 31 of 2016).
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II.  A LOOK AT THE STATISTICS OF LISTED 
COMPANIES UNDERGOING CIRP

A total of 5636 CIRPs have been initiated since the inception of IBC, 
with 3637 CIRPs being closed. Only 517 of the 3637 closed cases resulted 
in the approval of a resolution plan, while 1703 ended in liquidation (out 
of which 75 are listed companies). The 1417 remaining closed cases have 
been resolved on appeal, settled, or withdrawn.6

Out of total 103 listed companies for which the CIRP was initiated, 28 
listed companies ended in liquidation, 23 companies continued the listing 
post approval of the resolution plan and a majority of 52 companies got 
delisted pursuant to the approved resolution plan.7 This highlights that a 
majority of the listed companies get delisted post CIRP because of heavy 
dilution of capital of the company as a part of the resolution plan and 
failure of meeting the Minimum Public Shareholding (“MPS”).

Currently undergoing 
CIRP

70

Ended in liquidation
28

Delisted pursuant to 
approved plan

52

Continued listing post 
approval plan 

23

Position of Listed companies under IBC as on Apr-Jun 2022

	 6.	 ‘Interim Finance a Saviour’, quarterly newsletter of Insolvency and Bankruptcy Board of 
India, (April-June2022) 13-15.

	 7.	 SEBI, ‘Consultation paper on Framework for protection of interest of public equity share-
holders in case of listed companies undergoing Corporate Insolvency Resolution Process 
(CIRP) under the Insolvency and Bankruptcy Code (IBC)’,<https://www.sebi.gov.in/
reports-and-statistics/reports/nov-2022/framework-for-protection-of-interest-of-pub-
lic-equity-shareholders-in-case-of-listed-companies-undergoing-corporate-insolven-
cy-resolution-process-cirp-under-the-insolvency-and-bankruptcy-code-ibc-_64850.
html> accessed 08March 2023.
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III.  EXISTING LEGAL FRAMEWORK

Under the existing framework, when a listed company goes through 
CIRP, broadly speaking, two situations are possible:

•• In the first scenario, the company continues to remain a listed 
company post-CIRP, in which case the Securities Contracts 
(Regulation) Rules, 19578 (“SCRR”) have to be followed;

Rule 19A9 of the SCRR provides for the maintenance of MPS and 
its attainment within a specified period, which is 25% for every listed 
company. As per rule 19A(5), where the MPS in a listed company falls 
below 25% as a result of the implementation of the resolution plan under 
Section 31 of IBC,10 it shall be brought to 25% within a period of 3 years 
from the date of such fall. Where such MPS falls below 10%, it shall be 
brought to at least 10% within a period of 12 months from the date of 
such fall. Further, every listed company shall maintain MPS of at least 
5% as a result of implementation of the resolution plan.

•• In the second scenario, the company either gets delisted pursu-
ant to the resolution plan approved by NCLT, in which case 
the SEBI (Delisting of Equity Shares) Regulations, 202111 
(“Delisting Regulations”) have to be followed, or the company 
undergoes liquidation as approved by NCLT.

As per Regulation 3(2)12 of the Delisting Regulations, the delisting of 
equity shares of a listed company made pursuant to a resolution plan 
approved under Section 31 of IBC is exempt if such plan provides for 
“delisting of shares” or “exit opportunity to the existing public share-
holders at a specified price.” Further, the specified price shall not be less 
than the price at which the promoter and promoter group are provided 
with an exit opportunity.

Therefore, under the existing framework, when the public sharehold-
ing of a listed company undergoing CIRP falls below 5%, pursuant to the 
approval of the resolution plan, the company gets delisted after giving the 
exit opportunity to the shareholders as per Reg. 3(2), and consequently, 

	 8.	 Securities Contracts (Regulation) Rules, 1957.
	 9.	 Securities Contracts (Regulation) Rules, 1957, Rule 19A.
	10.	 The Insolvency and Bankruptcy Code, 2016 (Act 31 of 2016).
	11.	 Securities and Exchange Board of India (Delisting of Equity Shares) Regulations, 2021.
	12.	 Securities and Exchange Board of India (Delisting of Equity Shares) Regulations, 2021, 

Reg. 3(2).
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is exempt from following the cumbersome procedure of the Delisting 
Regulations.

IV.  NEED FOR THE PROPOSAL

The existing framework provides no avenue for the public equity share-
holders of the CD to buy the converted shares of the new entity that 
comes into being after it is acquired by the successful RA pursuant to 
the resolution plan. Moreover, when a company undergoes CIRP, its lia-
bilities typically exceed its assets, and its cash flow is minimal at this 
time. Therefore, a company uses its cash flow to repay its debt holders 
first, and as such, there is no obligation to pay back to the shareholders. 
Thus, in most cases, when a listed company undergoes CIRP, the value 
of the shareholder’s investments gets completely wiped out. Even if the 
equity value is not completely wiped out, it is likely to be severely diluted 
during the process. This is the reason existing shareholders typically get 
squeezed out of the company. The control and management of the com-
pany go into the hands of the successful RA, who is not concerned with 
the well-being of the existing public equity shareholders of the CD.

As per the Bankruptcy Law Reforms Committee report,13 “The lim-
ited liability company is a contract between equity and debt. As long 
as debt obligations are met, equity owners have complete control, and 
creditors have no say in how the business is run. When default takes 
place, control is supposed to transfer to the creditors; equity owners 
have no say.”

Moreover, as per Section 30(2) of IBC,14 the resolution plan must 
include a mechanism for the payment of insolvency resolution costs and 
a “minimum value” to operational creditors. However, there is no such 
requirement for minority shareholders and so in almost all the cases the 
minority shareholders’ equity is either completely diluted or severely 
brought down.

In addition to that, the explanation to Section 30(2) states that “if 
any approval of shareholders is required under the Companies Act, 
2013 (18 of 2013) or any other law for the time being in force for the 

	13.	 ‘Report of the Bankruptcy Law Reforms Committee’, Rationale and Design, (BLRC 2015)
vol. 1.

	14.	 The Insolvency and Bankruptcy Code, 2016 (Act 31 of 2016).
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implementation of actions under the resolution plan, such approval 
shall be deemed to have been given and it shall not be a contravention 
of that Act or law.”A similar requirement was stipulated in Ministry of 
Corporate Affairs Circular,15 which clarified that approval of sharehold-
ers in any action of implementation of resolution plan, shall be deemed 
to have been given on its approval by the Adjudicating Authority. This 
means that equity shareholders have no say in the management of the 
assets of the company post CIRP as far as the provision of same has been 
made under the Resolution Plan.

This position of equity shareholders in insolvency resolution process 
is also supported by The Hon’ble Supreme Court in the case of Jaypee 
Kensington Boulevard Apartments Welfare Association vs NBCC 
(India) Ltd &Ors.16 where it was clarified that-

“…in the scheme of IBC, only the CoC is entrusted with the task of dealing 
with and approving the plan of insolvency resolution; and the shareholders 
of a corporate debtor, who is already reeling under debts, have not been pro-
vided any participation in the insolvency resolution process.”

As per Section 53 of IBC17 and Regulation 38 of the CIRP Regulations,18 

payments under the resolution plan are followed as per a waterfall mech-
anism, and shareholders acquire the last priority in this process to receive 
any payments tied to the liquidation value.

Further, when a company gets delisted pursuant to the resolution plan, 
firstly, it leads to an overnight zero value of equity shares, and secondly, 
the exemption in the Delisting Regulations allows the RA to circumvent 
the process of delisting if the same is done in pursuance of the resolu-
tion plan.19 In this scenario, the equity shareholders do not get any prior 
intimation before such delisting, and even if the delisting happens, the 
only protection the minority shareholders get is that they can’t be treated 
worse off than the promoters by getting an exit opportunity at a specified 

	15.	 Ministry of Corporate Affairs, ‘General Circular No. IBC /01/2017’ <https://www.mca.
gov.in/Ministry/pdf/CircularIBC_25102017.pdf> accessed 08 March2023.

	16.	 Jaypee Kensington Boulevard Apartments Welfare Assn. v. NBCC (India) Ltd., (2022) 1 
SCC 401.

	17.	 The Insolvency and Bankruptcy Code, 2016 (Act 31 of 2016), § 53.
	18.	 The Insolvency and Bankruptcy Board of India (Insolvency Resolution Process for 

Corporate Persons) Regulations, 2016, Reg. 38.
	19.	 Securities and Exchange Board of India (Delisting of Equity Shares) Regulations, 2021, 

Reg. 3(2).
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price, that shall not be less than the price given to the promoter group, 
which is in most cases the liquidation value and is close to zero. Hence, 
there is nothing in the Delisting Regulations other than the generosity 
of RA to provide any value to the minority shareholders. Additionally, 
they do not get any opportunity to present their case in front of the 
Committee of Creditors (“CoC”) before such delisting.

This shows that in the light of the aforesaid grievances of the equity 
shareholders of a listed company going through CIRP, it is important 
for SEBI as a regulator to intervene in this process and safeguard the 
interests of the equity shareholders so that they get appropriate value for 
their shareholding in the CD’s company, as it is only the major players in 
the market who are currently buying out the company of the struggling 
debtor at throwaway prices, and the retail investors receive no considera-
tion for their ownership stakes in the stressed company. Besides,the exist-
ing shareholders receive no opportunity to be a part of the new entity 
post-CIRP.

V.  BREAKING DOWN SEBI’S PROPOSAL

Through the consultation paper, SEBI has attempted to protect the inter-
ests of the minority equity shareholders of a listed company undergoing 
CIRP through the following proposal:

	 1.	 The proposal provides for a mandatory open offer to be given by 
the RA to the existing shareholders of the CD to the extent of up 
to MPS, which is currently 25% as per the existing framework, in 
case the post-CIRP capital is less than the required MPS.20

	 2.	 The pricing of the open offer given to the equity shareholders shall 
be the same price at which RA has agreed to acquire the CD.

	 3.	 The RA must attempt to achieve public shareholding of at least 5% 
of the fully diluted capital structure of the new entity by way of the 
open offer to remain listed. So, the minimum acceptance required 
would be to the extent of at least 5% of the post-CIRP capital of 
the CD.

	 4.	 The open offer must be given only to the non-promoter public 
shareholders and shall exclude the category of shareholding by 

	20.	 Securities Contracts (Regulation) Rules, 1957, Rule 19A(5).
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the former promoter and promoter group, KMPs of the company, 
directors, and directors’ relatives, etc.

	 5.	 The failure to achieve the threshold of at least 5% public sharehold-
ing in the new entity will lead to delisting of the company, resulting 
in the cancellation of the offer made to the existing public share-
holders of CD, and consequently, RA shall refund the consideration 
amount received from such shareholders before continuing further 
with the CIRP.

	 6.	 Further, it is proposed to review the existing framework of the 
Delisting Regulations under Reg. 3(2) and a new framework is sug-
gested wherein the exemption to the Delisting Regulations shall 
only be available where RA failed to raise 5% of the public share-
holding of the new equity even after exercising the option of an 
open offer to the existing shareholders to buy the converted shares 
of the new entity up to the MPS percentage on the same pricing 
terms as applicable to RA.

It is pertinent to note that earlier, the exemption was available to all 
the companies, where the Resolution Plan provided for delisting of the 
CD through CIRP. Now it is only made available when even after giving 
the mandatory open offer, the public shareholding stays below 5%.

Therefore, this proposal provides an opportunity to the existing share-
holders of CD to acquire the equity of the fully diluted share capital 
structure of the new entity. This opens the avenue for public participa-
tion in the new entity post-CIRP.

A.	 Merits of the Proposal

The proposal propounded by SEBI, is a welcome step for the interests of 
the existing public shareholders of listed company undergoing CIRP, as 
it will enable public participation in the company post-CIRP. This move 
will benefit the shareholders as it will firstly,provide them with an oppor-
tunity to infuse funds and buy the converted shares of the company; 
secondly, to acquire the capital of the new entity in proportion to their 
shareholding; thirdly, to acquire the capital at the same pricing terms at 
which the RA is acquiring the CD; and lastly, it will provide them with a 
fair opportunity to benefit from the appreciation of the price of converted 
shares as and when it becomes profitable. Additionally, it will allow the 
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new entity to retain its status as a listed company with a minimum pub-
lic float, which is at least 5% as per the proposal. Further, this proposal 
will benefit the RA as there will be lesser burden on him, as one of the 
parts of equity in the company will be met through such public offering 
and it will also be an additional source of fund for RA to kickstart the 
operations of the new entity. Lastly, the proposal of an open offer will 
assist the new entities post-CIRP in complying with the SCRR norms, 
and the new entity will gradually reach the MPS of 25% that the market 
regulator expects of listed companies.

VI.  ISSUES WITH SEBI’S PROPOSAL

The SEBI proposal was brought out with a noble intention of protecting 
the public shareholders of the listed company undergoing CIRP as their 
value is completely eroded due to high or complete dilution of the capital 
structure in the resolution plan. However, this proposal raises several 
glaring questions as to the impediments created to the insolvency res-
olution process under IBC as well as to the underlying creditor centric 
approach taken under the code. If implemented, this proposal could also 
lead to decrease in success rate of insolvency resolution in case of listed 
companies as it also raises several issues with respect to misbalancing of 
the interest of the prospective RA vis-à-vis the shareholders of the com-
pany. These issues which pose a question to the viability of the proposal 
are highlighted as follows,

A.	 Not Feasible for various options of Restructuring available 
under the present insolvency regime

Reg. 37 of the CIRP Regulations provide for the measures that a reso-
lution plan may provide for resolution of insolvency of the CD.21 These 
options, inter alia, include sale of assets of the company, restructuring 
by way of merger, amalgamation & demerger, takeover of the company, 
etc. Clause (m) also provides for sale of one or more assets of the CD 
to one or more RAs.22 In these cases, restructuring of the company is 
carried out without following the procedure under the Companies Act, 

	21.	 The Insolvency and Bankruptcy Board of India (Insolvency Resolution Process for 
Corporate Persons) Regulations, 2016, Reg. 37.

	22.	 Ibid.
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2013 or any other relevant law. Mandatingan open offer in these cases 
to reach 25% of Minimum Public Shareholding would not be feasible as 
the restructuring would take place as per the scheme of merger or would 
involve agreements with other companies as well, the terms of which will 
be decided by both the parties.

Therefore, mandating fulfilment of the MPS criteria only through 
open offer post-CIRP would severely restrict the options available to RA 
under Reg. 37 of CIRP Regulations.

B.	 Proposal operates on an assumption that the RA wants the 
company to remain listed - disregarding the intention of the RAs

The proposal narrows the exemption available to the companies under-
going CIRP under Reg. 3(2) of the Delisting Regulations, as it proposes 
that the exemption be available only to those companies whose public 
shareholding remains less than 5% after the open offer is made to the 
public.23 So, in order to avail the lenient delisting regime the RA has to 
mandatorily make an open offer to the public and only on failure to meet 
the 5% public shareholding, the exemption can be availed. This means 
that if the RA wants the company to get delisted post CIRP it would now 
have to follow the cumbersome process under ordinary route of delisting 
regulation even if the resolution plan provides for delisting.

Therefore, this is in effect compelling the listed entity to continue its 
listing status disregarding the intention of the RA whose resolution plan 
is approved by the majority of the CoC.This also goes against the cred-
itor-centric approach taken by the courts under the present insolvency 
regime and would negatively influence the commercial wisdom of the 
CoC. The proposal loses sight of the fact that it is not beneficial for the 
RA in all cases to continue the listing status of the entity. The proposal 
ignores that there are heavy costs and burdensome compliance require-
ments which come as a corollary of being listed which the RA might 
want to avoid by choosing to get delisted.

	23.	 Securities and Exchange Board of India (Delisting of Equity Shares) Regulations, 2021, 
Reg. 3(2).
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C.	 Fails at balancing the interest of the RA and the Public 
Shareholders deterring prospective RAs from bidding

When the resolution plan is approved by the CoC, RAagrees to accept 
all the risks associated with the company undergoing CIRP by acquir-
ing the controlling share of the company. At the same time, the existing 
shareholding of the company’s equity is diluted substantially as a result 
of the resolution plan. It is important to note here that the controlling 
share in the equity of the company is acquired by the RA at a price which 
accounts for the risks undertaken by him in reviving a financially sick 
company. Offering the equity of the company to the public shareholders 
at the same price who are not taking any additional risk for the company 
would disincentivise any prospective RA from bidding in the resolution 
process as he would be required to part with at least 5% and up to max-
imum 25% of holding in the company immediately after the completion 
of CIRP.

As a result, expecting the RA to offer the public shareholders at the 
same price while assuming all the risk and further making it impossible 
for him to remain delisted due to the burdensome nature of the delist-
ing regulations will eventually dissuade the RA from bidding in the first 
place, and if such bidding occurs then, RA will be motivated to bid at a 
price below its fair value.

D.	 Absence of any provision requiring disclosures to be made by the 
RA as a part of the mandatory open offer

The mandatory open offer as prescribed by the SEBI in its proposal is 
akin to rights issue of the shares by the company. However, the standard 
of disclosure in this case should be much higher than it is in the case of 
rights issue as the entire management of the CD is being taken over by 
the RA. The contents of the resolution plan and the details about utili-
zation of the funds raised by the company should be made available to 
the existing shareholders to whom the offer is made. The historical data 
of the CD becomes irrelevant as entire capital structure of the company 
is revised as a part of the resolution plan and the company undergoes 
a fresh start. Thus, the entity resulting out of successful completion of 
CIRP is in essence a new entity where the old promoters are completely 
ousted from the management of the company.
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This necessitates the existence of robust disclosure requirements 
which need to be brought by relevant amendments to the SEBI (ICDR) 
Regulations24 as well as SEBI (LODR) Regulations.25 SEBI (LODR) 
Regulations were recently amended in 2021 to provide for the disclosures 
to be made by the listed CD in relation to its CIRP under IBC. In Para 
A, point 16 of Schedule III r/w. Reg. 30 of LODR regulations it man-
dates the disclosure of specific features and details of the resolution plan 
approved by NCLT.26 It requires the listed company to disclose details 
such as details of assets post CIRP, pre and post-shareholding pattern, 
names of new promoters, description of business strategy, etc.

However, these disclosures are not sufficient for an investor to infuse 
funds to the company. The disclosure to the public must broadly include 
details of the resolution plan and RA, risk factors, manner of utilization 
of funds raised, object of the issue, new capital structure and future busi-
ness plan of the new promoters. This would ensure that the shareholders 
make a conscious decision of investing in the company based on all the 
relevant information of the entity.

E.	 Overlap in Jurisdiction of NCLT and SEBI for disputes arising 
out of the proposed open offer mechanism

The present Insolvency regime gives residuary jurisdiction in the hands of 
NCLT27 for adjudicating the question of priorities or any question of law 
or facts, arising out of or in relation to the insolvency resolution or liq-
uidation proceedings of the corporate debtor or corporate person under 
IBC.28 There is a possibility where the RA might default in providing 
an open offer to the existing equity shareholders as per the proposal of 
SEBI. This situation poses an important question regarding the jurisdic-
tional tussle of NCLT or SEBI in order to adjudicate such a default. As 
a black and white text, the open offer is a part of the resolution process 
carried out by the RA and thus can be construed as a question of law 

	24.	 Securities and Exchange Board of India (Issue of Capital and Disclosure Requirements) 
Regulations, 2018.

	25.	 Securities and Exchange Board of India ((Listing Obligations And Disclosure 
Requirements) Regulations, 2015.

	26.	 Securities and Exchange Board of India ((Listing Obligations And Disclosure 
Requirements) Regulations, 2015, Sch. III, Reg. 30.

	27.	 Essar Steel India Ltd. Committee of Creditors v. Satish Kumar Gupta, (2020) 8 SCC 531.
	28.	 The Insolvency and Bankruptcy Code, 2016 (Act 31 of 2016), § 60(5)(c).
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arising in relation to the insolvency resolution proceeding being a part 
of NCLT’s jurisdictional area; however, in essence, the interests of public 
shareholders are prejudicially affected by such default, so such a question 
of jurisdiction may also come within the periphery of SEBI. Also, the 
legal framework for implementation of the proposal through an open 
offer mechanism will be done by SEBI bringing an amendment in the 
SEBI (ICDR) Regulations, 2018 or SEBI Delisting Regulations, 2021, 
non-compliance of which will vest the jurisdiction with the Adjudicating 
Authority of SEBI.

This creates agrey area with respect to the jurisdiction of the forum in 
case of any dispute arising out of the open offer mechanism post CIRP.
Thus, these circumstances must be kept in mind and the jurisdiction of 
SEBI or NCLT must be clearly delineated while implementing the pro-
posal by SEBI.

F.	 Can prejudicially affect the interest of the public equity 
shareholders which it seeks to protect

There can be a situation where the resolution plan is approved by the 
NCLT, and is contravened by the RA29 and there is default in the imple-
mentation of the Resolution Plan. It will prejudicially affect the rights of 
those shareholders who have infused the funds in the new entity by the 
way of an open offer because, by this time, the value of the entity and 
the assets would have eroded to minimum liquidation value because of 
failure in implementation of the plan. As per the case of Yavar Dhala v. 
JM Financial Asset Reconstruction Company Ltd &Ors.30-

“In the situation where a Resolution Applicant succeeds as Corporate 
Debtor but if fails to comply its assurance in terms of the resolution plan, 
what step is to be taken has been already been laid down in Sub-section (3) 
of Section 33 of the I&B Code which reads as follows: -

33. (3) Where the resolution plan approved by the Adjudicating Authority 
is contravened by the concerned corporate debtor, any person other than 
the corporate debtor, whose interests are prejudicially affected by such con-
travention, may make an application to the Adjudicating Authority for a 

	29.	 The Insolvency and Bankruptcy Code, 2016 (Act 31 of 2016), § 33(3).
	30.	 Yavar Dhala v. JM Financial Asset Reconstruction Company Ltd., 2019 SCC OnLine 

NCLAT 666.
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liquidation order as referred to in sub-clauses (i), (ii) and (iii) of clause (b) of 
sub-section (1).”

Therefore, if the proposal is to be implemented it should be ensured 
that the infusion of funds from public shareholders is only permitted if 
the resolution plan is to be successfully implemented. If in case the res-
olution plans is not implemented, then a provision to return the capital 
back to public shareholders should be made. If this is not taken care of 
then there is a risk of total erosion of the newly infused capital because 
the company will go in liquidation.

VII.  CONCLUSION AND SUGGESTIONS

In light of the issues highlighted above, it becomes necessary to relook at 
the necessity of a mandatory open offer to the public shareholders post-
CIRP of listed companies in order to meet the MPS as proposed by SEBI. 
Several leading legal practitioners and partners of law firms have also 
highlighted a similar concern as to the need of this proposal.31 Balancing 
the interest of the shareholders and creditors of the company becomes 
very difficult owing to the very nature of their treatment under IBC, 
2016 and Companies Act, 2013 where the former has been completely 
excluded from the insolvency process. SEBI should take into account that 
the shareholders’ value in a listed company undergoing CIRP has been 
totally eroded because of it being tied to the poor performance of the 
company and so the very assumption that these shareholders require pro-
tection is flawed.

However, if SEBI wants to go ahead with the mechanism of an open 
offer to give an opportunity to these shareholders to retain their stake 
in the company on fresh infusion of funds, the following suggestions 
can help to alleviate some of the issues highlighted previously with the 
proposal-

	 1.	 In order to give primacy to the commercial wisdom of CoC, the 
open offer proposed by the SEBI should not be made mandatory 
and it should be subject to the provisions made in the resolution 
plan approved by the CoC. The result of the proposal should not 

	31.	 Sahyaja S, ‘IBC: SEBI’s Proposals For Public Shareholders Reflect A Myopic View, Say 
Experts’, Bloomberg, BQ Prime(15 November 2022)<https://www.bqprime.com/law-
and-policy/ibc-sebis-proposals-for-public-shareholders-reflect-a-myopic-view-say-ex-
perts> accessed 08 March 2023.
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be of the nature that forces the listed CD to continue its listing 
status despite the unwillingness on part of the RA. To ensure the 
success of CIRP for listed companies, it should be kept in mind that 
the RAs are not discouraged from bidding in the resolution pro-
cess. Therefore, the scope of the exemption given under Delisting 
Regulations in the present framework should not be narrowed down 
to only those listed companies who fail to muster the threshold of 
5% after offering the shares to the existing public shareholders.

	 2.	 Moreover, a restriction could be placed on the utilization of the 
funds raised through open offer such that they are only used for 
further operations of the going concern of the company and not 
for repayment of debts of previous creditors in pursuance of the 
resolution plan. As pointed out earlier, the disclosure of where 
these funds shall be used and its purpose in the operations of the 
company must be mentioned like an offer document under SEBI 
(ICDR) Regulations.

	 3.	 No open offer should be required to be made in case the approved 
resolution plan contains a proposal of restructuring of the company 
by way of merger, amalgamation, or demerger or by way of sale of 
assets of the company to the RA.32 As in these cases, the MPS of 
25% under SCRR33 can be allowed to be achieved in a period of 
three years through other means such as share swap or offloading 
of promoters share in case the company wants to stay listed.

Lastly, it must be noted that matters relating to insolvency resolution 
should be left to the committee of creditors and RA, the regulator should 
aim to only play a role of a facilitator in the process and should avoid 
from interfering with the decision-making process of the creditors. In a 
bid to ensure protection of public shareholders, care should be taken that 
SEBI does not end up curbing the discretion of the creditors and making 
the insolvency resolution process more complicated and time consuming.

	32.	 The Insolvency and Bankruptcy Board of India (Insolvency Resolution Process for 
Corporate Persons) Regulations, 2016, Reg. 37.

	33.	 Securities Contracts (Regulation) Rules, 1957, Rule 19A(5).
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Market Definition and Market 
Power For Mergers in Digital 

Ecosystems: A Comparative Study

—Shikhar Sahu1

ABSTRACT

One of the drivers behind major tech mergers like Facebook/
WhatsApp, Google/Double Click, etc. is the collection and 
sharing of data. In the digital economy, mergers and acquisitions 
have been contentious. The issues raised have included some 
fairly conventional ones. While the growth of the digital 
economy does not necessitate a radical change in merger control 
procedures either, it is likely to necessitate some significant 
revisions to competition law and close cooperation between 
competition authorities and other regulatory bodies. These 
mergers pose a serious challenge to our traditional approach to 
market definition. The study examines these issues, drawing on 
the existing caselaw in the EU, US and BRICS. It concludes with 
several recommendations for competition authorities, touching 
upon an array of issues, such as product and geographic market 
definition. We face a significant threat to our established method 
of market definition from these mergers. Using the caselaw that 
has already been established in the EU, US, and BRICS, the study 
examines these issues. It ends with a number of recommendations 
for the competition authorities that cover a wide range of topics, 
including the definition of product and geographic markets.

I.  INTRODUCTION

In the digital economy, data can have a variety of uses. It could be the 
end result of a production process. A grocery store data scanner, which 

	 1.	 The author is a third-year student at the Hidayatullah National Law University, Raipur 
(HNLU).
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might be marketed as such, is an example of this. In terms of the creation 
of a different product, data can also serve as a crucial input. As such, 
the accumulation of data by one firm may prevent competitors from 
accessing a sufficient minimum scale of data. This, in turn, can affect the 
competitive structure and eventually cause consumer harm. Data as an 
input can also affect the cost of the product. However, the use of data as 
an element by which to evaluate the quality of a product, to the extent 
that data protection laws may mandate that the use of data, particularly 
personal data, should be minimised to that which is adequate, relevant 
and necessary for the processing purpose in order to protect individu-
als’ privacy.2 In view of the dynamic nature of digital competition and 
the complexity of the technologies involved, competition authorities have 
adopted a relatively flexible approach in relation to market definition 
with them occasionally being unable to reach a final conclusion as to the 
exact scope of the relevant markets affected by the merger.

The authors first analyse the problems in delineation of a relevant 
market. They then explore the approach followed in more mature juris-
dictions, specifically the EU and the US, before focusing on the ways in 
which Brazil, Russia, India, China and South Africa (henceforth, the 
‘BRICS countries’) have assessed market definition in cases involving 
data or the digital sector more broadly.

II.  THE PRACTICAL PROBLEMS IN 
DELINEATING DIGITAL ECOSYSTEMS

Product substitutability has traditionally been the focus of legal tests for 
market delineation. However, in some market circumstances, competi-
tive constraints might not only stem from interchangeable goods or ser-
vices,3 leaving conservative market definition at a loss.4

	 2.	 Draft digital personal data protection bill, 2022; Article 5(1)c of Regulation (EU) 
2016/679.

	 3.	 Daniel A. Crane, ‘Ecosystem Competition and the Antitrust Laws’ (2019) 98 Neb. L. Rev., 
412. <https://digitalcommons.unl.edu/nlr/vol98/iss2/9> accessed 15 December 2022.

	 4.	 M. G. Jacobides and I. Lianos, ‘Ecosystems and Competition Law in Theory and Practice’ 
<https://academic.oup.com/icc/advance-article/doi/10.1093/icc/dtab061/6428760> 
accessed 15 December 2022, who argue that the market definition “concept is no longer 
adequate to reflect the new reality.”
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It could be argued that when attempting to define digital ecosystems, 
substitutability tests which are traditionally used to operationalize mar-
ket definition are of limited assistance.

Prior to continuing, it is important to discuss the practical limits of 
what market definition can add to the evaluation of digital ecosystems. 
Market definition that merely relies on structural assumptions, namely 
market share thresholds, to establish market power, is doomed to failure 
in digital ecosystems.5 However, it will continue to be crucial to examine 
specific, more traditional relevant markets in a digital ecosystem, such 
as ad-driven search or consumer communications.6 The difficulty is in 
coming up with a strategy that respects the complexity of these markets 
without needlessly escalating it. Thus, a practical strategy that is adapt-
able enough to take into account various market characteristics in their 
various degrees is needed. It is crucial to emphasise that the analysis that 
follows is done from a legal standpoint.

III.  EU/ US PRACTICE CONCERNING MARKET 
DEFINITION FOR DIGITAL MERGERS

A.	 Two-Sided Markets

The two-sided dimension of platforms is taken into account, although 
such is not usually done at the stage of market definition because com-
petition authorities have generally assessed each side of the platform as 
constituting distinct relevant markets.7 For instance, in the Facebook/
WhatsApp merger, the Commission identified separate markets on each 
side of each platform, one concerning users and one concerning the social 
network provider’s online advertising activity.8

B.	  Hardware vs. Software Platform and Applications

When defining the relevant market, competition authorities have main-
tained the distinction between the hardware, the software platform/
operating system (henceforth, the ‘OS’) and the applications/service 

	 5.	 Cisco Systems &Messagenet v. Commission, (2013) T-79/12, para. 69.
	 6.	 J. Crémer, Y.-A. de Montjoye and H. Schweitzer, Competition policy for the digital era, 

(2019), 48.
	 7.	 Office of Fair Trading (henceforth, the ‘OFT’), Facebook/Instagram, (2012), Decision 

ME/5525/12.
	 8.	 Case M.7212 – Facebook/WhatsApp.
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layers. So, for example, the dominance of Microsoft’s window would 
be assessed within a market for PC operating systems, the position of 
its Office Suite would be evaluated in a market for office applications. 
Indeed, in the Microsoft/LinkedIn merger, the European Commission 
distinguished between the market in PC OSs (excluding from the market 
OS for other devices in view of a lack of demand-side substitutability) 
and the market for applications.9

The Commission analysed the following applications markets. First, 
the market for PC productivity software, that is, software that enables 
users to create documents, databases, graphs, worksheets etc. Second, the 
market for customer relationship management software solutions. This 
market was further segmented on the basis of either functionality and/
or the type of service provided, specifically whether such was provided 
on the premises or via the Cloud. Third, the market for sales intelligence 
solutions. These solutions provide sales professionals with background 
and contact information about individuals. Fourth, the market for con-
sumer communication services. Fifth, the market for professional social 
networks. Sixth, the market for online recruitment services and seventh, 
the market for online advertising services (search and non-search).

In the Apple/Shazam merger, the Commission distinguished between 
the devices markets in which Apple was active, the OS market that it 
considered to be comprised of platforms providing software solutions 
and/or apps, and various software solutions markets. Among these later 
markets, the Commission distinguishes between the market in digital 
music distribution services (without finding it necessary for the specific 
case to distinguish between streaming providers and music download-
ing services providers) and the market for automatic content recognition 
software, including music recognition apps.10

C.	 Consumer vs. Enterprise Communication Services Markets

Consumer communication services markets centre on the provision of 
multimedia communications solutions that allow people to connect 
with their friends, family members and other contacts in real time. In 

	 9.	 This in line with Case COMP/C-3/37.792 – Microsoft; Case M.6381 – Google/Motorola 
Mobility (2012); Case M.7047 – Microsoft/Nokia (2014).

	10.	 Case M.8788 Apple/Shazam (2018).
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a number of decisions issued by the European Commission, consumer 
communication services markets were considered as forming a different 
product market to that of enterprise communications services,11 given 
the more sophisticated services and additional features offered, such as 
collaborative tools, integrated voicemail, simultaneous ringing, etc.12

In the Facebook/WhatsApp merger, the Commission explored whether 
the consumer communication services market should be sub-divided fur-
ther into services offered as a standalone app (e.g. WhatsApp, Viber, 
Skype etc.) and those offered as part of a broader offering, such as a 
social network like Facebook or LinkedIn. However, the Commission 
rejected this further functionality-based sub-division. It noted that these 
services compete on the same market for the same consumers. It also 
refused to sub-divide the market on the basis of the OS, for example, 
on the one hand, proprietary apps, such as iMessage on iOS, and on the 
other hand, cross-platform apps, such as WhatsApp. The Commission 
observed that the different consumer communication apps for different 
OSs were normally regarded as constituting a single product by both 
users, the demand-side of the market, and providers, the supply-side of 
the market. The Commission considered segmentation on the basis of 
the platform, whether it was accessed via smartphones, tablets and/or 
PCs, as being the factor of most relevance. This was because, at the time 
of the merger, WhatsApp was only available on smartphones. It had no 
plan regarding the expansion of its offering to other platforms. Hence, 
the Commission concluded that the relevant product market only incor-
porated consumer communications apps for smartphones.13

In this same merger, the Facebook/WhatsApp merger, the Commission 
also explored whether the relevant product market should be broadened 
in order to include traditional electronic communications like voice calls, 
SMS or MMS, given the fact that these services are used for the same 
general purpose and, thus, there is (imperfect) demand-side substituta-
bility. However, this was rejected on the basis of the different structure 
of the market, the competitive constraints that were only exerted in one 

	11.	 See Facebook/WhatsApp, (n 9); Microsoft/Nokia, (n 10); Case M.6281 Microsoft/Skype 
(2011).

	12.	 Case M.8124 Microsoft/Linkedin (2017), [78].
	13.	 However, it is worth noting that presently there is a WhatsApp desktop function, although 

this can only be operated when connected to the phone through the scanning of a QR 
code.
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direction (electronic communication services do not constrain consumer 
communication services), and the differences in pricing models for these 
services. Although the geographic dimension of these markets covered 
the entire EEA, the Commission did not exclude the possibility of defin-
ing geographic markets on the Member State level. This was because of 
the varying degrees of market penetration by the parties’ applications 
between Member States, the existence of different forms of barriers to 
entry and differences in customer switching. However, the Commission 
ultimately concluded that it did not need to define geographic markets on 
the Member State level.

D.	 Social Networks

Social networks form part of a separate market for social networking 
services. The Commission examined their substitutability with consumer 
communication services in the Facebook/WhatsApp merger. It consid-
ered that they formed two separate relevant product markets as the func-
tionalities of social networking services were richer than those provided 
by consumer communication services. Social networks tend to enable 
communication and for information to be shared with a wider audience, 
potentially all of a user’s contacts unless such is restricted, whereas con-
sumer communications apps mostly enable one-to-one communication.

However, the Commission also noted that the lines between the two 
product markets had become increasingly blurred. The Commission did 
not consider whether the social network market should be further sub-di-
vided on the basis of the platform used (e.g. PC, smartphone, tablet), the 
OS employed (e.g. Windows, Mac, Android or iOS), and the intended use 
of the social network.

In the Facebook/WhatsApp merger, the geographic dimension of the 
market was considered to be EEA-wide, although the Commission found 
indications that the geographic scope for social networking services 
could be considered to be global. This issue was recently considered by 
the decision of the German Competition Agency, the Bundeskartellamt, 
regarding Facebook.14 Facebook submitted a White Paper on “Relevant 

	14.	 German Competition Authority (Bundeskartellamt), Facebook – Administrative 
Proceedings Decision (2019), B6-22/16, <https://www.bundeskartellamt.de/SharedDocs/
Entscheidung/EN/Entscheidungen/Missbrauchsaufsicht/2019/B> accessed 15 December 
2022.
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Markets and Lack of Dominance.” It stated that the relevant market 
for the product concerned was the “market for attention” and countless 
competitors, other than Facebook, competed for the attention of users on 
the Internet. These competitors include but are not limited to Instagram, 
YouTube, Google+, Twitter, Snapchat, Pinterest, LinkedIn, Xing and 
StudiVZ. Thus, Facebook argued that the market should be defined as 
a global market. However, the Bundeskartellamt rejected this argument 
and concluded that the relevant market was national in view of the spe-
cific characteristics of the use of Facebook in Germany, such as language 
etc.15

E.	 Professional Networking Services

Professional networking services also form a separate market to that of 
consumer communication apps. In the Facebook/WhatsApp merger, the 
Commission noted that they should not be segmented on the basis of 
either the platform or OS, but accepted that they should be segmented on 
the basis of intended use. Social networks promote interpersonal contact, 
whereas professional networking services are used to connect people for 
professional purposes.16 In coming to this conclusion, the Commission 
acknowledged that, from the demand-side, there are differences in terms 
of the type of content that people expect on these different types of net-
works. Professional social networks usually include career-related infor-
mation, whereas personal social networks information generally include 
information concerning one’s personal interests, friends and family. It 
also acknowledged that from the supply-side, substitutability is limited 
as it is highly unlikely that a personal social network may, in the short-
term and without significant investments being undertaken, develop to 
become a professional one.

The Commission also excluded closed enterprise social networks and 
vertical professional social networks that focus on certain categories of 
professionals, such as Academia for academics or Behance for artists, 
from the market of public professional social networks. It considered 
that, on the basis of these distinct functions, closed enterprise social 

	15.	 Ibid 334.
	16.	 See Facebook/WhatsApp, (n 9); Microsoft/Linkedin, (n 13).
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networks and vertical professional social networks were not found to be 
substitutable for generic professional social networks.17

Of particular interest is the definition of the geographic dimension of 
the market for professional social networks. In the Microsoft/LinkedIn 
merger, the Commission defined it as being national in scope. This was 
based on variations between EEA countries in terms of language, func-
tionalities, legal and regulatory requirements, and customer preferences. 
It was also because professional relationships and employment frequently 
have a more regional focus and application. The Commission also 
pointed out that, with the exception of LinkedIn, the majority of EEA-
based professional networking services concentrate on a small number of 
EEA nations and do not have an EEA-wide presence. It also highlighted 
that the challenges faced by businesses that already provide professional 
networking services in one nation when trying to launch or expand those 
services in a different nation without spending a lot of time and money.18

F.	 Online Recruitment Services

Occasionally similar services are offered online and offline. This raises 
the issue of distinguishing between the specific activities in separate rel-
evant markets. The issue was raised in the Microsoft/LinkedIn merger, 
with regard to the need to distinguish between the market for offline 
recruitment services and the market for online recruitment services. The 
Commission observed that jobseekers regarded online and offline ser-
vices as complimentary rather than substitutable and highlighted the 
fact that online job advertising has become arguably more important 
than offline job advertising. The Commission noted differences in fea-
tures. For example, online recruitment services allow for faster and more 
comprehensive access to information. Online services are an impersonal 
“behind a computer” experience, whereas offline services consist of per-
sonal contact. Online services are considered by many to be superior in 
terms of efficiency, scope, speed and accessibility. Recruiters/ employers 
also agreed that while online recruiting services “give the flexibility to 
announce open positions to a wider audience, offline recruitment ser-
vices focus more on the specific range of people who are suitable for a 

	17.	 Microsoft/Linkedin, (n 13), 109.
	18.	 Ibid 121-125.
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role, and include face-to-face interviews, personal interaction and more 
indeep analysis of a candidate’s qualifications.”19 The Commission also 
examined but did not resolve the question as to whether there should be a 
further segmentation of online recruitment services based on the business 
model or the relevant industry sector. It noted that different industry sec-
tors may use different channels of recruiting that involve or are premised 
on different selection methods, customer expectations, education and 
experience levels, technical nature of the industry etc., depending on the 
nature of the job. For example, less specialised roles can be filled through 
general job advertising, whereas more specialised and skilled roles may 
necessitate a more proactive strategy that relies on professional recruit-
ment. Finally, the Commission noted that jobseekers did not perceive 
non-professional social networks as an online recruitment tool, whereas 
they did consider professional social network websites to be substitutes 
for online recruitment tools.20

G.	 Online Advertising Markets

Similar questions have also arisen with regard to the definition of adver-
tising services markets, particularly in relation to advertisement-based 
platforms. Of particular interest is the Google/DoubleClick case in the 
US, in which the Federal Trade Commission (‘FTC’) examined the com-
petitive interactions between search engines and publishers with regard 
to advertising space. It found that there was no competition between 
them.21

The FTC explored different types of advertising. In the display adver-
tising market, the FTC distinguished between premium and non-pre-
mium advertisements. Premium ads, which cost several times more than 
non-premium ads, appear at the top of websites and publishers direct 
their sales forces to sell precise spaces. Whereas for non-premium ads, 
these are indirectly purchased by ad intermediation firms and websites 
lack control over the locations at which ad intermediation firms place 
advertisements. Contextual advertising is another form of advertising. 

	19.	 Ibid 141.
	20.	 Ibid 144-147.
	21.	 US Federal Trade Commission (henceforth ‘FTC’), ‘Statement of the FTC Concerning 

Google/DoubleClick’, FTC File No. 071-0170,(2007), <https://www.ftc.gov/public-state-
ments/2007/12/statement-federal-trade-commission-concerning-googledoubleclick> 
accessed 15 December 2022.
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Technology scans the text of webpages for key words and delivers text 
ads to pages that are viewed by consumers. Generally, advertisers do 
not consider contextual advertisement as constituting a substitute for 
directly-purchased display advertisements. Both search and contextual 
advertisements seek a direct response from consumers. The cost-per-
click payment model illustrates this objective. By contrast, advertisers use 
directly-purchased display advertisements for brand advertising. Websites 
or intermediaries are charged based on the number of times they display 
the advertisement. In terms of operating in the same market, the FTC 
acknowledged that display ad advertisements do constrain the price and 
quality of contextual ad advertisements as both sets of advertisements 
operate in the same market of advertisements sold by intermediaries.

The case law of the EU Commission illustrates the fact that it has 
distinguished between the provision of online and offline advertising 
space but has not resolved the issue as to whether online advertising 
could be sub-segmented into search and non-search advertising.22 In the 
Microsoft/LinkedIn merger, the Commission examined the substituta-
bility between non-search and search advertising services. LinkedIn only 
offered non-search advertising services, while Microsoft was present in 
both search and non-search advertising services. The distinction centres 
on the targeting dimension of advertising. Targeting in search advertising 
is based on the exact intent of the user, which is revealed by the entry of 
the search query,23 whereas for non-search advertising it is based on more 
general criteria, such as the content of the visited website and the geo-
graphical location of the user. Non-search advertisements may appear 
on any webpage and can be either contextual, that is, they have been 
selected according to the content of the page on which they appear, or 
non-contextual.24 The Commission has also left unresolved the issue of 
possible further segmentation of the market on the basis of, for instance, 
advertising on social network websites or by device platform. According 
to the Commission, the geographic dimension of the online advertising 
market, and its possible sub-segments, is either national in scope or falls 
along linguistic borders within the EEA. In the Facebook/WhatsApp 

	22.	See Case M.5727 Microsoft/Yahoo! Search Services (2010); Facebook/WhatsApp, (n 9).
	23.	 Case M.4731 Google/DoubleClick (2008), 11.
	24.	 Graef, Inge, Data Protection and Online Platforms: Data as Essential Facility, (2016), 

<https://ssrn.com/abstract=3635378> accessed 15 December 2022, Section 4.2.3.
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merger, the Commission again left open the question as to whether the 
market for online advertising could be sub-segmented into search and 
non-search advertising. It noted that the majority of advertisers consid-
ered non-search advertisements to not be substitutable as they serve dif-
ferent purposes: while search advertisements mainly direct user traffic to 
a specific merchant’s website, non-search advertisements primarily help 
with the building of brand awareness. The Commission applied the tra-
ditional small but significant and non-transitory increase in price test 
(henceforth, the ‘SSNIP test’). It found that most advertisers would not 
likely switch from one type of advertisement to another in the event of a 
5%-10% price increase.25

With regard to the definition of a separate market for advertising on 
social network websites, the Commission noted that these sites are usually 
considered as being more effective than other online non-search advertis-
ing due to the highly engaged nature of the audience on social networks 
and the potential for targeting opportunities. However, the Commission 
did not set out a definitive response to this issue.26 Regarding a possible 
distinction between online advertising on different platforms, for exam-
ple, PCs vs mobile devices, the Commission was more positive, although, 
again, it did not resolve the issue.27 The Commission adopted its previous 
practice of determining the geographic dimension of advertising. It noted 
that such could be divided either along national or linguistic borders 
within the EEA. However, it is worth noting that the Commission did 
mention the view of submitted by some of the respondents that, depend-
ing on the type of campaign, global companies may also procure adver-
tising space on a broader geographic scale, whether it be EEA-wide or 
even worldwide.28

H.	 Licensing Data Markets and separate data markets

Although the existence of separate data markets has been acknowledged 
by the literature and some competition authorities, this issue has not been 
resolved by caselaw.29 In the Apple/Shazam merger, the Commission 

	25.	 Facebook/WhatsApp, (n 9), 76.
	26.	 Ibid 77.
	27.	 Ibid 78.
	28.	 Ibid 81-82.
	29.	 A. Gebicka& A. Heinemann, Social Media & Competition Law, 37 World Competition 

149; see C-418/01, IMS Health GmbH & Co. OHG v NDC Health GmbH & Co. KG, 
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investigated the degree of substitutability between the data held by merg-
ing parties, particularly their music data charts from the perspective of 
the demand-side. It found that new market for the licensing of music 
data existed and this was data that had actually been commercialised. 
However, the Commission did not define a separate market for the data 
in and of itself.30 The joint venture (Salto) between the television net-
works TF1, France Télévisions, and M6 was examined by the French 
Competition Authority (FCA) in Salto. This joint venture was intended 
to serve as a platform for the distribution of television services, including 
the digital terrestrial television (DTT) channels of the parent companies 
and their associated services and functionalities (such as catch-up tele-
vision and subscription video-on-demand) (SVOD). The Salto offering 
would be streamed over the top (OTT), making it possible for customers 
to access it directly via the Internet without going through a distributor.31

The FCA explored the definition of defining as a separate market the 
commercialisation of data related to the consumption of audio-visual 
content. Salto would have collected that data from the platform’s users in 
separate silos for each of the TV channels, and would have then sold this 
“raw” data in other markets. The FCA noted that competition authorities 
have never ruled on the relevant market to which the activity of market-
ing raw data relating to the consumption behaviour of audio-visual con-
tent, and acknowledged the concern of the parties that identifying such 
a market would be difficult to envisage, given the multiplicity of players 
providing this type of data and the heterogeneity of the data collected. 
The parties to the transaction made the argument against the definition 
of such a separate market as this market, in their view, is related to the 
market for the provision of data sales services. The FCA also considered 
as relevant the fact that the provision of data sales services in this context 
was not limited to the provision of raw data but also involved the auto-
mated processing of that data. It did not however reach a final conclusion 
on this point, as the competition assessment would have arrived atsimilar 
results, whichever option for market definition (market for the commer-
cialisation of data related to the consumption of audio-visual services or 

ECLI:EU:C:2004:257.
	30.	 Apple/Shazam, (n 11), 122-124.
	31.	 See, Autorité de la Concurrence, Salto (2019), paras 121-127, <https://www.autoritedela-

concurrence.fr/en/press-release/autorite-de-la-concurrence-clears-subject-conditionscre-
ation-salto-platform-tf1> accessed 15 December 2022.
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raw data or the market for the sale/licensing of data services) was finally 
chosen.

IV.  A BRICS PERSPECTIVE

A.	 Brazil

Starting with Brazil, the Administrative Council for Economic Defense, 
the ConselhoAdministrativo de DefesaEconômica (henceforth, the 
‘CADE’), reviews any merger related to digital platforms markets that 
meet the legal thresholds and turnover requirements. The CADE has the 
authority to either approve specific mergers, with or without restrictions, 
or to block them. According to the research conducted by the Brazilian 
BRICS team, between 2004 and 2018, 218 merger cases related to dig-
ital economy. The vast majority of these cases, as there were no prima 
facie vertical or horizontal concentration issues arising pursuant to the 
prospective merger, were evaluated under fast-track proceedings, like 
they would have been had they occurred in any other economic segment. 
Consequently, these cases were not subject to any in-depth analysis of the 
relevant markets in the digital economy.

However, some of these 218 cases are worth considering. For example, 
in 2018, in the case of Naspers,32 the CADE had to deal with online food 
delivery platforms. It conducted a thorough analysis in order to better 
understand the functioning of two-sided platforms and the dynamics of 
the food delivery marketplace, including features such as placing orders 
via phone calls etc., which the CADE considered to fall outside the defi-
nition of the relevant market. (e.g. it considered offline ordering through 
phone calls outside the market definition).

In the merger between Itaú and XP Investimentos,33 which involved 
the largest online open platform for investments, the CADE also con-
sidered two-sided platforms and the dynamics of competition on differ-
ent sides of the market: the demand by multiple users and the offer of 
investment products by multiple financial institutions. The Itaú/XP case 
was responsible for shifting the CADE’s understanding of the investment 
market to considering two separate relevant markets in the investment 

	32.	 Merger n. 08700.007262/2017-76.
	33.	 Merger n. 08700.004431/2017-16.
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business – the “offer” of investment products and the “distribution” of 
such products by the open platforms for investments and by the financial 
institutions themselves.

The CADE has its own Guidelines on the Analysis of Horizontal 
Mergers. It was originally published in 2001 before being revised in July 
2016.34 In the chapter regarding market definition, the Guidelines set 
out the elements involved in the process of defining the relevant mar-
ket in terms of both the product and geographical dimensions. Usually, 
the CADE employs the SSNIP test to define the limits of the relevant 
market. The CADE also uses the Hypothetical Monopolist Test (hence-
forth, ‘HMT’) to determine the boundaries of the relevant market. The 
Guidelines mentions the specificities of technology markets, although it 
does not provide details as to how to adjust the above tests in such con-
text. They also recognise that traditional analytical methods may fail 
to capture the anti-competitive effects of transactions in research and 
development (henceforth, ‘R&D’) markets.

B.	 China

In China, there have only been a few mergers concerning digital markets. 
Some of them have been dealt with under the simplified procedure, and 
the issue of market definition, in these short decisions, has only been 
mentioned briefly. For example, in 2019 in the Shenzhou UCAR merger, 
based on the individual fiches provided,35 the competition authority 
only briefly mentioned relevant markets, while in other cases, such as 
2016WalMart36 and 2019Mobileeye Vision,37 market definition was not 
mentioned at all. The approach concerning the definition of relevant mar-
kets is articulated in the Anti-Monopoly Committee of the State Council 
Guide on the Definition of the Relevant Market. The scope of relevant 

	34.	 Brazil, Conselho Administrative de DefesaEconômica (‘henceforth, ‘CADE’), “Guia de 
RemédiosAntitruste” (Guide on Competition Remedies), (2018), <https://cdn.cade.gov.
br/Portal/centrais-de-conteudo/publicacoes/guias-do-cade/guia-remedios.pdf> accessed 
15 December 2022.

	35.	 Shenzhou UCAR/Beijing Baowo, (2019), Decision of Anti-Monopoly Bureau of the State 
Administration for Market Regulation.

	36.	 Wal-Mart/Niuhai, (2016), Decision of Ministry of Commerce of the People’s Republic 
of China, <http://www.mofcom.gov.cn/article/b/c/201208/20120808284418.shtml> 
accessed 15 December 2022.

	37.	 Mobileye Vision/Volkswagen/Champion, (2019), Decision of Anti-Monopoly Bureau of 
the State Administration for Market Regulation.
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markets is mostly determined by the possibilities of demand- and sup-
plyside substitution but the HMT is also considered to be a useful tool. 
In abuse of dominance cases, the concept of market definition receives 
far greater levels of attention. The most influential and comprehensive 
analysis of market definition was set out in 2014Qihoo,38 which was an 
abuse of dominance case. In this case, the relevant body discussed the 
role of both market definition and the SSNIP test in the assessment of 
two-sided markets.

C.	 Russia

In Russia, the most significant merger in the digital economy was that of 
Bayer AG, a German company, and Monsanto, an American company. 
The proceedings concerning this merger took place between 2017-2018. 
In addition to having numerous different partnerships with equipment 
manufacturers like Bosch, Bayer is a vertically integrated business. Since 
2010, Bayer has been actively involved in smart agriculture. Zoner, a dig-
ital platform for agriculture, was acquired by Bayer in 2015, and ProPlant 
in 2016. 2018 saw the commercial launch of Bayer’s Xarvio product, 
which focuses on offering sophisticated digital solutions to the agricul-
tural industry. Monsanto is one of the leaders in digital agriculture and 
charges for its services regarding access to the genetic information of 
plants, with these segments of its business model representing a signif-
icant part of the company’s total profits. In 2013, it acquired Climate 
Corporation and, in 2016, it acquired Vital Fields.

When assessing the merger, the Russian Federal Anti-Monopoly 
Service (henceforth, the ‘FAS’) did not adopt a static approach that 
focused on market definition in the various product markets. Rather, 
it adopted a dynamic perspective. It defined “integrated agro-tech mar-
kets” as the relevant markets because seeds, agro-chemicals and digital 
solutions are not as important as they historically have been on an indi-
vidual level in relation to dynamic competition in this sector because of 
ongoing technological change. The FAS then examined the markets for 
seeds, agricultural chemistry, and digital farming while noting that inte-
grated agro-tech solutions were an emerging market. All of these markets 

	38.	 Qihoo v Tencent, (2013) SPC Min San Zhong Zi No.4 Civil Judgment, <http://www.law-
lib.com/cpws/cpws_view.asp?id=200401917814> accessed 25 December 2022.
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were taken into account by the FAS within the framework of the global 
value chain (hereinafter, “GVC”) approach.

The FAS particularly focused on the effects of the merger on both 
vertical and horizontal competition. In relation to the former type 
of competition, it focused on the impact of the merger on Russian 
agro-manufactures and consumers of agricultural products. It concen-
trated on how the merger would affect Russian agro-manufactures and 
consumers of agricultural products in relation to the earlier type of com-
petition. Regarding the latter kind of competition, the FAS concentrated 
on Bayer and Monsanto’s potential rivals, that is, companies that also 
provide such products to agro-manufactures. In light of the dynamic and 
global perspective adopted, the FAS argues that it is crucial to examine 
the dynamics of these markets’ transformation as well as how the sector’s 
global transformation may affect Russia’s competitive environment in 
the short- and medium-term.

According to the FAS, the merger would have an impact on the market 
for highly productive seeds in Russia. This market is dependent on cut-
ting-edge technology as well as access to big data and genetic data ana-
lytics. The merger would also affect the markets for crop protection and 
for digital agricultural solutions. In finding this, the FAS applied a new 
methodology by which to identify the potential anti-competitive effects 
of a merger in both Russian and global markets.39

D.	 India

In assessing the Bayer/Monsanto merger, the Competition Commission 
of India (henceforth, the ‘CCI’) considered the global nature of R&D in 
the field of seeds, portfolio effects, digital farming solutions and access 
to platforms.40 Traditionally, the CCI has been relatively flexible in its 

	39.	 Decision of the Russian Federal Anti-Monopoly Service (henceforth, ‘FAS’) regarding the 
Application of Bayer AG to acquire 50% of Monsanto, 15 November 2017, <https://br.fas.
gov.ru/ca/upravlenie-kontrolya-agropromyshlennogo-kompleksa/-c084b115-a929-42e7-a
5a9-a8362a96e6c4/> accessed 15 December 2022.

	40.	 Competition Commission of India (henceforth, ‘CCI’), Order on Combination 
Registration No. C-2017/08/523, 14 June 2018, <https://www.cci.gov.in/sites/default/
files/Notice_order_document/Order_14.06.2018.pdf>accessed 15 December 2022.
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approach towards market definition; in most digital economy cases, it 
has left this issue open.41

The only example of the CCI exhibiting a more engaged approach 
regarding market definition concerns the acquisition by Microsoft Corp. 
and Microsoft International, the latter being a wholly-owned subsidiary 
of Microsoft, of the Devices and Services Business of Nokia Corp., which 
included Nokia’s mobile phone and smart device business units. Both 
companies agreed to license patent rights to each other. The CCI found 
that the acquisition related to mobile handsets, including smartphones 
and tablets, and the OSs used in them. The CCI distinguished between 
the various categories of handsets, such as basic phones, feature phones, 
smartphones and tablets based on their hardware configuration func-
tionalities, usage and OS.

V.  THE WAY FORWARD

It is abundantly clear from Indian competition law as it is currently writ-
ten that there is no legal requirement for an exact resemblance to an anti-
trust relevant market.42 Prior to applying competition law to behaviour 
occurring in a market, it is also practically necessary to first define the 
relevant market and its competition dynamics. This is due to the cru-
cial roles that market definition plays in the legal analysis. On the other 

	41.	 See Summary of the Proposed Combination of Wal-Mart International Holdings/ 
Flipkart Private Limited, <https://www.cci.gov.in/sites/default/files/notice_order_sum-
mary_doc/C-2018-05-571.pdf>; Summary of the Proposed Combination of Alibaba.
com Singapore E-Commerce Private Limited/ Jasper Infotech Private Limited, <https://
www.cci.gov.in/sites/default/files/notice_order_summary_doc/C-2015-08-301S.pdf>; 
Notice given by eBay Singapore Services Private Limited and Flipkart Limited, <https://
www.cci.gov.in/sites/default/files/Notice_order_document/C-2017-05-505O.pdf>; 
Summary of the Proposed Combination of Amazon.com NV Investment Holdings 
LLC/ Shoppers Stop Limited, <https://www.cci.gov.in/sites/default/files/notice_order_
summary_doc/C-2017-12-538.pdf>; Summary of Combination of HCL Technologies 
Limited/ Geometric Limited/ 3DPLM Software Solutions Ltd., <https://www.cci.gov.
in/sites/default/files/notice_order_summary_doc/C-2016-04-396.pdf>; Summary of the 
Proposed Combination of NTT Data International LLC/Dell Inc., <https://www.cci.gov.
in/sites/default/files/notice_order_summary_doc/C-2016-04-392.pdf>; Summary of the 
Combination of Hulst B.V./ NIIT Technologies Limited, <https://www.cci.gov.in/sites/
default/files/notice_order_summary_doc/C-2019-04-658.pdf>; Summary of the Proposed 
Combination of Visa International Service Association/ IndiaIdeas.com Limited, <https://
www.cci.gov.in/sites/default/files/notice_order_summary_doc/C-201812620.pdf> 
accessed 15 December 2022.

	42.	 CCI order dated 05.012.2014 in Case No. 39/2012.
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hand, it is possible that initiatives like the Digital Markets Act43 or new 
competition law provisions like section 19a of the German Competition 
Act44 are responses to the ways in which competition law fails to capture 
digital ecosystems as relevant antitrust markets.

These two rules, which are motivated by competition, fall outside 
the conventional definition of relevant market and market dominance. 
However, according to a different interpretation, these regulations could 
also be the result of competition issues that are caused by a company’s 
very structure rather than by anti-competitive agreements, abusive uni-
lateral behaviour, or a dubious merger.45

Market definitions for digital ecosystems must be inventive in order 
to accurately represent the intricate interdependencies in these markets.46 
These efforts may serve as a starting point for a more inventive method 
of defining markets for digital ecosystems. Courts have occasionally used 
cluster markets to group together goods and services that are not inter-
changeable with one another but that consumers typically expect to find 
in the same place or consumed collectively.47

However, in digital ecosystems, there may be competition between 
various ecosystem configurations. Furthermore, there are no any clear 
rules for developing these cluster markets, and there is nota lot of case 
law to back them up. Therefore, rather than providing a clear course of 
action, cluster markets appear to primarily act as a catalyst for more 
creative market definition. Bourreau and de Streel’s analysis, which 
labels the growing diversification of digital platforms as a phenomenon 
of digital conglomerates, is extremely important to our understanding 
of digital platforms. They propose broadening the traditionally narrow 
scope of market definition by reorienting the discussion on potential 
rivalry or dynamic capabilities.48 These aspects of competition are, of 
course, already covered by competition law, even though they typically 

	43.	 Digital Markets Act, European Commission (2020), 842.
	44.	 German Restrictions of Competition Act, Federal Law Gazette I 2005/2114.
	45.	 Ibid (n 3), 10.
	46.	 J.-U. Franck and M. Peitz, Market Definition in the Platform Economy, (2021), 22.
	47.	 M. Eben and V. H. S. E. Robertson, The Relevant Market Concept in Competition Law 

and Its Application to Digital Markets: A Comparative Analysis of the EU, US, and Brazil, 
(2021), <https://doi.org/10.1093/joclec/nhab018> accessed 15 December 2022.

	48.	 Manuel Woersdoerfer, The Digital Markets Act and E.U. Competition Policy: A Critical 
Ordoliberal Evaluation, (2022), 9–10, <https://link.springer.com/article/10.1007/s40926-
022-00213-4> accessed 15 December 2022.
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fall outside the purview of market delineation because they are viewed 
as less immediate sources of competition. As a result, their inclusion in 
the competition analysis happens later.49 The question then becomes how 
and when to incorporate ecosystem competition into the competitive 
assessment during the analysis.50

Accordingly, the special advisers considered defining traditional rel-
evant markets “alongside. . . markets for ecosystems,”51 outlining the 
boundaries of a multi-layered market segmentation for digital ecosys-
tems based on our comprehension of aftermarket-type scenarios.

Competitive rivalry is possible within and across digital ecosystems.52 

This is similar to the way that products within a retail store compete with 
one another as well as with those of other retail stores and in shopping 
streets, this is comparable to a retail store in that retail stores compete 
with one another as well as with those of other retail stores and in shop-
ping streets for tenants and customers. The same is true of digital eco-
systems, with the additional twist that these characteristics are unique 
to the digital realm, where the ecosystem owner frequently engages in 
direct user competition with its own “tenants,” or intermediaries. The 
dynamics of competition in digital ecosystems are impacted by scale and 
scope economics.

We can ask whether specific markets (like a search engine or chat ser-
vice) can be viewed as secondary markets that are derivations of compre-
hensive digital ecosystem, using analogy of aftermarket delineation. We 
can then define a number of markets, a broad (system) market, or both 
depending on the competitive constraints of the individual markets. By 
offering an integrated solution for services that could also be provided 
separately, the digital ecosystem, like a primary market, gives the eco-
system owner an additional layer of supervision over the markets, which 
may make the aftermarket analogy particularly applicable to digital eco-
systems. Similar products such as a search engine, can be viewed as both 
a stand-alone product competing with other search engines under a more 
conventional substitutability analysis and as an integral component of a 
thorough digital ecosystem.

	49.	 Market Definition Notice 1997, para. 14.
	50.	 Ibid (n 46).
	51.	 Ibid (n 5).
	52.	 Ibid (n 5), 6–8.
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Contingent to the ecosystem construct, a platform layer or other inter-
mediary layer may need to be sandwiched within the ecosystem and the 
user’s digital service. Even though it is obvious that this kind of approxi-
mation will not capture all of the intricate dependencies present in digital 
ecosystems,53 it could still be a useful starting point for the implementa-
tion of antitrust laws. This is especially true if the competition dynamics 
that are taking place in the various layers that make up a digital ecosys-
tem are added to the antitrust enforcer’s understanding of the market 
environment. This kind of analysis leads to the multi-layered market seg-
mentation of digital ecosystems. Although each layer of competition has 
its own justifications, the complete picture can only be obtained by com-
bining all layers. The aim of a multi-layered approach is to “acknowledge 
the different layers of competition and multiple competitive dynamics 
occurring simultaneously.”54 This concept results in a less rigid but more 
insightful method of defining antitrust markets. But it is also important 
to consider how we use these areas of effective competition in the sub-
stantive analysis after we have identified them.

VI.  CONCLUSION

Even though it is critical to recognise the relevant market’s limitations as 
a tool for competition law, we should not rush. There are undoubtedly 
restrictions on what the relevant market can offer, especially in envi-
ronments with dynamic market parameters. However, these constraints 
mainly concern the market power function. The relevant market as a 
conceptual tool is more crucial than ever for its market characterisa-
tion function. It enables one to concentrate on the competitive dynam-
ics in the products or services being offered, the payment received in 
exchange—whether monetary or in another form—the business model, 
and the ecosystem’s architecture or governance system.55

To enable the application of competition law, a multi-layered mar-
ket delineation aims to meaningfully capture the competitive situation 
of those ecosystems. However, it might also require a change in how 

	53.	 Ibid (n 3), 17–18.
	54.	 Marty, Frédéric, and Thierry Warin. “Multi-sided platforms and innovation: A competi-

tion law perspective.” Competition & Change, (2022),<https://journals.sagepub.com/doi/
pdf/10.1177/10245294221085639> accessed 15 December 2022.

	55.	 Ibid.
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antitrust enforcers currently rely on the relevant market. Therefore, the 
fundamental query in competition law is what we anticipate the market 
definition to add to the analysis. In the end, this brings up the two pur-
poses of market definition—their functions of market power and market 
characterization.

When intricate competition dynamics are at play and various interde-
pendencies can be seen, it is important to consider factors outside of the 
specific relevant market and take into account how these factors interact 
with one another as well as how they affect competition outside of that 
market, both in terms of pro and anti-competitive harm. Enforcement 
agencies, courts, and parties will all be able to comprehend the compe-
tition dynamics at work and the theories of harm that can be logically 
applied if they concentrate on the market characterisation function of 
market definition.
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Parachuting to Safety: Analysing 
The Indian Legal Framework 

on Golden Parachutes

—Mehak Jain1

ABSTRACT

‘Golden parachute’ agreements have become increasingly common 
in M&A prone industries as an attractive means of hiring and 
retaining top talent as KMPs and cushioning termination in the 
event of corporate reconstruction activity. As the term suggests, 
a golden parachute agreement offers substantial compensation to 
top executives, usually in the form of a hefty lump-sum payment 
or continued specified sums payable for a specific period in the 
event of a change of control following corporate reconstruction. 
While it certainly has its benefits, opponents dub these agreements 
as being a form of ‘corporate looting’, leading to dilapidation 
of shareholder wealth and an increase in acquisition costs. This 
article aims to analyze these agreements and makes five divisions 
in this regard. The article begins with an introduction touching 
upon the contemporary relevance and background of these 
agreements, and then details the arguments for and against them. 
It then delves upon the intricacies of Indian law on this topic, 
which remains largely undealt with in current bibliography and 
analyses key provisions of the Companies Act, 2013. Finally, it 
sets forth the three main clauses of these agreements along with 
suggestions to incorporate for proper and equitable efficiency of 
these clauses, and concludes with a set of recommendations to 
ensure that these agreements manage to strike a balance between 
shareholder interest vis-à-vis management’s interest.

	 1.	 The author is a fourth-year student at the Hidayatullah National Law University, Raipur 
(HNLU).
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I.  INTRODUCTION

Parag Agarwal and two other Twitter executives’ extravagant compen-
sation packages post termination from Twitter made headlines as poten-
tially being one of the heftiest compensation packages that might have 
to be paid.2 These compensations are attributable to golden parachute 
clauses in their employment agreement and have become increasingly 
commonplace in merger-prone industries such as IT and start-ups.

As the term suggests, similar to a normal parachute, a golden para-
chute is meant to provide safety – safety in terms of monetary compen-
sation to the topmost executives whose jobs face risks post corporate 
reconstruction activity,3 whether by means of a lump-sum payment or 
continued payment for a specific period.4 They are set in place to ensure 
that even in the unfortunate event of termination, top executives are 
fairly compensated for their investment of human capital and deprivation 
of future expectations.5

This article attempts to engage in a detailed analysis of these clauses 
under Indian law and suggest nuances to be kept in mind while draft-
ing these clauses to ensure a balance between shareholders’ interest and 
management’s interest.

II.  TWO SIDES OF THE SAME COIN - RATIONALE 
BEHIND GOLDEN PARACHUTES VIS-À-VIS 

THE SURROUNDING CONTROVERSY

A.	 Prevalent arguments by proponents of Golden Parachutes

While compensation is one function of golden parachutes, however, there 
are a number of other functions which make these clauses attractive. 

	 2.	 Nikhil Rampal, ‘What is ‘golden parachute’ that may entitle Twitter executives fired by 
Musk to millions’ (The Print, 30 October 2002) <What is ‘golden parachute’ that may 
entitle Twitter executives fired by Musk to millions (theprint.in)> accessed 1 March 2023.

	 3.	 R. Winter, M. Stumpf & G. Hawkins, Shark Repellents and Golden Parachutes (1983); 
Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: Toward a Proper 
Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/pdf/160249261.pdf> 
accessed 3 March 2023.

	 4.	 Ward Howell International, Inc., Survey of Employment Contracts and “Golden 
Parachutes” Among the Fortune 1,000 (Yale Law Journal, 1983); Kenneth C. Johnsen, 
‘Golden Parachutes and the Business Judgment Rule: Toward a Proper Standard of 
Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/pdf/160249261.pdf> accessed 3 
March 2023.

	 5.	 Ibid.
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Increase in takeover activity has exposed Key Managerial Persons 
(‘KMPs’) to greater displacement risks, who might hesitate before invest-
ing their human capital that require acquisition of a great deal of firm-spe-
cific knowledge and experience.6 Accordingly, hiring and retention of 
such KMPs is one major purpose behind incorporating such clauses.

KMPs have different considerations than shareholders – if a transac-
tion is not personally beneficial to them, chances are they might rely on 
tactics to thwart successful consummation of the transaction.7 For e.g., 
a successful takeover might lead a KMP to believe that it shall lead to 
their termination – accordingly, they might engage in defensive tactics 
which can jeopardize a takeover which would have been beneficial to the 
shareholders. Golden parachutes allow KMPs to weigh takeover propos-
als effectively without a fear of any hits of their income.

Further, these defensive tactics adopted by a KMP may exacerbate to 
an extent of selling off the company’s assets to make it less lucrative and 
accordingly has the potential to lead to depletion of shareholder value.8 
To prevent such conduct, agency costs accrue for monitoring and restrict-
ing management behavior. Accordingly, in order to avoid matters to go 
down this whirlpool, golden parachutes are set in place to provide secu-
rity to KMPs in the event of change-of-control.

B.	 Arguments against

When KMPs know that they will receive a large payout regardless of 
their performance, they may be more likely to take risks that could harm 
the company.9 This can lead to unethical or illegal behavior and ulti-
mately hurt the company and its shareholders.10

Additionally, KMPs in assurance of a high return even in the event of 
failure may not be motivated to innovate and take risks that could benefit 

	 6.	 William R. Spalding, ‘Golden Parachutes: Executive Employment Contracts’, (1983) 
40 Wash. & Lee L. Rev. <https://scholarlycommons.law.wlu.edu/wlulr/vol40/iss3/8> 
accessed 1 March 2023.

	 7.	 Ibid.
	 8.	 Albert H. Choi, ‘Golden Parachute as a Compensation-Shifting Mechanism’, (2004) 20(1) 

JLEG <https://www.jstor.org/stable/3554923> accessed 2 March 2023.
	 9.	 Michael Jensen, ‘Takeovers: Their Caused and Consequences’, (1988) 2 J. Econ. Persp., 

21-48.
	10.	 Judith C. Machljn, ‘The Effects of Golden Parachutes on Takeover Activity’, (1993) 36(2) 

J. Law Econ., <https://www.jstor.org/stable/725810> accessed 5 March, 2023, 861-876.



Contemporary Developments in Corporate and Commercial Laws

214

the company in the long term. This can lead to stagnation and a lack of 
competitiveness in the marketplace.11

Finally, one of the most popular arguments against golden parachutes 
remains the deterioration of shareholder value, in that such transactions 
can lead to higher costs of acquisition by diverting high pay-outs even to 
such KMPs who may not have performed efficiently, i.e., that it is unre-
lated to the performance of a KMP and solely dependent on a change of 
control.12 This end up rewarding even the underperforming KMP, lead-
ing to an overall loss to shareholders.

III.  GOLDEN PARACHUTE UNDER THE COMPANIES 
ACT – ANALYZING KEY INTRICACIES OF SECTION 202

Under the Companies Act, 2013 (‘CA, 2013’), the concept of golden par-
achute is encapsulated in section 202. Section 202(1) reads as follows:

“(1) A company may make payment to a managing or whole-time director 
or manager, but not to any other director, by way of compensation for loss of 
office, or as consideration for retirement from office or in connection with 
such loss or retirement”

An analysis of section 202 and its corresponding Rules leads to the 
following notable observations:

A.	 Capping on the amount of compensation which may be granted

Per section 202(3), the golden parachute compensation is capped – it 
shall not exceed the remuneration which would have been earned by such 
KMP if (s)he had been in office for the remainder of their term or for 
three years (shorter of these two), calculated on the basis of the average 
remuneration actually earned in the past three years.

Compared to other jurisdictions,13 such a provision providing for 
a capping in the statute itself is a safeguard to ensure non-payment of 
excessive compensations. However, it is also pertinent to note that the 

	11.	 Ibid.
	12.	 Eliezer M. Fich, ‘On the Importance of Golden Parachutes’, (2013) 48(6) J. Fin. &Quant. 

Analysis, <https://www.researchgate.net/publication/228280766_On_the_Importance_
of_Golden_Parachutes> accessed 6 March 2023, 1717-1753.

	13.	 Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: Toward a Proper 
Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/pdf/160249261.pdf> 
accessed 3 March 2023.
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capping has to potential to be misused as well. Data suggests that in US, 
prior to imposing a 20% excise tax on golden parachute payments in 
excess of three years pay, the average compensation awarded was equiv-
alent to one year’s pay.14 Post the statutory enactment, this compensation 
increased to three years pay on an average, thus resulting in excessive 
payments to many executives.15

Accordingly, while capping in itself by the CA, 2013 is a step forward, 
it is imperative that these clauses do bear preservation of shareholder 
value in mind and only provide for such compensation, as is reasonable 
and proper to abide by its objectives.

B.	 Limitations and exclusions – Resignation a bar on golden 
parachute?

Notably, section 202(2) lists down a number of cases where golden par-
achute compensation shall not be payable. Clauses (a) and (b) are of rel-
evance here:

•• Section 202(2)(a) - Resignation post reconstruction/amalga-
mation and consequent appointment as a KMP of the recon-
structed/amalgamated entity is a ground for non-payment of 
the golden parachute compensation.

•• Section 202(2)(b) – Resignation for reasons other than recon-
struction/amalgamation is a ground for non-payment of the 
golden parachute compensation.

This gives rise to a glaring question – Does that mean section 202 is 
inapplicable in all cases of resignation by the KMP following a recon-
struction/amalgamation? What about resignation post reconstruction/
amalgamation for reasons other than the one specified in clause (a)?

For e.g., it is possible that post merger, while KMPs are not termi-
nated, there is an adverse change in their duties or conditions of employ-
ment. What happens in such a case?

A careful perusal of both clauses shows that the section has been clev-
erly worded to deal with such cases. They have been drafted in a manner 

	14.	 Peer C. Fiss&Mark T. Kennedy,‘How Golden Parachutes Unfolded: Diffusion and 
Variation of a Controversial Practice’, (2012) 23(4)Organisation Science, <https://www.
jstor.org/stable/23252450> accessed 3 March 2023.

	15.	 Ibid.
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to include payment of golden parachute payment in all cases of resigna-
tion post reconstruction/amalgamation, except the one limited instance 
listed in clause (a) where it shall not be payable.

Thus, this well-thought of exclusion ensures provision of a safeguard 
to KMPs post reconstruction/amalgamation. Termination is not nec-
essary – in the event that their role is diminished significantly or the 
working conditions change to such extent that it is not possible to con-
tinue working with the new entity, resignation remains an alternative still 
attached with the safety net of a golden parachute.

C.	 Shareholders say on managerial remuneration

As per Rule 17 of the Companies (Meeting of Board and its Power) Rules, 
2014, the golden parachute compensation is payable subject to passing a 
resolution at a general meeting approving the payment of such amount. 
Accordingly, the golden parachute compensation under the CA, 2013 is 
not only contractual – it is contingent on shareholder approval in this 
regard.

This particular Rule is novel – it is in contrast with the laws of multiple 
jurisdictions, such as the USA. It does have its benefits – it gives a greater 
voice to the shareholders whose value is directly linked with such com-
pensation. However, it also seems as a hiccup from the point of view of 
the KMPs. Excessive regulation is undesirable, and such a statutory pro-
vision jeopardizes Indian KMPs’ interests, especially the ones engaged in 
industries prone to frequent M&A activity.

IV.  KEY CLAUSES AND SUGGESTIONS APROPOS DRAFTING

Golden parachute clauses effectively comprise of three chief components 
which merit special consideration:16

	 a.	 Change-of-control (‘CoC’) clause – It defines when the golden 
parachute clause shall be operative, usually post acquisitions of a 
certain percentage of stock by a third party or a change of compo-
sition of the Board of Directors.17

	16.	 Profusek, ‘Executive Employment Contracts in the Takeover Context’, (1983) 99(6)Corp. 
L. Rev., 112-15; Ward Howell International, Inc., Survey of Employment Contracts and 
“Golden Parachutes” Among the Fortune 1,000 (Yale Law Journal, 1983) 1-10.

	17.	 R. Winter, M. Stumpf & G. Hawkins, Shark Repellents and Golden Parachutes (1983); 
Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: Toward a Proper 
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	 b.	 Termination clause – It defines when the KMPs may terminate their 
employment contracts on their own and be entitled to compensa-
tion – it may be drafted in a manner so as to impart them with an 
unconditional right, or it may list down the events when such KMP 
may actually be dismissed.18

	 c.	 Compensation clause –Thecompensation clause details the com-
pensation – whether it shall be a lump-sum payment or a continu-
ation of base salary and benefits for a specified period, intended to 
compensate them for displacement loss.19

Firstly, with respect to the CoC clause, its sole purpose is to iden-
tify such changes that have the potential to threaten the KMP’s employ-
ment status.20 Accordingly, these clauses while being drafted should 
only be restricted to such events which have the potential to lead to such 
an effect.21 For India, these events may follow the thresholds set by the 
Takeover Code, i.e., acquisition of a 25% stake with voting rights or 
right to appoint the majority of the Board of Directors.22 Clauses which 
differ from the usual and seek to provide for cases which do not pose any 
threat to the KMP’s jobs ought to be invalidated by the court.

Secondly, with respect to the termination clause, it is pertinent to keep 
in mind that the mere effect of change-of-control by itself should not be 
sufficient to allow a KMP to terminate their employment and receive the 
golden parachute compensation. Only where it is followed by an adverse 
change in duties or conditions of employment of the KMP, should the 
KMP be allowed to resign and receive his/her due golden parachute 

Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/pdf/160249261.pdf> 
accessed 3 March 2023, 439; Ward Howell International, Inc., Survey of Employment 
Contracts and “Golden Parachutes” Among the Fortune 1,000 (Yale Law Journal, 1983).

	18.	 Profusek, ‘Executive Employment Contracts in the Takeover Context’, (1983) 99(6) Corp. 
L. Rev., 107; Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: 
Toward a Proper Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/
pdf/160249261.pdf> accessed 3 March 2023, 925-926.

	19.	 Profusek, ‘Executive Employment Contracts in the Takeover Context’, (1983) 99(6) Corp. 
L. Rev, 468; Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: 
Toward a Proper Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/
pdf/160249261.pdf> accessed 3 March 2023, 910-912.

	20.	 Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: Toward a Proper 
Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/pdf/160249261.pdf> 
accessed 3 March 2023.

	21.	 Ibid.
	22.	 Section 3, Securities and Exchange Board of India (Substantial Acquisition of Shares and 

Takeovers) Regulations, 2011.
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compensation.23 Thus, the CoC clause and termination clause ought 
to be drafted harmoniously to ensure fair compensation to only those 
KMPs who deserve it.

Thirdly, the compensation should not be excessive – “it should reflect 
the expected magnitude of those losses.”24 Compensation should be com-
puted keeping in mind factors such as the ability of the KMP to gain 
new employment, their age, transferability of skills, market conditions, 
etc.25 Even where statutory limits are complied with, but compensation is 
clearly excessive, courts ought to intervene and invalidate such clauses to 
preserve shareholder value.

V.  RECOMMENDATIONS AND CONCLUSION

•• A scale-based compensation framework may be set in place to 
quell concerns of overcompensation of KMPs. Incentives (such 
as tax benefits) may be provided to companies which provi-
sions for a compensation equivalent to one year’s pay, while 
tax liability on a company which provisions for a compensation 
equivalent to three year’s pay may remain intact.

•• Further, the requirement of shareholder approval under the 
Companies Rules may be rethought as over-regulating golden 
parachutes in India and hindering recruitment of highly skilled 
KMPs. This provision ought to be done away with or alter-
natively, require a lesser percentage of approval (say, 25%) to 
provide certainty to KMPs about recovering golden parachute 
compensations.

•• A change of control by itself should not be sufficient by itself 
to permit resignation, and only those clauses which take into 
account adverse changes in obligations and duties of KMPs 
ought to be legally enforceable.

	23.	 Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: Toward a Proper 
Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/pdf/160249261.pdf> 
accessed 3 March 2023.

	24.	 Zheng Huo, ‘The Motivation and Consequences of Golden Parachute Provisions: A Case 
Study of TBEA Co., Ltd.’, (2021) Taylor & Francis Online, <Full article: The Motivation 
and Consequences of Golden Parachute Provisions: A Case Study of TBEA Co., Ltd. 
(tandfonline.com)> accessed 5 March 2023.

	25.	 Kenneth C. Johnsen, ‘Golden Parachutes and the Business Judgment Rule: Toward a Proper 
Standard of Review’, (1985) 94(4) YLJ <https://core.ac.uk/download/pdf/160249261.pdf> 
accessed 3 March 2023.
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In sum, drafting of golden parachute clauses needs to be done in man-
ner which while adequately compensates the KMP for their services and 
provide a cushion, balances with shareholder interest and value and does 
not lead to overcompensation.
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The Conundrum of Sustainability 
Agreements in Competition Law: 

The Way Forward for India

—Shashank Mehrotra and Debayan Bhattacharya1

ABSTRACT

Sustainability is one of the most important topics of consideration 
in policy today. Of special importance is the interface between 
sustainability and competition law, and how competition issues 
arising from the ideas of sustainability can be negotiated. It is 
now commonly accepted that addressing climate change will 
require major structural shifts, especially within industries that 
are plagued by inefficient and polluting processes and products.

In order to ensure the sustainability of these processes and 
products, companies and businesses must make drastic changes 
within a short amount of time. However, these are made difficult 
by factors like the first mover disadvantage, lack of consumer 
information, and possible competitive disadvantage. Therefore, 
the need of the hour is agreements between companies within 
an industry on becoming greener - these are called sustainability 
agreements.

While sustainability agreements address market incentives 
against efficiency in the process, they may also be hit by 
considerable competition concerns relating to cartelization and 
the manipulation of competition. There is an urgent need to 
address the interference. This paper discusses the approach of the 
European Commission and various EU nations to untangle these 
complicated issues and analyses their merits and shortfalls. The 
paper then carries out an analysis of the legal position in India 
and concludes that even though India does not have explicit text 
like the EU Horizontal Merger Guidelines and amendments 

	 1.	 The authors are third-year students at National Law University, Delhi (NLUD).
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to the cartelization provisions to discuss the interface of 
competition and sustainability, precedent on standardisation 
agreements demonstrates the CCI’s acceptance of market 
benefits from possible sustainability agreements. Nevertheless, 
the paper concludes by making recommendations that India can 
follow in order to make this crucial area of law more certain, and 
highlighting the path forward.

PART I

I.  INTRODUCTION

Rising temperatures, changing ocean levels, and broader macro shifts 
due to climate change have led to a large amount of discourse in several 
sectors. It is now commonly accepted that a concerted effort from vari-
ous stakeholders will be required to effectively address the harms arising 
from climate change.2 This may necessitate the adoption of industry-wide 
standards to limit pollution, agreements to reduce the use of plastic in 
the manufacturing process or, the release of a green label for a particular 
industry.

Cooperation among the majority of market players is required for 
there to be a tangible, effective change in the sustainability of an indus-
try. At the same time, increased cooperation among market players in the 
industry gives rise to competition concerns, such as increasing the risk of 
cartelization substantially.3 In fact, while extensive cooperation can lead 
to significantly higher sustainability benefits, it also increases the risk 
of anti-competitive conduct. The balancing of these concerns is crucial 
because it is increasingly accepted that the destructive effects of climate 
change cannot be addressed without agreements to push companies to 
operate in more eco-friendly ways.4

	 2.	 Dowd Gardner et. al., ‘A framework for stakeholder engagement on climate adaptation’ 
(2009) CSIRO Climate Adaptation Flagship Working Paper No.3 <http://www.csiro.au/
resources/CAF-working-papers.html> accessed 6 March 2023.

	 3.	 Mônica Cavalcanti Sá de Abreu and others, ‘Collaboration in Achieving Sustainable 
Solutions in the Textile Industry’ (2020) 36 Journal of Business & Industrial Marketing 
1614.; Cathy L Hartman, Peter S Hofman and Edwin R Stafford, ‘Partnerships: A Path to 
Sustainability’ (1999) 8 Business Strategy and the Environment 255.

	 4.	 Maarten Pieter Schinkel and Leonard Treuren, ‘Green Antitrust: (More) Friendly Fire 
in the Fight against Climate Change’ (15 December 2020) <https://papers.ssrn.com/
abstract=3749147> accessed 6 March 2023.



Contemporary Developments in Corporate and Commercial Laws

222

The paper addresses competition issues associated with sustainability 
agreements. In Part-II, the paper elaborates on sustainability agreements 
and their need in the current world scenario, as well as the potential 
they carry. Part-III covers the proposed accommodation of sustaina-
bility agreements in the EU, as well as the adoption already made by 
the Austrian and Dutch Competition Authorities. The part describes in 
detail the interpretations given to Article 101(3) of the TFEU, which con-
ditionally protect Anti-Competitive Agreements while critiquing some 
of the conditions therein. In Part-IV, the authors draw an analysis on 
accommodating such agreements in the Indian Competition Law regime 
by analyzing the relevant sections of the Competition Act, 2002, and the 
relevant case laws emerging therefrom. The authors conclude by assert-
ing the need to adopt guidelines on the accommodation of Sustainability 
Agreements within the Competition Law Framework enabling a better 
redressal of the tension between such agreements and Competition Law.

PART II

II.  UNDERSTANDING SUSTAINABILITY

Sustainability does not have any fixed definition and its understanding 
is ever evolving. According to the landmark Brundtland Commission 
Report, sustainability refers to ‘meeting the needs of the present genera-
tion without compromising the ability of future generations to meet their 
own needs.’ It is a broad concept that encompasses social, economic, and 
environmental considerations. Sustainable development seeks to balance 
economic growth, social well-being, and environmental protection in a 
way that ensures that resources are used wisely and equitably.

The concept of sustainability recognizes that we live in a finite world 
with finite resources and that our economic and social systems must be 
designed to operate within the limits of these resources. This means that 
we must find ways to reduce waste, conserve energy, and protect natural 
habitats and ecosystems. We must also find ways to promote social jus-
tice and equity, so that all people have access to the resources they need 
to live healthy and fulfilling lives.5

	 5.	 Bart Gremmen and Josette Jacobs, ‘Understanding Sustainability’ (1997) 30 Man and 
World 315; ZahirDossa and Katrin Kaeufer, ‘Understanding Sustainability Innovations 
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There has long been recognition of the importance of sustainability 
not only to ensure a safe future for coming generations but also for man-
kind’s immediate survival. The UN’s Sustainable Development Goals 
(SDGs) and European Union’s Green Deal represent landmark initiatives 
to truly ensure sustainability. The Sustainable Development Goals aim to 
ensure global peace and prosperity by 2030,6 while the European Green 
Deal aims to make Europe the first continent to become carbon-neutral 
by 2050.7 These massive projects have caused a significant change in pub-
lic perception and policy, with nations now vying to ensure sustainable 
development in all human activities. Competition law has also followed 
this trend in evolving as per growing needs.8

III.  SUSTAINABILITY AGREEMENTS

Businesses have a critical role to play in promoting sustainability.9 They 
are major users of resources, and their activities have a significant impact 
on the environment and society. As such, businesses must find ways to 
operate sustainably, reducing their environmental footprint and promot-
ing social responsibility. This requires a shift in mindset from a focus on 
short-term profits to a long-term view that takes into account the needs 
of future generations.10

Through Positive Ethical Networks’ (2014) 119 Journal of Business Ethics 543.
	 6.	 UNGA Resolution 70/1, Transforming the World: The 2030 Agenda for Sustainable 

Development.
	 7.	 European Committee of the Regions, ‘Implementing the European Green Deal: Handbook 

for Local and Regional Governments’ [2020] <https://cor.europa.eu/en/engage/studies/
Documents/European%20Green%20Deal%20Handbook.pdf> accessed 6 March 2023.

	 8.	 Environmental Agreements at Community Level Within the Framework of the Action 
Plan on the Simplification and Improvement of the Regulatory Environment COM(2002) 
412, 4; JurgitaMalinauskaite, Competition Law and Sustainability: EU and National 
Perspectives, Journal of European Competition Law and Practice, 13(5) [2022] at 339.; Sir 
Peter Roth, ‘The Continual Evolution of Competition Law’ (2019) 7 Journal of Antitrust 
Enforcement 6.

	 9.	 Bill Gates (2021). How to Avoid a Climate Disaster: The Solutions We Have and the 
Breakthroughs We Need. Penguin Random House; (2020). Competition Policy and 
Environmental Sustainability. International Chamber of Commerce; Paul Polman and 
Anrew Winston. (2021). Net Positive: How Courageous Companies Thrive by Giving 
More than They Take. Harvard Business Review Press.

	10.	 Stephan Ortmann, ‘The Role of Businesses’ in Stephan Ortmann, Environmental 
Governance in Vietnam (Springer International Publishing 2017) <http://link.springer.
com/10.1007/978-3-319-49760-0_6> accessed 6 March 2023.; Peter Utting, ‘Business 
Responsibility for Sustainable Development’ (Geneva 2000 Occasional Paper 2000) 
Working Paper 2 <https://www.econstor.eu/handle/10419/148835> accessed 6 March 
2023.
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Businesses can promote sustainability in numerous ways. They can 
reduce waste by using renewable resources, recycling materials, and 
minimizing packaging. They can also conserve energy by adopting ener-
gy-efficient technologies and practices, and by using renewable sources 
of energy. They can also promote social responsibility by treating their 
employees fairly, respecting human rights, and contributing to the com-
munities in which they operate. Businesses have a critical role to play in 
promoting sustainability and across the world, have been urged to find 
ways to operate in a way that balances their economic interests with 
social and environmental responsibility.11

Businesses, therefore, need to pursue sustainability objectives. The 
idea of a sustainability objective includes, but is not limited to, combat-
ing climate change (for example, through the reduction of greenhouse gas 
emissions), eliminating pollution, limiting the use of natural resources, 
upholding human rights, fostering resilient infrastructure and innova-
tion, reducing food waste, facilitating a shift to healthy and nutrient-rich 
food, ensuring animal welfare, etc. The rise of ‘activist shareholding’ is 
an example of this trend, wherein an increasing number of shareholders 
now advocate for companies to look beyond the traditional sole consid-
eration of profit and focus on important alternatives, including the envi-
ronmental impact of their production process.12

However, in pursuing sustainability objectives, they are often met 
with resistance in the form of a decrease in demand due to the increased 
prices from the change in the manufacturing or assembling process. The 
resulting price increase also puts individual firms pursuing sustainabil-
ity objectives at a competitive disadvantage. This is because there may 
be other traditional firms that do not opt into the green process, which 
puts the company that opted for the improvement at a competitive dis-
advantage. This ‘first-mover disadvantage’ has been well-recognized in 
scholarship.13 Moreover, firms may also be incentivized to not change by 

	11.	 Utting (n 5).; John Elkington, ‘Towards the Sustainable Corporation: Win-Win-Win 
Business Strategies for Sustainable Development’ (1994) 36 California Management 
Review 90.; Sally E Eden, ‘Using Sustainable Development the Business Case’ (1994) 4 
Global Environmental Change 160.

	12.	 Konstantinos Stathopoulos and Georgios Voulgaris, ‘The Importance of Shareholder 
Activism: The Case of Say-on-Pay’ [2016] 24(3) Corporate Governance 359.

	13.	 T van Djik, (2021). “A New Approach to Assess Certain Sustainability Agreements under 
Competition Law”, in Holmes, S., D. Middelschulte and M. Snoep (eds.). Competition 
Law, Climate Change & Environmental Sustainability; Roman Inderst, Felix Rhiel and 
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psychological preferences for the status quo, and a belief that an individ-
ual consumer cannot cause much change to the climate crisis and that 
their contribution is not significant.14

To address this, firms find it safer to pursue sustainability objectives 
together in collaboration with their competitors. Agreements of such a 
kind are known as sustainability agreements- they aim at jointly devel-
oping technology that results in energy-saving, sharing manufacturing/
packaging infrastructure, or jointly purchasing inputs in scale.15 Such 
agreements, however, may fall foul of Competition Law, and businesses 
in their spirit of pursuing sustainability objectives may end up incurring 
heavy penalties by Competition Authorities. This is because cooperation 
between firms is considered cartelization and is heavily scrutinized by 
competition authorities globally.

The Commission has decided competition cases regarding sustaina-
bility agreements in the past. However, there has recently been a flurry 
of activity and renewed interest. Multiple competition authorities have 
released sustainability guidelines, and counsels around the world have 
begun to advise their clients on sustainability. Though cases of such kind 
have been relatively fewer,16 they have been documented to be a significant 
feature of the advice rendered by counsels around the world, informing 
businesses of such potential risk. This risk ends up acting as a significant 
deterrent for firms across the world from entering into such agreements, 
and is especially applicable in jurisdictions such as India where this issue 
has hardly received judicial consideration.17

Stefan Thomas, ‘Sustainability Agreements and Social Norms’ (2022) 20 Zeitschrift für 
Wettbewerbsrecht 225.; Maarten Pieter Schinkel and Leonard Treuren, ‘Green Antitrust: 
(More) Friendly Fire in the Fight against Climate Change’ (15 December 2020) <https://
papers.ssrn.com/abstract=3749147> accessed 6 March 2023.

	14.	 Ismail Siddiqui, ‘Competition Policy and Sustainability: A Difficult Path to Tread?’ (1 
February 2022) <https://papers.ssrn.com/abstract=4056805> accessed 6 March 2023.; 
Vijay Pratap Singh Chauhan and Aakriti Thakur, ‘COMPETITION LAW TACKLING 
SUSTAINABILITY GOALS: AN ANALYSIS OF INTERNATIONAL PRACTICES 
AND THE CHALLENGES AHEAD’ Advance Article NLSBLR.

	15.	 EU, ‘Draft Horizontal Block Exemption Regulations’ (European Commission, 1 March 
2022)<https://competition-policy.ec.europa.eu/public-consultations/2022-hbers_en> 
accessed 6 March 2023 para 547; Chauhan and Thakur (n 14).

	16.	 Eva van der Zee, ‘Sustainability Labels in the Shadow of EU Competition Law’ in Eva van 
der Zee, Sustainability Labels in the Shadow of the Law, vol 22 (Springer International 
Publishing 2022) <https://link.springer.com/10.1007/978-3-030-95802-2_5> accessed 6 
March 2023.

	17.	 Schinkel and Treuren (n 7).; Chauhan and Thakur (n 14).
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To address the tension arising from the intersection, the countries of 
Greece, Austria and the Netherlands recently adopted guidelines that 
exempt sustainability agreements on meeting certain conditions. The 
same adoption inspired the EU to prepare a new draft on Horizontal 
Block Exemption Regulation18 [“Guidelines” or “HBER”] to accommo-
date sustainability agreements under the existing competition law frame-
work. More recently, the EU also released draft block exemptions for 
sustainability exemptions in the agricultural sector as well, that are in 
line with the HBER.19 This is important in the Indian context as well 
because of the urgency of SDG pursuits here, and competition law may 
be casting a shadow on the big role businesses have to play in it.

PART III

IV.  LEGAL PARADIGM OF SUSTAINABILITY 
AGREEMENTS IN THE EU

Article 101(1)20 of the Treaty of Functioning of European Union 
(“TFEU”) prohibits agreements between undertakings and/or individu-
als that- directly or indirectly fix purchase or sale prices, limit or control 
the production, markets, developments, or investments, share markets, 
sources of supply, apply different conditions to other competitors, or 
make contracts contingent on fulfilment of considerations.

These agreements, however, in some circumstances may be protected 
by Article 101(3) of the TFEU.21 Article 101(3) creates an exemption for 

	18.	 HBER (n 15).
	19.	 KR Srivats, ‘Competition Law fit to assess sustainability, climate action.’ (The Hindu 

BusinessLine, 6 December 2022) <https://www.thehindubusinessline.com/econ-
omy/competition-law-fit-to-assess-sustainability-climate-action/article66229745.
ece> accessed 3 March 2024.; EU, ‘Draft Horizontal Block Exemption Regulations’ 
(European Commission, 1 March 2022)<https://competition-policy.ec.europa.eu/pub-
lic-consultations/2022-hbers_en> accessed 6 March 2023;CPI, ‘EU Invites Comments 
On Draft Guidelines For Sustainability Agreements In Agriculture’ (Competition Policy 
International, 11 January 2023) <https://www.competitionpolicyinternational.com/
eu-invites-comments-on-draft-guidelines-for-sustainability-agreements-in-agriculture/> 
accessed 6 March 2023.

	20.	 Consolidated Version of the Treaty on European Union art. [101(3)], 2012 O.J. C 326/13.
	21.	 ax Hjärtström and Julian Nowag, ‘General Principles of EU Law in EU Antitrust’ [2022] 

Research Handbook on General Principles in EU Law 423.; Alison Jones, BE Sufrin and 
Niamh Dunne, EU Competition Law: Text, Cases, and Materials (Seventh edition, 
Oxford University Press 2019).
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agreements violating Article 101(1) in cases where the agreements con-
tribute to improving the production or distribution of goods or to pro-
moting technical or economic progress while allowing consumers a fair 
share of the resulting benefit, and which do not:

	 (a)	 impose on the undertakings concerned restrictions that are not 
indispensable to the attainment of these objectives;

	 (b)	 afford such undertakings the possibility of eliminating competition 
in respect of a substantial part of the products in question.22

Traditionally, sustainability and related considerations did not have 
a place in the analysis under Article 101(3). However, as mentioned, the 
EC recently released the revised Horizontal Block Exemption Regulation 
that specifies Sustainability Defences for sustainability agreements. The 
guidelines state that an anti-competitive agreement seeking to pursue 
sustainability23 objectives would be subjected to further analysis as is 
detailed in the guidelines and may be defensible if the features of Article 
101(3) are proved in the manner laid down by the guidelines.

Similar Block Exemption Regulations have been discussed and even 
implemented in Austria,24 Netherlands,25 and Greece.26 However, as we 
will analyse below, these guidelines give rise to confusion and uncertainty 

	22.	David Bailey, ‘Reinvigorating the Role of Article 101(3) under Regulation 1/2003’ (2016) 
81 Antitrust LJ 111.

	23.	 Barbara Baarsma and Nicole Rosenboom, ‘A Veritable Tower of Babel: On the Confusion 
between the Legal and Economic Interpretations of Article 101(3) of the Treaty on the 
Functioning of the European Union’ (2015) 11 European Competition Journal 402.; 
Richard Whish and David Bailey, Competition Law (Tenth edition, Oxford University 
Press 2021).

	24.	 Martin Gassler, ‘New Draft Sustainability Guidelines for the New Austrian 
Sustainability Exemption’ (Kluwer Competition Law Blog, 2 June 2022) <https://
competitionlawblog.kluwercompetitionlaw.com/2022/06/02/new-draft-sustainabili-
ty-guidelines-for-the-new-austrian-sustainability-exemption/> accessed 6 March 2023.; 
Bundeswettbewerbsbehörde, ‘AFCA Publishes Final Guidelines on Sustainability 
Agreements for Companies’ (Test, 28 September 2022) <https://www.bwb.gv.at/en/
news/detail/afca-publishes-final-guidelines-on-sustainability-agreements-for-companies> 
accessed 6 March 2023.

	25.	 ‘Recent Guidance on Sustainability Cooperation from the Dutch Competition Authority 
| White & Case LLP’ <https://www.whitecase.com/insight-alert/recent-guidance-sus-
tainability-cooperation-dutch-competition-authority> accessed 6 March 2023.; 
CMA, ‘Wolberink - Dutch Guidelines for Sustainability Initiatives.Pdf’ (Authority 
for Consumers and Markets, 2022) <https://www.jftc.go.jp/cprc/events/symposi-
um/2021/220325sympo3.pdf> accessed 6 March 2023.

	26.	 ‘Competition Law & Sustainability’ (Επιτροπή Ανταγωνισμού / Hellenic Competition 
Commission) <https://www.epant.gr/en/enimerosi/competition-law-sustainability.html> 
accessed 6 March 2023.
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owing to the vagueness and ambiguity of their language along with the 
intricacies surrounding the analysis.

V.  SUSTAINABILITY GUIDELINES UNDER EU LAW

The EU’s regulatory framework concerning sustainability agreements 
has differences at the national level and the EU level. Austria and the 
Netherlands have amended their competition law statutes to introduce 
sustainability as an exemption under existing cartelization law and as 
explained earlier, at the EU level, the European Commission has released 
Guidelines for the assessment of when a horizontal exemption can be 
allowed for horizontal agreements. The next sections elaborate and 
analyse each of the broad conditions that are required to be satisfied by 
sustainability agreements to get the protection of the HBER which are- 
Efficiency, Genuineness of Sustainability Objectives, Fair benefits of the 
Consumers, Indispensability, and Non-Elimination of Competitors.

VI.  EFFICIENCY

The first condition under Article 101(3) of the TFEU deals with efficien-
cies. Generally, the European Commission determines whether there has 
been a violation of competition law by balancing the competitive harm of 
the action and the efficiencies produced by the action.27 If the efficiencies 
exceed the harm, then the conduct is deemed to be competitive. In the 
context of sustainability agreements, the EU Guidance mentions reduced 
pollution, cleaner technologies, improved production and supply chains, 
and better-quality products as sustainable efficiencies.28

This list of efficiencies raises certain questions. Some of these bene-
fits have more direct sustainability benefits than others. For example, 
‘reduced pollution’ is a direct contributor to the well-being of society 
and the environment. In contrast, ‘better quality products’ are likely to 
be efficient benefits in and of themselves, but their benefits to sustaina-
ble development remain patently unclear. This ambiguity is deepened by 
the fact that the Guidance does not specify what sustainability is. Better 
products and improved supply chains are undoubtedly benefits, but their 

	27.	 David Bailey, ‘Reinvigorating the Role of Article 101(3) under Regulation 1/2003’ (2016) 
81 Antitrust LJ 111.

	28.	 HBER (n 15) para 577
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inclusion as ‘sustainable’ efficiencies muddy the waters as they broaden 
the definition of sustainability.

This is important as sustainability agreements relate to cartelization. 
Historically, cartelization has been considered the gravest competition 
law harm and, in many jurisdictions, has been considered a per se vio-
lation of competition law,29 i.e., the existence of certain actions, like 
coordinated behaviour and price-fixing make them automatically liable 
irrespective of any efficiencies they can claim. In Europe, such behaviour 
creates a strong presumption30 of a Significant Impediment to Effective 
Competition(SIEC), which can however be rebutted through Article 
101(3). Now, if sustainability exemptions are introduced in cartel law, it 
will become necessary to distinguish between normal efficiency (which, 
by itself, is not a defense against cartels) and sustainable efficiency (which 
is now a defense against cartels). To ensure that there is consistency in 
application, competition law must consider the directness and proxim-
ity of sustainability efficiency claims. The agreement can only be jus-
tified if the harm it causes is offset by the benefit. This can be done in 
either a monetary form or a non-monetary form, such as innovation or 
a reduction of harm.31 Crucially, short-term benefits must be considered 
alongside long-term benefits, especially those for future generations.32 
This is because long-term environmental benefits form the foundational 
justification for sustainability agreements in the first place. Importantly, 
this efficiency can be proven using studies and empirical information by 
NGOs, governmental agencies, international organizations, etc.33

	29.	 Jacqueline Bos, ‘Antitrust Treatment of Cartels: A Comparative Survey of Competition 
Law Exemptions in the United States, the European Union, Australia and Japan’ (2002) 
1 Wash U Global Stud L Rev; ‘The Critical Aspects of Lithuanian Competition Policy in 
Relation to Cartels - ScienceDirect’ <https://www.sciencedirect.com/science/article/pii/
S1877042814060066> accessed 6 March 2023.

	30.	 Cyril Ritter, ‘Presumptions in EU Competition Law’ (2018) 6 Journal of Antitrust 
Enforcement 189.; Peter van Wijck and Franziska Weber, ‘The Abstract Presumption of 
Harm in the Damages Directive: Overconcern of Overcompensation’ (2022) 18 European 
Competition Journal 204.; Lena Hornkohl, ‘THE PRESUMPTION OF HARM IN 
EU PRIVATE ENFORCEMENT OF COMPETITION LAW: EFFECTIVENESS VS 
OVERCOMPENSATION’ (2021) 5 EU and comparative law issues and challenges series 
(ECLIC) 29.

	31.	 Austria Sustainability Guidelines (n 25) para 67.
	32.	 Austria Sustainability Guidelines (n 25) para 68; Dutch Sustainability Guidelines (n 26) 

para 37.
	33.	 Austria Sustainability Guidelines (n 25) para 35.
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Additionally, there is a question of whether the benefits need to be 
quantified or if they can remain qualitative. The ACM’s solution to this 
is to hold that all agreements covering below 30% of the market do not 
require any quantitative benefits.34 In other cases, quantification must 
be in the form of environmental costs and shadow costs,35 that act as 
a uniform metric for comparisons. These can also be done via willing-
to-pay studies36 and other technical tests, which are all well-settled and 
discussed in the Technical Report.37

In the Netherlands, the Chickens of Tomorrow case dealt with the 
aspect of justification.38 In this case, 95% of the market decided to raise 
the living conditions of chickens, causing a rise in prices. The Commission 
ultimately held that the agreement was not justified as there was a far 
greater reduction in consumer welfare and the consumers were not recep-
tive to the change.

VII.  ‘GENUINELY’ HOLDING 
SUSTAINABILITY OBJECTIVES

A significant portion of the Guidelines of the European Union, Austria, 
and the Netherlands discusses that a horizontal agreement must have 
the ‘genuine’ objective of meeting sustainability goals and this must not 
be a mask for anti-competitive conduct. The EU Guidelines further state 
that such an agreement must pursue ‘one or more sustainability objec-
tives’, irrespective of the ‘form of cooperation.’39 It explicitly mentions 
that whether an objective is genuinely being pursued or not would have 
relevance under Article 101(1) analysis.40

However, the Guidelines shed no light on when an agreement can be 
considered to aspire to a ‘genuine’ objective and when it cannot. The 

	34.	 Dutch Sustainability Guidelines (n 26) para 54.
	35.	 Dutch Sustainability Guidelines (n 26) para 58.
	36.	 Dutch Sustainability Guidelines (n 26) para 68.
	37.	 ACM and HCC, ‘Technical Report on Sustainability and Competition’ [2021] <https://

www.acm.nl/sites/default/files/documents/technical-report-sustainability-and-competi-
tion_0.pdf> accessed 7 March 2023.

	38.	 AutoriteitConsument&Markt, ‘ACM’s Analysis of the Sustainability Arrangements 
Concerning the “Chicken of Tomorrow” | ACM.Nl’ (26 January 2015) <https://www.
acm.nl /en/publications/publication/13789/ACMs-analysis-of-the-sustainability-
arrangements-concerning-the-Chicken-of-Tomorrow> accessed 6 March 2023.

	39.	 HBER (n 15) para 547.
	40.	 HBER (n 15) para 559.
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analysis of whether the agreement is genuinely arranged to meet a sus-
tainable objective would depend on the framework of the agreement and 
the steps taken by parties to achieve it. For instance, if the framework is 
comprehensive but entails a greater level of interference on the autonomy 
of members to the agreement than is required to meet an objective, then 
there is arguably no genuine effort. If the agreement is only to ensure that 
the manufacturing process uses modern, less-polluting machinery, then 
an agreement that allows for inspection by other members to the agree-
ment is not required. Technical reports and alternatives exist to prove 
if modern machinery has been installed. In this case, competition law 
would be justified in holding that the objective was not to ensure sus-
tainability but to discern information about the manufacturing process 
of rivals in the same market. In essence, the issue is that there may be 
multiple discernible goals within a policy decision. Any choice by a reg-
ulator involves a level of discretion and has a major impact on society, a 
decision that should otherwise be left to legislators.41

Another deep uncertainty is about when can an objective can be con-
sidered ‘sustainable’. There are differences in the scope of sustainabili-
ty.42 The Brundtland Commission’s report on sustainability focuses on 
environmental, economic, and social aspects. While some competition 
authorities have followed this expanded definition, others have restricted 
themselves to environmental or climate-related issues.43 The ACM speci-
fies that it deals with economic activities and the impact that might have 
on humans, animals, or the environment.44 However, it also states that 
environment-focused agreements need to be provided with a special place 
of analysis, as they are the most important of sustainability agreements.45 
The ACM also has an expanded definition of sustainability, as it includes 
innovation, consumer awareness creation, and the prevention of free 
riding as sustainable objectives.46 An ideal definition for such purposes, 
would be one that is specific to the needs of the jurisdiction, giving 

	41.	 Roman Inderst and Stefan Thomas (2022): Legal Design in Sustainable Antitrust, ZBW – 
Leibniz Information Centre for Economics, Kiel, Hamburg at 3.

	42.	 Ben Purvis, Yong Mao and Darren Robinson, ‘Three Pillars of Sustainability: In Search of 
Conceptual Origins’ (2019) 14 Sustainability Science 681.

	43.	 JurgitaMalinauskaite, ‘Competition Law and Sustainability: EU and National 
Perspectives’ Journal of European Competition Law and Practice, 13(5) [2022].

	44.	 Dutch Sustainability Guidelines (n 26) para 7.
	45.	 Dutch Sustainability Guidelines (n 26) para 17.
	46.	 Dutch Sustainability Guidelines (n 26) para 37.



Contemporary Developments in Corporate and Commercial Laws

232

India-like developing jurisdictions broad definitions to operate with 
so as to maximize opportunities in the growing sphere of sustainable 
businesses.

VIII.  CONSUMERS’ FAIR BENEFIT

Article 101(3) requires that the consumers receive a fair share of the 
claimed benefits. The benefit often claimed by the organizations entering 
into such agreements is sustainability itself. This leads to two issues- First, 
whether there are sustainability benefits arising from the Agreement in 
the first place? Second, whether such benefits can even be enjoyed by the 
consumers?47

In climate change literature, there is very little clarity on best practices 
to quantify the direct benefits stemming from a sustainable activity. This 
is because of two reasons- First, the evaluation of sustainability itself has 
a range of different indices that may be used because of the number of 
different facets of the environment that are influenced by such measures. 
It is quite possible for business practices to be prima facie sustainable by 
pursuing a certain objective and process, while in the background harm-
ing sustainability in its achievement of that goal. Second, data collection 
and evaluation of ‘effects on sustainability’ itself remains amorphous and 
may be therefore misrepresented with ease.48

Under usual efficiency analysis in Competition Law, the test that is 
applied is whether the consumers in the relevant market of the product 
benefit from the anti-competitive agreement or not.49 Sustainability bene-
fits, however, may at times not affect the welfare of the consumers of 
the product market at all. In recognition of this concern, the benefits 

	47.	 Bernadette Zelger, ‘Environmental and Sustainability Aspects in EU Competition Law: 
Towards a “More Economic & Ecological Approach” Under Article 101 TFEU?’ (Springer) 
<https://doi.org/10.1007/8165_2022_97> accessed 6 March 2023; L Diaz-Balteiro, J 
González-Pachón and C Romero, ‘Measuring Systems Sustainability with Multi-Criteria 
Methods: A Critical Review’ (2017) 258 European Journal of Operational Research 607.

	48.	 Simon Bell and Stephen Morse, Measuring Sustainability (0 edn, Routledge 2013) 
<https://www.taylorfrancis.com/books/9781136561344> accessed 6 March 2023.

	49.	 ‘What Economists Mean When They Say “Consumer Welfare Standard”’ (ProMarket, 
16 February 2022) <https://www.promarket.org/2022/02/16/consumer-welfare-stand-
ard-antitrust-economists/> accessed 7 March 2023.; Herbert Hovenkamp, ‘On the Meaning 
of Antitrust’s Consumer Welfare Principle’ [2020] Revue Concurrentialiste<https://schol-
arship.law.upenn.edu/faculty_scholarship/2152> accessed 6 March 2023.
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accruing to the consumers in the relevant market affected by Sustainability 
Agreements have been categorized into three broad types-

A.	 Individual Use Value Benefits

While sustainability benefits are characteristically social benefits in the 
long run, they often increase the variety of a product available,50 and/
or improve the quality of the product or service in the short run as well, 
thereby directly benefitting consumers.51 For example, a sustainable 
agreement entered into by different farming entities to push for organic 
farming directly leads to healthier and tastier products because of using 
non-chemical fertilizers. Similarly, eliminating plastics in the manufac-
turing process may directly improve the quality and longevity of the 
product, and this directly benefits the consumers.

Further, sustainable agreements may lead to a direct benefit to the con-
sumers in the form of price reductions as well. This is achieved through 
agreements that reduce production and distribution costs. Examples of 
such practices are seen in agreements for standard packaging between 
producers or sharing infrastructure for the same.

The Commission has also noted that the positive externalities would 
also be considered, though they do not directly benefit the consumers.52 
Positive externalities are benefits that arise as consequences of an action 
but are not incurred by the action-makers.53 The positive externalities 
arise due to the elimination of past negative externalities such as soil 
erosion and pollution.

In the absence of circumstances where sustainability agreements lead 
to a decrease in price, the benefits in this part assume that the consumers 
value the improvements in quality over the savings in cost they would 
otherwise make. Here, it needs to be highlighted that the consumers 
before the implementation of sustainable agreements may be optimized 
in the market where they may not want to pay any more money for any 

	50.	 Eden (n 6).; ‘Towards the Sustainable Corporation: Win-Win-Win Business Strategies 
for Sustainable Development - John Elkington, 1994’ <https://journals.sagepub.com/doi/
pdf/10.2307/41165746> accessed 6 March 2023.

	51.	 HBER (n 15) para 590;
	52.	 HBER (n 15) para 590;
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(Investopedia) <https://www.investopedia.com/terms/e/externality.asp> accessed 7 
March 2023.;
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added benefits. Therefore, the Competition Authority must be careful to 
assess if the value derived by the claimed increased quality even justifies 
the increase in price from the eyes of consumers, and not accept merely 
any increase in quality.54

B.	 Individual Non-Use Value Benefits

The Commission has also suggested through its guidelines that 
Consumers may derive benefits and value the sustainability agreements’ 
objectives even in circumstances when benefits may not directly benefit 
them. The Commission in this regard gave examples of consumers that 
want to purchase a particular alternative of fuel, not for the reasons of 
efficiency but because they value its sustainability objectives.55

This leads to a problem of evaluation. The Commission in this regard 
requires the parties claiming such benefits would be required to supply 
‘cogent evidence demonstrating actual preferences of consumers.’ The 
guidelines further state that to determine such criterion, the willingness 
of each and every consumer may not be taken into account, what would 
be sufficient however, is that the assessment is based on a representative 
fraction of all the consumers in the relevant market.

However, the determination of consumer preferences has proved to 
be an uncertain task.56 This is because consumer preferences may often 
be dictated by different factors that may not actually reflect the willing-
ness of consumers. One such factor may be the degree of market concen-
tration in the relevant market.57 In a highly concentrated market, even 
consumer preferences often are inelastic because of a lack of significant 

	54.	 Kate Coates, ‘Getting Consumer Welfare Right : The Competition Law Implications of 
Market-Driven Sustainability Initiatives’ 15 European Competition Journal <https://
www.tandfonline.com/doi/abs/10.1080/17441056.2019.1665940> accessed 6 March 
2023.;
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Preference for Price Promotion Formats’ (2013) 41 Journal of the Academy of Marketing 
Science 271; V Losó and others, ‘Methodology Problems of the Industrial Preference 
Mapping’ (2012) 41 Acta Alimentaria 109; Frédéric Palomino and Alejandro Guerrero, 
‘Mind the Consumer Behaviour: Overcoming Consumer Biases in the Assessment of 
Sustainability Cooperation Agreements’ (30 September 2022) <https://papers.ssrn.com/
abstract=4285277> accessed 6 March 2023.
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The Conundrum of Sustainability Agreements

235

competition in the market. In case of a sustainability agreement between 
significant competitors being put in force in such a market, consumer 
preferences may not adequately reflect consumer willingness.58

C.	 Collective Benefits

A third form of benefits recognised by the European Commission are 
Collective Benefits that accrue as externalities to consumers that form a 
part of the larger group of beneficiaries of a sustainability practice of the 
firms.59 The consumers of a particular good may be unbothered about 
the effects of a sustainability agreement, but the ‘collective benefits’ that 
are externalised to the society at large as a result of the sustainability 
approach may still positively impact the consumers. To prove sustainabil-
ity benefits, however, parties mustdescribe the claimed benefits and pro-
vide evidence of them having occurred or having the potential to occur. 
A clear definition of the beneficiaries needs to be provided, and demon-
strate that the consumers in the relevant market must substantially over-
lap with the beneficiaries who are a part of them.

This is not completely novel emerging from the guidelines. The EU 
Courts have held that, in considering Article 101(3) TFEU ‘regard should 
naturally be had to the advantages arising from the agreement in ques-
tion, not only for the relevant market. . . but also, in appropriate cases, 
for every other market on which the agreement…beneficial effects. . . 
more general sense, for any service the quality or efficiency of which 
the agreement in question might be improved by the existence of that 
agreement.’60

Ambiguities still lie in this approach because of the high eviden-
tiary burden it sets for the parties claiming collective benefits. The 
Commission suggested that evidence in this regard may be presented 
with reports by public authorities and those prepared by recognized aca-
demic organizations.61

	58.	 Tim Stobierski, ‘Willingness to Pay: What It Is & How to Calculate’ (Business Insights 
Blog, 20 October 2020) <https://online.hbs.edu/blog/post/willingness-to-pay> accessed 7 
March 2023; Marc Melitz, ‘Consumer Preference - an Overview | ScienceDirect Topics’ 
(Science Direct, 5 October 2014)<https://www.sciencedirect.com/topics/social-sciences/
consumer-preference> accessed 7 March 2023.

	59.	 HBER (n 15) para 601-608.
	60.	 Case T-86/95, Compagnie Générale Maritime [2002] EU:T: 50, para. 343.
	61.	 HBER (n 15) para 607.
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However, the Commission left unaddressed the reasons behind the 
need for the group of consumers of the product to ‘substantially overlap’ 
with the beneficiaries. This becomes important, especially in light of the 
Generale Maritime case.62 In a world dominated by global supply chains, 
sustainability agreements at any level of the chain may positively impact 
the consumers living in the region where the sustainability agreement 
takes place.63(For example infrastructure sharing may take place in only 
a certain region of a country- reducing the amount of waste generated 
there-but the distribution of the produced product may be geographically 
diverse.)

Such an illustration demonstrates that the condition of ‘substantial 
overlaps’ may severely limit the impact and implementation of sustaina-
bility agreements and ought to be exercised with great caution, if at all.

D.	 Hierarchy/Preferencing of the Three Benefits

It is important to note that the three benefits mentioned above may or 
may not arise from a single sustainability agreement between competi-
tors. Some benefits may give rise to any two, while others may produce 
any single benefit. The Commission in this regard has noted that proving 
any one of the benefits may also suffice for an agreement to be protected 
by the HBER.64

However, there is ambiguity on whether the magnitude of each such 
benefit would also be similar to offset the harms of the anti-competitive 
agreement. For example, the magnitude of individual use-value benefits 

	62.	 Generale Maritime (n 38).
	63.	 Raine Isaksson, Peter Johansson and Klaus Fischer, ‘Detecting Supply Chain 

Innovation Potential for Sustainable Development’ (2010) 97 Journal of 
Business Ethics 425.; ‘EBSCOhost | 58771770 | A Multi-Criteria Approach 
for Strategic Evaluation of Environmental Sustainability in a Supply Chain.’ 
< h t t p s : / / w e b .p . e b s c o h o s t . c o m /ab s t r a c t ?d i r e c t= t r u e & p r o f i l e = e h o s t & -
scope=site&authtype=crawler&jrnl=09745874&asa=Y&AN=58771770&h=aR-
JcJ9SVjmG d RjOx M Yx C Yy CyWeT1i Pk8n E Mw w x x zgeDieu%2bUwqa xog -
3p3%2 f n S 4u6 W R bA f G I X V E 9 K N G yo z%2b Q4 c Z g%3d%3d & c r l = c & r e -
su l t Ns=Ad minWebAuth&resu ltL oca l=Er rCrl Not Auth&crlhashu rl= log in .
aspx%3fdirect%3dtrue%26profile%3dehost%26scope%3dsite%26authtype%3dcrawl-
er%26jrnl%3d09745874%26asa%3dY%26AN%3d58771770> accessed 6 March 2023; 
Losó and others (n 43).Kevin Coates and Dirk Middelschulte, ‘Getting Consumer Welfare 
Right : The Competition Law Implications of Market-Driven Sustainability Initiatives’ 
(2019) 15 European Competition Journal 318.

	64.	 HBER (n 15) para 609.
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arising from the sustainability agreement may be quite different from 
the magnitude of Collective Benefits proved because individual use-value 
benefits are more intrinsically connected to consumer welfare by increas-
ing the quality of the product sold. However, collective benefits may not 
have as direct a relationship with consumer welfare. More guidance and 
clarity therefore must be sought about the hierarchy/preferences of these 
shares.

IX.  INDISPENSABILITY

The Guidance presents a rather simple idea: the sustainable agreement 
should be indispensable to reach the sustainability benefit and it should 
not place restrictions that are not required, nor should some alternatives 
reach the same objective in a less restrictive manner.65 Moreover, if there 
is public policy that deals with similar actions, the companies must prove 
that the agreement helps reach the policy in a more cost-efficient manner. 
It may also be needed to avoid free-riding and setup economics of scale.66 
Finally, the Guidance states that the parties should be allowed to present 
evidence about a lack of consumer information and knowledge to prove 
indispensability when market dynamics do not reflect the same.

A closer look at the text reveals that while the idea of indispensability 
is intuitive, it may present some complexity in its application.

Firstly, concerning public policy and regulations. The EU Guidelines 
state that in case there is a public policy or regulation that requires coop-
eration to meet a sustainable goal, sustainability agreements can only be 
justified when it is a cost-efficient way of reaching the same goal. There 
are certain issues however, with the condition of indispensability.

Firstly, there are issues with interpreting the goals of a certain public 
policy. This is when there are a set of goals adopted by a jurisdiction that 
may contrast with each other, as is seen with sustainability and employ-
ment.67 Let us suppose that Austria decides to reduce the use of natural 

	65.	 HBER (n 15) para 580.
	66.	 HBER (n 15) para 585.
	67.	 Ronald D Brunner, ‘Global Climate Change: Defining the Policy Problem’ (1991) 

24 Policy Sciences 291; Judith M McNeill and Jeremy B Williams, ‘The Employment 
Effects of Sustainable Development Policies’ (2007) 64 Ecological Economics 216; ‘The 
Employment Impact of Climate Change Adaptation – Input Document for the G20 Climate 
Sustainability Working Group’; ‘How Do Environmental Policies Affect Employment?’ 
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gas in major industries. Now, if there is an agreement between members 
of a major industry to ban natural gas altogether, the legality of such an 
agreement is unclear. This is because the legislature does not consider 
only sustainability when determining policy, it has to balance the same 
against other considerations, such as employment, the economy, and 
other expedient factors. In such cases, there is ambiguity in whether the 
goal of the legislature is to ban the use of natural gas in the long term (a 
sustainable objective) or a delicate balance of other considerations. This 
lack of clarity in identifying goals means the interplay of public policy 
and sustainability agreements remains blurred.

Secondly, the Guidelines also discuss that agreements may be needed 
to overcome first mover disadvantage and allow for eventual economics 
of scale.68 This is a welcome move by the Commission, as it recognizes 
the economic roadblocks that may hamper the achievement of sustaina-
bility goals. This is a factor that should weigh in favour of the legality of 
such sustainability agreements, especially in industries like technology, 
which are characterized by massive economies of scale and winner-takes-
all markets.

Finally, information asymmetry among consumers is an impor-
tant consideration when determining the legality of such agreements. 
Antitrust regulators should pay special attention to evidence that demon-
strates that an agreement is likely to have long-term positive externali-
ties. The Guidance correctly identifies that consumers may not always 
possess the requisite knowledge and information. Regulators should be 
careful to not rely on market-based spending data (as is done today) in 
the case of sustainability agreements, but also provide significant weight 
to evidence about the sustainable benefits. This is because of information 
asymmetry and a lack of consumer awareness about the sustainable ben-
efits of improvements.69 This is especially pertinent in developing coun-

(Resources for the Future) <https://www.resources.org/archives/how-do-environmen-
tal-policies-affect-employment/> accessed 7 March 2023.

	68.	 HBER (n 15) para 584.
	69.	 T van Djik, (2021). “A New Approach to Assess Certain Sustainability Agreements under 

Competition Law”, in Holmes, S., D. Middelschulte and M. Snoep (eds.). Competition 
Law, Climate Change & Environmental Sustainability<https://www.concurrences.com/
en/livre/competition-law-climate-change-environmental sustainability-646#id=66923> 
accessed 6 March 2023.
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tries, where the benefits of a ‘greener’ product are not worth the resulting 
price increase.70

X.  NON-ELIMINATION OF COMPETITION

The EU Guidelines specify that an agreement is permissible as long as it 
does not remove competition in the relevant market. Tangibly, this means 
that if there is continued competition on at least “one important aspect” 
of competition, then an agreement is legal. Moreover, the Guidelines also 
state that a temporary elimination of competition is permissible as long 
as it has no impact on competition in the period after that. An example of 
this is when there is an agreement to take a non-sustainable product off 
the market in order to introduce a sustainable substitute later. However, 
even in the case of a restriction of competition, it is important to consider 
a variety of factors - market share of participants, influence on competi-
tion, and the remaining room for competition.71

XI.  BY OBJECT AND BY EFFECT

The HBER note in this context notes key distinguishes between restric-
tions ‘by object’ and ‘by effect’. Simply stated, a restriction by an object 
is a restriction that does not pursue a sustainability objective, but instead 
covers up an anti-competitive practice under the garb of pursuing a legit-
imate objective. This is an important consideration in the context of sus-
tainability agreements, as the benefits from cartelization are immense, 
and misusing sustainability can lead to a large scale elimination of 
competition.

The Guidelines are peppered with examples of how such an analysis 
can be carried out in practice. In a different context, Section 6.2 of the 
EU Horizontal Merger Guidelines specifies when an agreement by object 
can be discerned from an agreement by effect. The sensitivity of the data, 
context and exchange of the data, and nature of goods and services are 
all relevant factors that will be considered by the Commission. Similar 
to the analysis under the ‘genuineness’ of the objective, there has to be a 
holistic consideration of all these factors.

	70.	 Ismail Siddiqui, ‘Submission to the CCI, Competition Policy and Sustainability: A 
Difficult Path to Tread? at 2.

	71.	 Dutch Sustainability Guidelines (n 26) para 69.
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In Austria, certain behaviours by cartels are automatically considered 
violations of competition law. As per the Austrian competition regulator, 
this includes ‘pricing agreements, output agreements, territorial agree-
ments, resale price maintenance arrangements.’72

An example of this distinction was the Consumer Detergents case.73 
Here, three major detergent manufacturers (Henkel, Unilever, and 
Proctor and Gamble) arrived at a sustainability agreement where they 
coordinated prices, and agreed to keep prices unchanged during differ-
ent phases of the initiative. The Commission ultimately determined that 
this extensiveness of negotiation had the object of restricting competi-
tion. Another case where the EU Commission found that there was an 
agreement by object was in Car Emissions.74 Daimler, BMW, and the 
Volkswagen Group agreed on AdBlue tank sizes and the average esti-
mated consumption and decided to crystallize it at one chosen level. In 
effect, the companies decided not to do anything above and beyond the 
regulation and to ensure that none of them had the competitive incentive 
to do so. The Commission found that this limited consumer choice was 
an infringement by object.75

However, in CECED,76the Commission ruled that there was a valid, 
legal agreement. The members of CECED came together in an agree-
ment to only produce domestic washing machines above a certain level of 
energy efficiency. This increased prices, but only for participating mem-
bers and not the remainder of the market. While this led to an increase 
in cost, the Commission noted that there were several benefits that out-
weigh the cost. These included an increase in research and innovation, a 
significant reduction in the release of noxious gases, and the least restric-
tive way to ensure these benefits.

	72.	 Austria Sustainability Guidelines (n 25) para 43.
	73.	 Consumer Detergents Case-39579 European Commission decision of 13 April 2011.
	74.	 Case AT-40178 Car Emmisions[2021] ECR 193/06.
	75.	 Jurgita Malinauskaite, Competition Law and Sustainability: EU and National Perspectives, 

Journal of European Competition Law and Practice, 13(5) [2022] at 338.
	76.	 Case IV.F.1/36.718 CECED [1999] 2000/475/EC.
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PART IV

XII.  UNDERSTANDING SUSTAINABILITY 
AGREEMENTS IN THE INDIAN LEGAL REGIME

As discussed, sustainability agreements are essentially horizontal agree-
ments between competitors. Such agreements would fall under Section 
3(3) of the Competition Act, 2002. The Section states that any such 
agreement would be presumed to give rise to an Appreciable Adverse 
Effect on Competition(“AAEC”), hence making it void as per law. The 
presumption however is rebuttable by the parties under investigation, if 
they are able to prove any of the defences available under Section 19(3) 
of the Act, which directs the Commission to pay due consideration to 
six specific factors- foreclosure of markets, creation of barriers to new 
entrants, elimination of competition, accrual of benefits to consumers, 
improvement in production or distribution of goods, and promotion of 
technical-scientific and economic development by means of production 
or distribution of goods or provision of services.77

The six factors mentioned above convey similar ideas to the ones 
expressed by the European Union and discussed above.78 A key problem, 
however, remains that there has been very little analysis or substantiation 
of these factors by the judiciary or the regulations. Though Sustainability 
Agreements themselves have not come under the scanner of CCI, its deci-
sions on standardisation offer some guidance on the possible position 
of sustainability benefits in India. Standardisation/Accreditation agree-
ments relate closely to sustainability agreements and often form a part 
of them. This is because the former relates to changing particular forms 
of processes to meet a particular standard. If the objective behind the 
standard is sustainability, such agreements become sustainability stand-
ardisation agreements.

Illustrated below is a case in the CCI where an accreditation prac-
tice came to be challenged before the CCI. The Commission noted seri-
ous quality improvements for the consumers in the case as a result of 
the practice. In that light, the case may have serious implications for 

	77.	 The Competition Act 2002, s19(3).
	78.	 Vikas Kathuria, ‘Vertical restraints under Indian Competition Law: whether law and eco-

nomics’ [2022] 10(1) Journal of Antitrust Enforcement 194.
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understanding consumer benefits in India and a possible position of sus-
tainability agreements.

XIII.  THE DGHS CASE AND THE IMPLICATIONS THEREOF

Through various decisions of the Supreme Court and the CCI, it is well 
established now that consumer welfare is the goal of competition policy 
in India.79 The concept of ‘consumer welfare’ however, as seen in the 
analysis presented above is an ever-evolving concept, subject to interpre-
tation based on the needs and demands of the society.80 Within the Indian 
context as well, some decisions have implicitly recognised the broadness 
of the consumer welfare standard, and the different benefits that may be 
accounted for within it.

A.	 The Decision

The decision in Biswanath Prasad Singh (Dr.) v. Director General of 
Health Services Ministry of Health and Family Welfare81[“DGHS”] has 
some guidance on understanding consumer benefits against potentially 
anti-competitive agreements. In this case issue at hand was that the DGHS 
(Directorate General of Health Services) had set different reimbursement 
rates for private hospitals empanelled by the government based on their 
accreditation with NABH (National Accreditation Board for Hospitals 
& Healthcare Providers). The NABH-accredited hospitals got a 15% pre-
mium over the non-NABH-accredited hospitals. The informant reported 
it as unfair and alleged that this amounted to collusion to benefit only a 
select few hospitals.

	79.	 CCI v. SAIL (2010) 10 SCC 744.; Excel Crop Care Ltd. v. Competition Commission 
of India Civil Appeal No. 2480 of 2014, Para 17.; Arun Tyagi v. Software Engineering 
Institute, 2011 SCC OnLine CCI 61, Para 7.Hrishika Jain, ‘Searching for the Goal of 
the Indian Competition Act, 2002’ (NLSIR Online, October 2022)) <https://www.nlsir.
com/post/searching-for-the-goal-of-the-indian-competition-act-2002> accessed 6 March 
2023.

	80.	 Steven C. Salop, ‘Question: What Is the Real and Proper Antitrust Welfare Standard 
- Answer: The True Consumer Welfare Standard’ (2010) 22 LoyConsumer L Rev 336; 
Joseph F. Brodley, ‘The Economic Goals of Antitrust: Efficiency, Consumer Welfare, and 
Technoclogical Progress’ (1987) 62 NYU L Rev 1020; Kati Cseres, ‘The Controversies 
of the Consumer Welfare Standard’ (18 September 2007) <https://papers.ssrn.com/
abstract=1015292> accessed 6 March 2023.

	81.	 2014 SCC OnLine CCI 74.
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In this case, no cogent evidence about an agreement amongst the 
competitors concerning Section 3 was provided by the informant, so 
the CCI noted that even prima facie, no competition concerns emerged. 
Importantly though, the Commission explicitly noted that there was 
nothing illegal of an accreditation standard being set between competi-
tors that forces them to improve the quality of service. Its observations 
on the standardization and benefits accruing from it made it apparent 
that even if the agreement had been proved, the benefits would have off-
set it.82 A similar quality standardisation accreditation was also upheld 
in the case of Dushyant v. NABL83

B.	 The Implications and Importance of the Decision

DGHS is important in the context of sustainability agreements as well, 
because many sustainability agreements are formulated as standardisa-
tion agreements wherein competitors are in agreement with each other 
about certain changes to be made in their internal conduct in pursuance 
of sustainability objectives. These have already been elaborated above. 
The CCI’s insistence in DGHS on the benefits accruing from standard-
isationapplies with equal emphasis to the characterisation of sustain-
ability agreements as detailed in the European Union. This is because 
sustainability agreements would anyway, even in accordance with the 
draft European guidelines, only be valid if they lead to benefits without 
foreclosing the market or restricting the entry of other competitors into 
the market. In DGHS, a key factor in the analysis of the Court was that 
the NABH accreditation was open for any hospital to pursue and be a 
part of, as long as it met the requirements ensuring a certain standard of 
quality.

The case is also significant for its implications on the understanding of 
consumer welfare in the Indian Competition Law regime. Though CCI 
did not explicitly state so, it is clear that in the case the CCI understood 
the term ‘benefit of consumers’ as appearing in Section 19 of the Act rather 
broadly, where qualitative benefits accruing to the consumers were con-
sidered as tangible benefits off-setting any concerns of anti-competitive 

	82.	 Ibid para 10- The Court noted that-“The different rates prescribed by DGHS cannot be 
considered anti-competitive in any manner.”

	83.	 Case No. 48 of 2021.
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conduct. The benefits as seen in DGHS are similar therefore to the indi-
vidual use-value benefits as characterized by the EU.

DGHS, therefore, indicates that if a sustainability agreement between 
competitors were to be challenged for breaching competition law in 
India, the agreement may sustain the challenge. An argument against 
this interpretation may be that in DGHS the accreditation was done by 
the government. However, such an argument is short-sighted, because 
it assumes that the government is the only unbiased, approachable and 
trustworthy accreditation authority, which is not true. Numerous accred-
itation authorities operate in the market driven by competition amongst 
each other as well, thus ensuring that their accreditation is as objective 
as possible to preserve market reputation and image.84 The same possible 
concern of the regulator may also be addressed by the free entry into 
accreditation/standardization being guaranteed as a condition of legal 
validity, as mentioned previously in this part as well.

Further, if the Commission is willing to consider use-value benefits 
arising from horizontal agreements, there is little reason not to consider 
non-use value benefits or collective benefits as seen to arise from sustain-
ability agreements. There are compelling reasons for the Commission to 
do so.

Firstly, non-use value benefits are attributed directly to consumers in 
the relevant markets. An increase in quality is also not a purely objective 
benefit but subjective to each consumer. However, the Commission still 
recognized the increase in quality as an important benefit accruing to the 
consumers that may offset the harm of price increases. Non-use value 
benefits also give consumers more satisfaction because of the knowledge 
that the consumption of the service is not adversely affecting the envi-
ronment, a value that is becoming increasingly sacrosanct to consumers 
across the world recently.

Secondly, there is increasing discontent about making welfare analysis 
strictly limited to consumers in the relevant market and not the society 
at large.85 Guidelines on Horizontal Agreements in Europe have con-

	84.	 Patricia A Thrash, ‘Accreditation: A Perspective’ (1979) 50 The Journal of Higher 
Education 115.; Ellie Scrivens, ‘Policy Issues in Accreditation’ (1998) 10 International 
Journal for Quality in Health Care 1.

	85.	 Aleksander Marsiarz, ‘DO NON-ECONOMIC GOALS COUNT IN INTERPRETING 
ARTICLE 101(3) TFEU?’, European Competition Journal August 2014; 
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sidered both potential and actual consumers in the relevant market. In 
considering potential consumers, it is highlighted how important to note 
that the benefit ought not to be restricted to accruing to the consumers 
in the relevant market. This is because Competition Law should not act 
as an inhibition in society’s move towards a more sustainable present for 
a better future.86

The secretary of CCI Jyoti Bhanot in a recent speech also expressed 
that the flexibility intrinsic to competition law allows for using it as a 
facilitator of sustainable development and climate change adaptation.87

Moreover, even the consumers in the relevant market would eventually 
reap benefits out of sustainability agreements whether they value those 
benefits or not. This benefit should not go unnoticed by the Competition 
Authorities and must be accounted for in analyzing anti-competitive 
agreements. Most theorists have considered and ratified this evolved 
conception of consumer welfare.88 The burdens placed on the agreeing 
parties are sufficiently high to ensure that benefits are proven and mate-
rialized in the long run. The EC in this aspect has also ruled that even 
when there are no direct economic benefits to the consumers, the larger 
environmental benefits accruing from some agreements are vast enough 
to even benefit the consumers with a fair share.89

It is important to note that the DGHScase is closely connected to sus-
tainability standardisation agreements because of the implications and 

‘REINVIGORATING THE ROLE OF ARTICLE 101(3)’, Antitrust law Journal Vol. 81 
2016; ‘Which Sustainability Agreements Are Not Caught by Article 101 (1) TFEU?’ David 
Wouters Journal of European Competition Law and Practice, 2021, Vol. 12, No. 3; ‘An 
Antitrust Framework for Climate Change’ Michael Carrier Journal of Technology and 
Intellectual Property Law Volume 9 Issue 8 Septemeber 2011; ‘A New Approach to Assess 
Certain Sustainability Agreements under Competition Law’ Theon Van Dijk, National 
Authority for Consumers and Markets, CMA Publications; Simon Holmes, ‘Climate 
Change, Sustainability, and Competition Law’ (2020) 8 Journal of Antitrust Enforcement 
354.Giorgio Monti and Jotte Mulder, ‘Escaping the Clutches of EU Competition Law: 
Pathways to Assess Private Sustainability Initiatives’.

	86.	 CECED (n 75); DGHS (n 80); IoannisLianos, ‘Reorienting Competition Law’ (2022) 10 
Journal of Antitrust Enforcement 1.

	87.	 KR Srivats, ‘Competition Law fit to assess sustainability, climate action.’ (The Hindu 
BusinessLine, 6 December 2022)<https://www.thehindubusinessline.com/economy/com-
petition-law-fit-to-assess-sustainability-climate-action/article66229745.ece> accessed 3 
March 2023.

	88.	 Zelger (n 46).; Coates and Middelschulte (n 53).; NiinaKivi, ‘Identifying the Value of 
Sustainability in Competition Policy – an Expedition to Article 101(3) TFEU’ <https://
aaltodoc.aalto.fi:443/handle/123456789/115120> accessed 6 March 2023.

	89.	 CECED (n 75) para 56.
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reasoning it carries. However, the same reasoning may also open doors 
for the legality of other forms of sustainability agreements that give rise 
to benefits in the form of the use value of the consumers.90

XIV.  CONCLUSION- THE WAY FORWARD

While it is true that there is still ambiguity regarding the operationaliza-
tion of the draft guidelines issued by the European Union, urgency must 
be shown by the Indian Authorities concerning this issue. The recogni-
tion of the validity of sustainability agreements against competition law 
concerns may even act as an incentive, or at the very least remove a deter-
rent from collaborating between firms to reach sustainability outputs. 
However, it must be a balancing act without allowing market players 
to ‘greenwash’ anti-competitive agreements for their gain in the garb of 
sustainability.

Remaining a silent observer to the processes in the EU without tak-
ing individual initiative is unsuitable as that approach fails to take into 
account the urgency of the major concern of climate change, as well as 
the potential that major firms have to counter it through sustainability 
agreements pursuing objectives that directly protect the environment in 
the short and the long run and help in securing a greener and safer future.

This can best be done by the Indian Authorities issuing guidelines to 
govern the investigation and analysis of sustainability agreements. This 
would ensure uniformity in analysis, and allow for the firms to under-
stand their own legal limits when pursuing sustainability objectives. Such 
guidelines would focus on a detailed description of an alternative inter-
pretation of Section 19(3) of the Act that especially accommodates the 
protections or exemptions for sustainability agreements from the rigours 
of Section 3 as long as they meet the requirements put in place to afford 
adequate protection to the market forces.

	90.	 Martin Gassler, ‘Sustainability, the Green Deal and Art 101 TFEU: Where We Are and 
Where We Could Go’ (2021) 12 Journal of European Competition Law & Practice 430.; 
Monti and Mulder (n 65).
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Money, Machines, and Morals: Legal 
Implications of the Rise of Robo-
Advisors in the Fintech Landscape

—Harsh Bansal and Tanmay Durani1

ABSTRACT

An adage reads, “nothing ventured, nothing gained,” and the 
recently uncovered riches driving the digital renaissance into full 
bloom is Fintech. These companies use technology to perform 
their operations outside of Traditional financial services and to 
alter the manner and means by which Traditional services do 
their functions. Additionally, these companies use technology 
to change how Traditional financial services perform their 
functions. Robo-Advisors are one example of a new financial 
technology that is becoming more widespread. They made their 
debut in 2008, and by 2025 it is expected that they will manage 
between $5 trillion and $7 trillion in Assets Under Managed 
(AUM).

As a result of India’s rapidly expanding economy, the country 
is currently experiencing the arrival of numerous companies.
Yet, the question that needs to be answered is whether or not the 
nation is prepared for the dawn of technological advancement. 
The regulatory environment will soon need to modify to fit the 
requirements of this technology transformation since the laws 
created by the Securities Exchange Board of India and the jumble 
of legislation would not be sufficient to aid the development 
of digital Advisers. In this paper, the meaning and operation 
of Robo-Advisors, as well as their incompatibility with the 
Traditional investment model and the regulatory sandboxes that 
are necessary for Indian players, are discussed. We also detail 

	 1.	 The authors are second-year students at Rajiv Gandhi National University of Law 
(RGNUL).
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some suggestions for “fitting in” the automated advising regime 
within India’s Traditional investment advisory framework.

I.  INTRODUCTION

On Monday morning, Sophianeeds to talk to her financial advisor about 
urgent portfolio changes. He puts her on hold when she calls. He doesn’t 
respond until the end of the day. Sophia lost some good investing pros-
pects by then. She recognizes that her financial advisor may have many 
larger clients and not prioritize her. Sophia demands fast, individual-
ized service, especially when managing her accounts. In today’s compet-
itive financial services industry, providing exceptional customer service 
is essential for building trust and retaining clients. Therefore, now she 
resorts to automated advisors to explore the financial world.

Like Sophia, we have also deployed automation to overshadow human 
shortcomings in every aspect of life. One such resurgent Fintech is “Robo-
Advisors” or “Digital Advisers” which have emerged as a disruptive 
technology, significantly transforming the market dynamics, particularly 
impacting Traditional models. To gain insight into the challenges asso-
ciated with Robo-Advisory, it is imperative first to examine the broader 
concept of Fintech.

Fintech pertains to the impact of technology on financial markets and 
services and typically refers to innovative startups that leverage technol-
ogy to provide consumer-friendly access to financial services and improve 
efficiency without relying on a traditional organizational structure.2 
Fintech in India includes online payment systems such as Paytm, technol-
ogy-based payment solutions for retail, such as Google Pay, and emerg-
ing currencies like Bitcoin. These Fintech enterprises are crucial as they 
can provide more effective resolutions for commercial issues, and among 
the emerging fintech sector, Robo-Advisors are a significant trend.3

Robo-Advisors use advanced algorithms created by financial experts 
to provide investment advice to their clients. These algorithms consider 

	 2.	 Randy Bean, ‘How FinTech Initiatives Are Driving Financial Services Innovation’, 
(Forbes, Jul. 10, 2018), <https://www.forbes.com/sites/ciocentral/2018/07/10/how-fin-
tech-initiatives-are-driving-financialservices-innovation.> accessed March 10, 2023.

	 3.	 Johannes Ehrentraud, Denise Garcia Ocampo, Lorena Garzoni, Mateo Piccolo, ‘Policy 
responses to fintech: a cross-country overview’ (BIS, Jan. 2020) <https://www.bis.org/fsi/
publ/insights23.pdf> accessed March 10, 2023.
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various parameters such as historical funding, market sensitivity, and 
returns to make informed decisions.4 One type of algorithm that is com-
monly used is the “contextual bandit algorithm,” which analyzes the 
context of a situation and selects the best action to maximize rewards. 
The algorithm’s actions and context are based on data and evaluated 
based on the rewards it generates, which in the case of Robo-Advisors, is 
appropriate investment advice.5

Robo-Advisors provide automated financial planning to consumers at 
a much cheaper rate than Traditional Investment Advisors,6 and the algo-
rithms are designed to guide the client in a self-assessment process for 
curating a portfolio and then advising and monitoring their investment.7

In India, some known Robo-Advisors are Kuvera, Bigdecisions, 
Fundsindia, Scripbox, etc,8 which have the potential to significantly 
impact the financial services industry,and are making wealth-manage-
ment services accessible to a wider clientele. As the Robo-Advisory mar-
ket matures, we should expect standardization and transparency, leading 
to stronger regulations.

II.  REGULATING DIGITAL INVESTMENT ADVISERS: 
BALANCING ACCESSIBILITY AND PROTECTION.

One of the most notable changes brought about by these digital models 
is the accessibility they offer to individuals previously excluded from the 
Traditional investment process. Digital Advisors now welcome low earners 
who cannot afford commission-based stockbrokers or transaction-based 

	 4.	 Theresa W. Carey, ‘Robo-Advisors 2019: Still Waiting for the Revolution’, (Investopedia, 
Sep 24, 2019), <https://www.investopedia.com/Robo-Advisors-2019-where-have-all-the-
assets-gone-4767826> accessed March 10, 2023.

	 5.	 Wilson Pok, ‘How to test decision-making algorithms safely’ (Ambiata, Nov. 1, 2020) 
<https://ambiata.com/blog/2020-10-27-off-policy-evaluation/> accessed March 10, 2023.

	 6.	 Dominic Litz, ‘Risk, Reward, Robo-Advisors: Are Automated Investment Platforms 
Acting in Your Best Interest’ (2018) 18 J. High Tech. L. 367; Merriam Webster, 
“Algorithm Definition & Meaning” <https://www.merriam-webster.com/dictionary/
algorithm> accessed March 10 2023.

	 7.	 Meera Siva &Nalinakanthi V, ‘The nuts and bolts of Robo Advisory’,(The Hindu, May 
29, 2016), <https://www.thehindubusinessline.com/portfolio/the-nuts-and-bolts-of-ro-
bo-advisory/article8663416.ece.> accessed March 10 2023.

	 8.	 Sudhanva Shetty, ‘5 Top Robo Advisers for Investing in Indian Stock Market and Mutual 
Funds’, (Transfin, Jan. 22, 2020) https://transfin.in/5-top-Robo-Advisors-for-investing-
in-indian-stock-market-and-mutual-funds.> accessed March 10 2023.
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Advisers due to high fees.9 The automatic investment model charges flat 
fees, making it affordable for college students to invest. As a result, this 
model has gained popularity among millennials for its user-friendly plat-
form and cost-effective fee structure. The Traditional model relies on 
human knowledge and experience to advise the client, whereas the auto-
mation runs on data and is quick to execute. Further, it becomes easy to 
scale with fewer chances of errors and a low cost of operations.10

However, the question arises: Is it the right time to cut the Gordian 
knot and put a proper mechanism to regulate Digital Advisors rather 
than using Traditional regulation as a blanket to cover all models in one 
basket?

The answer is in the affirmative. The emergence of AI-powered 
Advisors has created novel regulatory challenges that require tailored 
provisions to safeguard the interests of young investors. To address these 
challenges, regulators must devise new measures that cater to automated 
advisors’ unique needs and ensure investors’ protection.

A.	 Navigating the Regulatory Landscape: How SEBI Regulates 
Robo-Advisors

To ensure regulatory compliance in general investment advisory services, 
the SEBI (Investment Advisers) Regulations, 2013 (“IA Regulations”) 
govern the operations of Investment Advisers (“IAs”).11 The Securities 
and Exchange Board of India (“SEBI”), in its first Consultation Paper 
on Amendments/Clarifications to the IA Regulations, identified Robo-
Advisors as an automated tool used by “wealth-management companies” 
to provide “financial advisory services without any human interven-
tion.”12 Such characterization opened Pandora’s box of questions that 
needs to be clarified to develop a robust regime of regulations for the 

	 9.	 I. Chiu, ‘Fintech and Disruptive Business Models in Financial Products, Intermediation 
and Markets — Policy Implications for Financial Regulators’ (2016) Journal of Technology 
Law and Policy 21 (1), 55, 55.

	10.	 Vyshak Iyengar, ‘Robo Advisers: A disruption in Indian Wealth Mana?’(The Medium, 
Oct. 23, 2019), <https://medium.com/datadriveninvestor/Robo-Advisors-a-disruption-in-
indian-wealth-management-70d2392a03a8> accessed March 10 2023 (hereinafterVyshak 
Iyengar).

	11.	 SEBI (Investment Advisers) Regulations 2013 (hereinafter IA Regulations).
	12.	 Consultation Paper on Amendments/Clarifications to the SEBI (Investment Advisers) 

Regulations 2013, cl. 14.6.1.
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growing robo-advisory market. Despite the discourse in three consulta-
tion papers and the board memorandum, SEBI did not accept any of the 
suggestions about registration, let alone regulate the functioning of the 
Robo-Advisors against the Traditional IAs.

SEBI’s silence on eligibility criteria of Robo-Advisors, as against the 
qualification requirements of the Traditional IAs and their algorithmic 
requirements, thickens the mist surrounding the Robo-Advisors’ regula-
tions in India. Further, the fact that these Advisers use Machine Learning 
(“ML”)13 and Deep Learning (“DL”)14 raises concerns about fulfilling 
fiduciary duties, data misuse, and algorithmic oversight. Therefore, in 
this paper, we strive to flag concerns and give suggestions apart from 
those already raised in the consultation papers.

We have divided the paper into two sections to highlight the contem-
porary issues and provide solutions/suggestions.

SECTION I

III.  ROBO-ADVISORS AND PHYSICAL AGREEMENTS: 
A PARADOXICAL PREDICAMENT

Robo Advisory services are predicted to have global Assets Under 
Management (“AUM”) of $1.787 trillion in 2022, with India’s AUM at 
$16.912 billion.15 In India, many young investors are investing, leading 
to a big market for Robo Advisors in the future. Considering its mone-
tary viability and Traditional Advisors leaving the industry, youngsters 
are drawn towards the innovative model with the growing intensity of 
investing.16 But, is it easy to scale it in this country with a low cost of 

	13.	 “Machine learning” is a field of artificial intelligence that is usually regarded as a 
machine’s capacity to replicate intelligent human behaviour while gradually increasing its 
accuracy.

	14.	 “Deep learning” in machine learning refers to the usage of neural networks with three or 
more layers. Artificial neural networks are able to “learn” from huge volumes of data by 
emulating the human brain. A neural network with only one layer may provide approxi-
mative predictions, but hidden layers can boost precision.

	15.	 “Assets Under Management in the Robo-Advisory segment globally from 2018 to 2024 
(in billion US dollars).”(Statista, 2021)<https://www.statista.com/statistics/792023/
robo-advisory-global-assets-under-management/.>accessed March 92023.

	16.	 “Millennials and Gen Z love digital financial advice, but a survey finds that 
TraditionalAdvisers still have the edge.” (CNBC, Oct. 14, 2020)<https://www.cnbc.
com/2020/10/14/millennials-gen-z-want-Robo-Advisors-and-digital-financial-advice.
html> accessed March 10 2023.
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operations, the purpose it was intended for?17 Realizing their potential 
may be difficult to achieve without proper guidelines governing the oper-
ations of Robo-Advisory businesses.

On April 16, 2021, SEBI provided Informal Guidance to Paytm Money, 
a fintech company, which has resulted in the disordering of their existing 
realm. SEBI stated that digital consent between an investment advisor 
and an investor could not be deemed valid under Regulation 19(1)(d) of 
the IA Regulations.18

Notably, this guidance is inconsistent, as it permits investments in 
other securities to be made digitally while insisting that physical copies 
of agreements must be signed for receiving investment advice. The relax-
ation of said regulations is not only warranted but also valid pursuant to 
the settled legal position:

“All agreements are contracts if they are made by the free consent of parties 
competent to contract, for a lawful consideration and with a lawful object, 
and are not hereby expressly declared to be void.”19

The crux is that the Indian Contract Act of 1872 does not explicitly 
prescribe a particular mode of conveying an offer and what constitutes 
its acceptance. It can be done through spoken words, written commu-
nication, or even conduct. This indicates that a digital agreement holds 
the same level of legitimacy as a conventional written contract, provided 
that it contains all the necessary elements of a legally binding agreement. 
Hence, an E-Contract can be deemed as valid as a Traditional contract. 
In the case of Trimex International FZE Ltd. v. Vedanta Aluminium 
Ltd. (2010),20 the Supreme Court of India established the validity of an 
agreement executed through email, affirming that the exchange of emails 
containing the terms of the contract can constitute a valid contract.

However, SEBI’s departure from this established position poses a chal-
lenge to the digital workflow of robo-advisor firms by mandating the 
use of physical paperwork. This shift can disrupt the user experience, 

	17.	 Vyshak Iyengar, pg. 3.
	18.	 Securities and Exchange Board of India, ‘Informal guidance sought by Paytm Money 

Limited regarding SEBI (Investment Advisers) Regulations, 2013’(SEBI, April 16, 2021) 
<https://www.sebi.gov.in/enforcement/informal-guidance/apr-2021/informal-guid-
ance-sought-by-paytm-money-limited-regarding-sebi-investment-Advisers-regula-
tions-2013_49853.html> accessed March 92023.

	19.	 Indian Contract Act, 1872.
	20.	 Trimex International FZE Ltd. v. Vedanta Aluminium Ltd. (2010) INSC 612.
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resulting in a more complex onboarding process that involves time-con-
suming tasks such as printing, signing, and scanning documents. 
Moreover, Robo-Advisors may incur additional expenses by hiring 
personnel to handle physical paperwork and ensure proper storage and 
organization, leading to a rise in operational costs that defeats the pur-
pose of introducing Robo-Advisors.

IV.  BREAKING DOWN THE BROKEN 
REGULATIONS OF ROBO-ADVISORS

A.	 The Fiduciary Faultline

Certain fiduciary duties are imposed on IAs, and a breach of these duties 
can lead to penalties under the SEBI (Investment Advisory) Regulations, 
2013. Schedule III of the regulations provides a “Code of Conduct” that 
Investment Advisers must follow, including Clause 4,21 which obligates 
them to “seek” appropriate information that satisfies the “Best Interest” 
requirement and is per the Know Your Customer (“KYC”) requirements.22

B.	 Suitability Requirement

The suitability requirements obligate the IA to seek and gather infor-
mation through “reasonable inquiry” to provide the best possible and 
personalized investment advice.23 However, most Robo-Advisors use pre-
defined questionnaires, which have been characterized by the Securities 
and Exchange Commission (“SEC”) of the USA as “over-generalized, 
ambiguous [or] misleading.”24 Additionally, the scope of inquiry remains 
limited and arbitrary as there are no prescribed industry standards for 
the questionnaires, which can compromise the quality and integrity of 
the advice received.

	21.	 IA Regulations, Sch III, cl. 4.
	22.	 IA Regulations, reg. 15(8).
	23.	 CSA Consultation Paper 33.403 ‘The Standard of Conduct for Advisers and Dealers: 

Exploring the Appropriateness of Introducing a Statutory Best Interest Duty When Advice 
is Provided to Retail Clients’ (Oct. 25, 2012) 35 OSCB 9558, 9564; SEC, ‘Commission 
Interpretation Regarding Standard of Conduct for Investment Advisers’ (2019) 17 CFR, 
21-29.

	24.	 SEC, ‘Investor Alert: Automated Investment Tools’ (May 8, 2015)<https://www.sec.gov/
oiea/investor-alerts-bulletins/autolistingto olshtm.html> accessed March 10 2023. (here-
inafterInvestor Alert)
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The duty to make “reasonable determinations” lies at the very core of 
the “duty of care,” which a Robo-Advisor fails to meet due to its inca-
pability of asking personalized questions, making rational assumptions 
depending on facial expressions and body language, making implicit 
assumptions, and verifying the input provided by the client, among other 
criteria.25 Lastly, if the questionnaire is poorly designed, it becomes 
impossible to provide personalized advice. What if the client is unsure of 
their goals, has multiple goals, or cannot articulate their risk tolerance 
properly due to a lack of understanding of the risk involved and modali-
ties, among other things? A Robo-Advisor, being an automated tool with 
no human interference, cannot solve such overarching, humanized issues 
with just a questionnaire.

C.	 Know-Your-Customer Requirement

KYC requirements for Traditional Advisors aim to ensure that they assess 
the client’s financial condition and needs before providing any advice.26 

The suitability requirements under regulation 17 of the IA Regulations 
are a logical result of duly following the KYC procedure, which man-
dates providing “appropriate advice” as per the client’s objectives, risk 
profile, and financial sophistication,27 which, as already highlighted, a 
robo-advisor cannot do efficiently without any human intervention.28 For 
example, they typically rely on predefined algorithms that cannot capture 
the nuances of a client’s financial condition. What if the financial condi-
tion of the client changes over time? A tick-the-box exercise cannot fulfil 
the same. Among others, the capability of Robo-Advisors to have long 

	25.	 SEC Investor Alert, 5-6; Megan Jo, ‘Are Robots Good Fiduciaries? Regulating Investment 
Advisers Under the Investment Advisers Act of 1940’(2018) 117 COLUM. L. REV 1543, 
1549-1551.

	26.	 Blackrock, ‘Digital Investment Advice: Robo Advisers Come of Age’ (2016) <https://
www.blackrock.corm/crorporate/en-at/Uliterature/whitepaper/viewpoint-digital-in-
vestment-advice september-2016.pdf> accessed March 10 2023. See also Steven W. 
Stone et al., ‘SEC Weighs in on Robo-Advisors: Disclosure, Suitability, and Compliance 
Obligations’(Morgan Lewis, Mar. 14, 2017) <https://www.morganlewis. com/pubs/
sec-weighs-in-on-Robo-Advisors-disclosure-suitability-and-compliance-obligations;> 
accessed March 10 2023; Nicole G. Iannarone, ‘Rethinking Automated Investment 
Adviser Disclosure’ (2019) 50 U. TOL. L. REV 433, 435.

	27.	 IA Regulations, reg. 17.
	28.	 Ihsan Ibrahim Daldaban, ‘RegTech and SupTech for Robo-Advisors: Alternative 

Regulatory Methods for Enhancing Compliance’ (2019) 19 R.E.V. INT’l BUS. & TRADE 
L. 59, 99.
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discussions, discuss market strategies and volatility, and pickcalls when 
there is a market change beyond the client’s understanding is limited.

The limitations of Robo-Advisors in meeting KYC requirements have 
been identified as a key factor in clients’ decisions to choose Traditional 
Advisors over Robo-Advisors. According to empirical studies, the lack 
of standardization in suitability assessment is a concern.29 Further, per 
a FINRA study, Robo-Advisors categorize thousands of clients into a 
few compartments, compromising the personalized advice standard.30 

These duties have shaped the jurisprudence of the investment advisory 
sector, therefore, any sudden change without appropriate regulations and 
compliance mechanisms could jeopardize the future of Robo-Advisors in 
India.

D.	 Sudden Market Changes

Purely automated advisory devices use AI and ML, i.e., they derive their 
responses from the inputs provided in the Questionnaire.31 Further, using 
DL, they gain new knowledge following the input data and thrive on the 
patterns generated from their experience.32 Sophisticated Robo-Advisors 
create Artificial Neural Networks (“ANNs”),33 allowing them to think 
like humans.34 Nonetheless, they can only derive patterns from existing 
and gained data, making the machine incapable of judging or predicting 
sudden market changes/crashes. Market crashes and other events that 

	29.	 Vanguard, ‘Quantifying the investor’s view on the value of human and robo-advice’ (Feb. 
2023) <https://www.vanguardmexico.com/content/dam/intl/americas/documents/mex-
ico/en/2022/02/mx-sa-2056467-quantifying-the-investors-view-on-the-value-of-human-
and-robo-advice.pdf> accessed March 10 2023; Navigator Investment Service, Ernst 
& Young Advisory, ‘Advancing the Art of Advisory: Is Advisory Still Relevant?’(2022) 
<https://grow.singlife.com/advancing-the-art-of-advisory> accessed March 10 2023.

	30.	 FINRA, Report on Digital Investment Advice (Mar. 2016) pg. 6. (hereinafterFINRA 
Report)

	31.	 SEC, IM Guidance Update No 2017-02 (Feb. 2017), at 6 (hereinafter SEC, Guidance 
Update). See also Michael Faloon& Bernd Scherer, ‘Individualization of Robo-Advice’ 
(2017) 20:1 JWM 30, 31.

	32.	 Ian Goodfellow, YoshuaBengio& Aaron Courville, Deep Learning (MIT 2016) 6, fig. 
1.2. See also Akhilesh Potdar and Mandaar Pande, ‘Comprehensive Analysis of Machine 
Learning Algorithms Used in Robo-Advisory Services’ (2021) J. Phys. Conf. Ser., 2.

	33.	 “Artificial Neural Networks” are a computer system comprised of a number of sim-
ple, highly interconnected processing components that process information by reacting 
dynamically to external inputs.

	34.	 Méndez-Suárez; García-Fernández; F. Gallardo, ‘Artificial Intelligence Modelling 
Framework for Financial Automated Advising in the Copper Market.’ (2019) J. Open 
Innov. Technol. Mark. Complex. 5, 81.
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significantly affect Markets will also go unchecked and unpredicted. For 
example, in India, after the death of Rakesh Jhunjhunwala, his $4 Billion 
holdings fell, creating a downward loop;35 BSE and NSE suddenly plunged 
by 38% during the COVID-19 outbreak.36 In the USA, Betterment, one 
of the biggest robo-advisory firms, had to suspend trading in 2016 owing 
to the Brexit referendum, leading to huge losses to the clients and a 5% 
fall in Dow & Jones Index.37 In such scenarios, patterned data would 
not come in handy because AI cannot accurately predict the impact of 
someone’s death or partition of a state on the market. The bottom line is 
that AI cannot predict human emotions as well as Traditional Advisers.

V.  ALGORITHMIC DESIGN AND OVERSIGHT: 
TECHNICAL HINDRANCES

Robo-Advisors use algorithms to “match and rank” to optimize the fit 
for the consumer’s need and pocket.38 In the USA., following the guide-
lines provided by the SEC., if a Robo-Advisor is poorly structured, such 
as a failure to disclose conflicts or an inaccurate algorithm, it may lead 
to a breach of fiduciary duty on the part of the firm.39 For instance, the 
SEC, in the matter of A.X.A Rosenberg, imposed penalties on an invest-
ment management firm that specializes in quantitative investment strate-
gies, using mathematical models and algorithms to manage portfolios of 
stocks and other assets, for violation of the securities law and investment 
advisory regulations by not identifying errors in the computer codes of 

	35.	 Vishnoi A and Joshi A, ‘India’s Rakesh Jhunjhunwala $4 Billion of Stocks in Focus 
after Death’ (Bloomberg, August 16, 2022) <https://www.bloomberg.com/news/arti-
cles/2022-08-16/billionaire-jhunjhunwala-s-stock-holdings-in-focus-after-death> 
accessed March 10 2023.

	36.	 Bora, Debakshi, and Daisy Basistha, ‘The outbreak of COVID-19 pandemic and its 
impact on stock market volatility: Evidence from a worst-affected economy.’ (2021) J. 
Public Aff.,4.

	37.	 Michael Wursthorn and Anne Tergesen, ‘Robo Adviser Betterment Suspended Trading 
during ‘Brexit’ Market Turmoil’ (The Wall Street Journal, June 24, 2016) <https://www.
wsj.com/articles/Robo-Advisor-betterment-suspended-trading-during-brexit-market-
turmoil-1466811073 > accessed March 10 2023.

	38.	 Jake G. Rifkin, Robo-Advisors Jumping on the Bandwagon: Yet Another Cry for a 
Uniform Standard, 97 NC. L. Rev. 673 (2019).

	39.	 Morgan Lewis, ‘Sec Weighs in on Robo-Advisors: Disclosure, Suitability, and 
Compliance Obligations’ (Mar. 4, 2017) <https://www.morganlewis.com/pubs/2017/03/
sec-weighs-in-on-Robo-Advisors-disclosure-suitability-and-compliance-obligations> 
accessed March 10 2023.
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the risk-management AI model which resulted in inaccurate risk assess-
ments, leading to significant losses for some of the firm’s clients.40

Likewise, SEBI, in its consultation papers, highlighted the need for 
regular auditing of the Algorithmic Codes to minimize the chances of 
AI errors.41 While the present architecture of Robo-Advisors may not be 
very advanced, forthcoming designs could involve additional data collec-
tion services, resulting in enhanced algorithmic complexity and conduct 
that could be challenging to explain.

This also gives us a peek into the opaque nature of AI, i.e., Algorithmic 
Opacity. It is the lack of visibility of computational processes such that 
humans cannot inspect their inner workings to ascertain how the results 
and conclusions were computed.42 Considering that it becomes challeng-
ing for clients, experts, and state agencies to understand their inner work-
ings, self-regulation could be an appropriate legal instrument to achieve 
this, especially given the limited capacity of state agencies to conduct 
audits and the adaptive nature of software applications. By promoting 
greater transparency and accountability in developing and using algo-
rithms, we can ensure that Robo-Advisors provide reliable and trustwor-
thy investment advice to their clients.

In Section II of the paper, these suggestions are discussed in depth.

VI.  DATA PROTECTION AND CYBER SECURITY

The Indian government acknowledges that personal data related to liveli-
hoods, such as income and assets, comes in the category of highly sensitive 
data.43 Unauthorized disclosure of such information could have negative 
social, economic, and security implications for the “Data Principals.”44 

	40.	 Rosenberg Group, LLC, et al., Advisers Act Release No. 3149.
	41.	 Consultation Paper on Amendments/Clarifications to the SEBI (Investment Advisers) 

Regulations 2013, cl 4.10.
	42.	 Paudyal, P., & William Wong, B. L.,‘Algorithmic Opacity: Making Algorithmic 

Processes Transparent through Abstraction Hierarchy’ (2018) Proceedings of the 
Human Factors and Ergonomics Society Annual Meeting, 62(1), 192–196. <https://doi.
org/10.1177/1541931218621046> accessed March 10 2023.

	43.	 Government of India,‘White Paper of the Committee of Experts on Data Protection 
Framework for India. Ministry of Electronics and Information Technology’ (2018) 
<https://meity.gov.in/writereaddata/files/Personal_Data_Protection_Bill,2018.pdf.> 
accessed March 10 2023.

	44.	 The term “data principal” refers to an individual who is the subject of personal data that 
is being collected, processed, or stored by an organization or entity.
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Robo-Advisorsact as Data Fiduciariesby collecting personal data from 
consumers to create a customized investment portfolio based on prede-
termined algorithms, heavily relying on big data and algorithms to auto-
mate many human-like functions. Suppose a client opts for a retirement 
plan or health insurance and wants his portfolio to be adjusted. In that 
case, the extent of data sharing and the way the data is stored in reposito-
ries need legal protection.45 As the fintech market grows, it is imperative 
to enhance security measures to safeguard data pipelines and algorithms 
from unauthorized access, preventing any disruption to the data flow or 
modification to the algorithms that could lead to inadvertent allocation 
behaviour.

In the Indian context, we have attempted to do a holistic review of the 
Privacy Policy of an automated investment advisory application called 
“Kuvera”, one of India’s Prominent Robo-Advisory firms, pertaining to 
the risks associated with the collection, storage, and use of personal data 
in the context of Robo-Advisory services.46

A.	 Collection, Storage, and Usage of Information

Kuvera heavily relies on transaction history data to provide personalized 
investment advice to its clients. However, clients may have valid concerns 
about how these firms collect, store, and use their data, especially if they 
are unaware of the service provider’s privacy policies. The recent data 
breach of BharatPe, where transaction history data of around 20,000 
individuals was compromised, has highlighted the need for strong data 
security standards.47 If the data falls into the wrong hands, it can be used 
to launch sophisticated ransomware attacks, resulting in the loss of sen-
sitive data or even financial loss. Data breaches can also be used to main-
tain persistence, allowing attackers to continue to access sensitive client 
information long after the initial breach.48 To mitigate the risk of data 

	45.	 Tom Baker & Benedict Dellaert, ‘Regulating Robo Advice across the Financial Services 
Industry’ (2018) 103 Iowa L. Rev. 713.

	46.	 Kuvera, ‘Privacy Policy’ <https://kuvera.in/privacy> accessed March 10 2023.
	47.	 Chanchani, M., ‘Data breach at BharatPe exposes 7 mn user records, including UPI data: 

Report’ (The Economic Times, Mar. 12, 2021) <https://economictimes.indiatimes.com/
tech/technology/data-breach-at-bharatpe-exposes-7-mn-user-records-including-upi-da-
ta-report/articleshow/81487007.cms> accessed March 10 2023.

	48.	 Quintero-Bonilla S, Martín del Rey A., ‘A New Proposal on the Advanced Persistent 
Threat: A Survey’ (202) Applied Sciences10(11).
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breaches, Robo-Advisory firms must prioritize data security and privacy. 
This includes implementing strong encryption protocols, regularly audit-
ing and updating security systems, and providing transparency to cli-
ents regarding how their data is collected, stored, and used. Additionally, 
firms should have a comprehensive incident response plan in place in 
case of a breach, including protocols for notifying clients and authorities, 
investigating the cause, and taking steps to prevent similar incidents.49

SECTION II

VII.  POLICY SUGGESTIONS

A.	 Responsible Algorithmic Management: Human Touch In Robo-
Advisors

Several Robo-Advisors use various algorithms and technologies since 
there are numerous ways to code, and as they are the property of each 
corporation/firm, the precise techniques that these algorithms employ are 
not disclosed to the general public. Further, it is important to keep in 
mind that the sophistication of these algorithms can differ greatly, which 
impacts how each robo-advisor chooses to provide investing advice.

In the Indian scenario, there’s an urgent need to employ mechanisms 
and regulations to reduce the gloom surrounding the usage of Robo-
Advisors and their capability of complying with fiduciary duties. Experts 
believe that Robo-Advisors in their current capacity, including both 
sophisticated and not-so-sophisticated AI, cannot meet the same crite-
ria of fiduciary duty that is imposed on Traditional IAs.50 Further,the 
requirements laid down in the Code of Conduct in Schedule III, and 
the general obligations under Chapter III, as highlighted above, cannot 
be met by Robo-Advisors. SEBI’s characterization of Robo-Advisors as 

	49.	 SEC, ‘Risk Alert: Observations from Cybersecurity Examinations’ (2018) <https://www.
sec.gov/files/observations-from-cybersecurity-examinations-2018.pdf> accessed March 
10 2023.

	50.	 ML. Fein, ‘FINRA’s Report on Robo-Advisors: Fiduciary Implications’ (2016) SSRN 
Electronic Journal, 6; Megan Ji, ‘Are Robots Good Fiduciaries: Regulating Robo-Advisors 
under the Investment Advisers Act of 1940’ (2017) 117 Colum L Rev 1543, 4; Sophia 
Duffy & Steve Parrish, ‘You Say Fiduciary, I Say Binary: A Review and Recommendation 
of Robo-Advisors and the Fiduciary and Best Interest Standards’ (2021) 17 Hastings Bus 
LJ 3, 21-24.
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“financial advisory services without any human intervention” casts seri-
ous doubt over the practical application of such automated services.

According to Professor Michael C. Douglas, a theory establishes 
conditions that could promote “self-regulation” instead of “control by 
governmental agencies.” The theory emphasizes the “particular knowl-
edge possessed by industry members” to facilitate the implementation 
of self-regulatory codes.51 It is more efficient for the government to rely 
on the collective expertise of the industry rather than attempting to rep-
licate it at the agency level. The self-regulatory process followed by the 
Advertising Standards Council of India (“ASCI”) could be a model for 
regulating robo-advisory services.52 It includes forming a board with 
expert members from the community specializing in their respective 
professional spheres, including a Grievance and Complaint Board. This 
way, itwould be ensured that executive decisions are taken with public 
input and are focused on faster redressal. This system provides a more 
efficient way of handling complaints and reduces the burden on the judi-
ciary. Further, NITI Aayog, among other policy think tanks, has hinted 
towards adopting self-regulatory mechanisms at the firm level to ensure 
compliance of AI and ML with the country’s regulations.53

This approach recognizes the complexities inherent in algorithmic soft-
ware applications and leverages providers’ expertise to develop effective 
solutions. The Robo-Advisors, especially the client-facing tools, should 
be adequately staffed with qualified and trained employees having the 
competence and expertise to “develop and review the methodology of the 
algorithms.”54 Such qualifications shall be notified by the board time-to-
time, keeping in mind the technological developments. Therefore, human 

	51.	 Douglas C. Michael, ‘The Use of Audited Self-Regulation as a Regulatory Technique’ 
(1995) 47 Admin L. Rev. 171.

	52.	 ASCI, The Code for Self-Regulation of Advertising Content in India (1994).
	53.	 Tuhin Batra, ‘Self-Regulation in Artificial Intelligence: An Indian Perspective - Privacy 

Protection – India’ Mondaq, December 11 2020) <https://www.mondaq.com/india/pri-
vacy-protection/1015476/self-regulation-in-artificial-intelligence-an-indian-perspective> 
accessed March 10 2023.

	54.	 OlisaAgbakoba, ‘Robo-Advisors in Nigeria: The Regulatory Framework for Robo-
Advisory Services in Nigeria - New Technology’ (Mondaq, Aug. 19, 2021) <https://www.
mondaq.com/nigeria/new-technology/1103128/Robo-Advisors-in-nigeria-the-regulatory-
framework-for-robo-advisory-services-in-nigeria> accessed March 10 2023; ‘Highlights 
of the Securities and Exchange Commission’s Rule on Robo-Advisory Services’ (S.P.A. 
Ajibade&amp; Co, October 17, 2022) <https://spaajibade.com/highlights-of-the-secu-
rities-and-exchange-commissions-rule-on-robo-advisory-services/> accessed March 10 
2023.
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intervention at the stages of compliance with “risk management culture” 
becomes necessary.

The proposed duties, inspired by the Nigerian framework on Robo-
Advisors, of the staff/compliance officers can be summarized as follows:55

	 1.	 Approving/reviewing/testing the employed algorithm and ensuring 
its maintenance.

	 2.	 Mitigate/report/disclose any such risks, errors, and biases that can/
will arise.

	 3.	 Employ oversight mechanisms to ensure compliance with relevant 
duties.

	 4.	 Maintain security arrangements, and place appropriate cybersecu-
rity measures to prevent any breach or disclose the same to the 
clients and the firm.

	 5.	 Other duties as notified by the board time-to-time.

It is widely acknowledged that the country’s self-regulation mecha-
nisms have not succeeded.56 However, stronger statutory minimum 
requirements regarding the framework’s content and obligations to 
inform could complement the self-regulatory regime. SEBI has imple-
mented a “comply or explain” approach through its Listing Obligations 
and Disclosure Requirements (“LODR”) regulations. Under the LODR, 
listed companies must comply with specified regulations or explain the 
reasons for non-compliance.57 In line with this, SEBI could consider 
establishing a requirement for software application providers with fun-
damental rights to adopt an “Algorithmic Accountability Framework.” A 
committee composed of elected officials from various sectors, including 
IT experts, data protection specialists, and consumer associations, would 
devise the standards of this framework. To ensure investment transpar-
ency for potential investors, publicly disclosed information by the firms 
is a common practice. Similarly, service providers offering algorithm-as-
sisted software applications that jeopardize fundamental rights must 
comply with ethical rules for the responsible use of machine learning 

	55.	 New Rules, Major and Sundry Amendments to the Rules and Regulations of the 
Commission 2021 (Nigeria).

	56.	 Robert C. Rosen, ‘Myth of Self-Regulation or the Dangers of Securities Regulation with-
out Administration: The Indian Experience’ (1979) 2 J Comp Corp L & Sec Reg 261.

	57.	 Securities and Exchange Board of India (Listing Obligations and Disclosure Requirements) 
Regulations, 2015.
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algorithms. If not, they must clarify the reason for the failure and the 
extent of the deviation.

B.	 Appropriate vetting and testing

Another regulation can be obligatory internal testing and vetting of the 
client-facing tools per “minimum suitability questions” rules that the 
board can use to standardize the questionnaires and generate the much-
needed trust in Robo-Advisors. The approval process can consist of rig-
orous testing of the client-facing tool by the staff/compliance officers and 
experts. It can help observe and verify whether the questionnaire-based 
results are per the IA Regulations and the firm policy. Supervisory and 
compliance mechanisms can be installed to ensure that the tool gathers 
the essential data and analyses it adequately to generate personalized 
suggestions, particularly by ensuring that it has the right methods to rec-
ognize and address conflicting or inconsistent client replies to the ques-
tionnaires, which often is the case owing to financial illiteracy of certain 
clients. Therefore, adequate safeguards to reverify the input can satisfy 
the suitability requirements under regulation 17 of the IA Regulations.58

C.	 Threshold/Knock-out questions

As highlighted above, and following the expert’s consensus, current 
Robo-Advisors do not ask a requisite number of questions for proper 
risk assessment.59 Assume that Jeremy, an adult with a growing interest 
in stock marketing, is looking for investment advice for the best returns. 
He has an education loan pending along with a mortgage to pay off and 
earns $10000 p.a. A robo-advisor, functioning based on the input data, 
will recommend some securities for him to purchase to maximize returns 
after determining his annual income and risk tolerance. Still, a prudent 
advisor would advise against doing so at this time. Instead, he should 
concentrate on paying off all the outstanding debt. The lack of holistic 
understanding of the client’s living conditions, along with the client’s 
ignorance and lack of financial understanding, can worsen the condi-
tions, thereby violating the fiduciary duty of best interest. Therefore, the 

	58.	 IA Regulations, reg. 17.
	59.	 Tertilt, M. & Scholz, P., ‘To Advise, or Not to Advise—How Robo-Advisors Evaluate the 
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regulations should include a provision for pruning off unsuitable inves-
tors: knock-out or threshold questions, i.e., asking if the client should 
Invest, Save or Pay Off Debt.60 These questions can be predefined and 
ask about existing debt, living conditions, and potential exigencies that 
might arise (foreseeable hospitalization of a family member, foreseeable 
layoff, etc.). These knock-out questions will achieve two goals: identify 
and eliminate unfit investors and fulfil the fiduciary duty of best interest 
owed to every client. Further, the Robo-Advisors can also ask questions 
about the client’s financial knowledge to identify any inconsistency in 
the questionnaire answers. It can also achieve two goals: identify if the 
client needs information in a simpler manner or language and further the 
fiduciary duty of suitability.

D.	 Vulnerability Assessment and Penetrative Testing (VAPT)

Currently, SEBI mandates stockbrokers, depository participants, and 
Market Infrastructural Institutions (MII) like clearance houses, among 
other measures for data protection, to conduct vulnerability tests reg-
ularly and penetrative test at least annually.61 The Vulnerability test 
encompasses the assessment of the deployed machinery, identifying vul-
nerabilities in the mechanisms, and solving the problems. The Penetrative 
test encompasses an in-depth “evaluation of the security posture of the 
system through simulations of actual attacks on its systems and net-
works that are exposed to the internet.”62 In Robo-Advisors’ context, 
SEBI should strive to superimpose the obligations with certain amend-
ments to suit the automated advisory regime. VAPT, similar to obliga-
tions of conducting Data Protection Assessment (DIA) delineated in Sec. 
35 of the General Data Protection Regulation(“GDPR”)63 and Sec. 11(2)
(c) of the Digital Personal Data Protection Bill, 2022(“DPDP Bill”),64 for 
Robo-Advisors should include rigorous and periodic testing to identify 
vulnerabilities and shortcomings, and remedial actions should be taken 

	60.	 FINRA Report, pg. 10.
	61.	 SEBI, Master Circular SEBI/HO/MRD2/DDAP/CIR/P/2021/18 (Feb. 5, 2021) 73, 257.
	62.	 SEBI, Master Circular SEBI/HO/MRD/DP/CIR/P/2016/134 (Dec. 15, 2016) 128.
	63.	 Regulation (EU) 2016/679 of the European Parliament and of the Council of 27 April 

2016 on the protection of natural persons with regard to the processing of personal data 
and on the free movement of such data, and repealing Directive 95/46/EC (General Data 
Protection Regulation) [2016] OJ L 119/1, Art. 35. (GDPR)

	64.	 Digital Personal Data Protection Bill (2022), Sec. 11(2)(c).
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immediately to address the gaps and prevent any financial loss to the 
client. Further, simulation of cyber-security attacks, as highlighted in 
Section I of the paper, should be undertaken to prepare response plans 
and deploy adequate safety measures like firewalls, etc.

E.	 Data Protection

The Digital Regulatory standards and the privacy policy are silent on 
how and in which form the service provider will store the data. Malicious 
actors can use this identifiable data to commit theft, financial fraud, or 
other criminal activities. Leaked data can also be sold on the dark web, 
leading to even more severe consequences for individuals with compro-
mised personal information.65 To avoid these risks, Robo-Advisory ser-
vice providers need to implement robust data security measures, one of 
which is the Pseudonymization of Personally Identifiable Information 
(“PII”).66 Pseudonymization is a technique used in data management and 
de-identification processes, which essentially changes the PII fields in a 
data record with artificial identifiers or pseudonyms. To safeguard data 
privacy, the link between pseudonyms and actual names is maintained 
on a separate server. This measure ensures that if a hacker gains unau-
thorized access to the pseudonymized data on one server, the user’s data 
privacy remains protected as they cannot access the key on the other 
server.

The Unique Identification Authority of India (UIDAI), which manages 
the Aadhaar identity system, has called for pseudonymization techniques 
to protect sensitive user data. It uses a system called “Virtual ID” to 
generate temporary pseudonyms that can be used for authentication pur-
poses without revealing the user’s actual Aadhaar number.67 However, 
since there is no statutory backing for such announcements, the govern-
ment is yet to figure out how these are to be effectively implemented.68

	65.	 Hati, S., ‘What Is a Data Breach? Examples & Practices to Avoid Them” (Knowledge Hut, 
Jan. 13, 2023) <https://www.knowledgehut.com/blog/security/data-breach> accessed 
March 10 2023.

	66.	 ‘Pseudonymization, Data Loss Prevention Documentation, Google Cloud’ (Google, Mar. 
8, 2023) <https://cloud.google.com/dlp/docs/pseudonymization;> accessed March 10, 
2023.

	67.	 Isha Pali, Lisa Krishania, Divya Chadha, AsmitaKandar, ‘A Comprehensive Survey of 
Aadhar & Security Issues’ (Jul. 18, 2020) arXiv,8.

	68.	 MeitY, Committee of Experts under the Chairmanship of Justice B.N. Srikrishna, (2017) 
<https://www.meity.gov.in/writereaddata/files/Data_Protection_Committee_Report.
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F.	 Right to Erasure

The DPDP Billrestores and limits the proposed law’s focus on digital 
personal data, prescribes processing norms that balance an individual’s 
rights in their data, and the economic need to process personal data for 
lawful purposes.69 Considering the stipulated criteria in Sec. 5(2) of the 
Bill, it can be deduced that Robo-Advisors would fall under the category 
of “Data fiduciaries.”70 Furthermore, the “Right of Erasure,” also known 
as the “Right to be Forgotten,” delineated in Sec. 13 of the Bill, comes into 
focus as Robo-Advisors process and hold a huge amount of personal data. 
These rights are fundamental components of the European Regulatory 
Landscape data protection law. Article 17 of the GDPR,71 in particular, 
grants individuals the ability to request that the data controller, subject 
to certain limitations, delete their data. The importance of this right can-
not be overstated, particularly in the context of Robo-Advisors, where 
sensitive financial information is often collected and processed. With any 
service that collects and processes personal data, Robo-Advisors must 
ensure that this data is protected and that individuals have control over 
its use. The right of erasure empowers individuals to exercise this con-
trol by allowing them to request that their data be deleted when it is no 
longer necessary or relevant for the purpose for which it was collected. 
Without the right to erasure, individuals may feel they lack control over 
their personal data and may be hesitant to share sensitive information 
with Robo-Advisors. This could undermine the purpose of robo-advi-
sory services, which is to provide personalized investment advice based 
on a client’s financial situation. Therefore, SEBI should strive to include 
regulatory measures to enforce such rights, develop client trust, and aid 
the Robo-Advisors regime in India.

G.	 Disclosure requirements

Lastly, in light of the algorithmic complexity of Robo-Advisors, their 
disclosure requirements must differ significantly from those imposed on 

pdf> accessed March 10 2023.
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Traditional IAs We suggest that to ensure clarity and avoid any conflict 
of interest, firms should strive to disclose the following “traits of the AI” 
to the clients:

	 1.	 Orientation: The firm should disclose if its algorithm is profit-ori-
ented or safety-oriented. Meaning the mindset of the AI relating to 
“prudent” and “greedy” investing shall be disclosed to the client 
for better assessment of the advice, ultimately enforcing the client’s 
“right of review.”72

	 2.	 Ethics: In furtherance of the right of review, a client must be dis-
closed if the AI is updated with the existing laws and regulations. 
This would prevent any conflict of interest on the legal plane and 
prevent the AI and the client from undertaking any illegal or unethi-
cal market practice.

The firm shall duly notify a clear and easy-to-grasp description of the 
aforementioned disclosure requirements and any algorithmic changes the 
firm might undertake to the clients promptly. Finally, this will also help 
in comparing the personality traits of the AI with that of the client so 
that the client can utilize the advice in their best interest.

VIII.  CONCLUSION

In conclusion, our examination of the legal framework for Robo-Advisors 
found that the current market conditions present an extraordinary poten-
tial for fintech firms to adopt these technologies and extend their service 
offerings. To fully capitalize on the potential and assist future growth, 
adopting clearer, more effective legal regulations is essential. India must 
act expeditiously to establish proper rules that maximize the potential of 
this emerging industry.

To enhance the automated investment model, an appropriate algo-
rithm based on empirical evidence, a dependable method of evaluation or 
measurement, and proof of Advisers’ algorithm performance claims are 
required. Although fiduciary standards need not be excessively stringent, 
fundamental principles are necessary for these data-driven Advisers. To 
leverage the benefits of these developing technologies, it is essential to 

	72.	 “Right of review” means the right of an individual to review the decision made by an 
automated tool and ask for the reasons behind the advice and ask for rectification if any.
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keep pace with the ongoing technological renaissance, given the indus-
try’s quick rate of change.

The competition for domination among fintech businesses will con-
tinue, with Robo-Advisors playing a pivotal role. To tap the potential of 
this emerging sector, India must enact appropriate regulations keeping in 
mind the interdisciplinary issues of meeting the fiduciary standard, safe-
guarding personal and sensitive data, and complying with business eth-
ics/morals. By providing new and unambiguous regulatory frameworks, 
the financial sector can maximize the opportunities and benefits offered 
by these technologies.




