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MESSAGE FROM THE PATRON

It gives me immense pleasure to present the 1VVth volume of the NLIU
Journal of Business Laws, published under the aegis of the Centre for
Business and Commercial Laws (CBCL). At the outset, 1 would like to
appreciate the extensive effort and work put in by the student body of the
Centre, under the guidance and leadership of its Chairperson, Prof. (Dr.)
Ghayur Alam. The efforts of the team is reflected in the progressive
enhancement of the quality of the articles with each subsequent edition.
It is quite commendable that the journal has been able to achieve such a
standard within four editions.

In consonance with the Centre’s overarching aim, the Journal plays a
major role in generating awareness and facilitating research on a wide
spectrum of areas in the field of business and commercial laws. This
coupled with the involvement of distinguished experts in these areas in
the review process ensures that the Journal, not only contributes to
existing literature but also does so in a way that adds meaning and
refinement to the field.

Like its preceding editions, the fourth edition of the Journal also
discusses numerous significant issues in the field of corporate and
commercial laws. The growing importance of technology and
globalization in the field has been quite aptly captured. From regulatory
grey areas of fintech platforms to complications with respect to taxation
laws and competition compliances, this edition is an engaging read that
exhibits the multiplicity of perspectives in each of these fields.

The participation of the student body is integral to the growth and success
of every educational institution and CBCL has consistently stood out as

X
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a beacon for the same in the university. I am confident that the
publication of the NLIU Journal of Business Laws will not only
contribute immensely on an academic front but also make the university
stand out in the legal fraternity. | wish to extend my heartfelt appreciation
to the team at CBCL for their sincere and diligent efforts undertaken for
publishing this commendable journal and would also like to congratulate
Prof. (Dr.) Ghayur Alam without whom this edition would not have come
to fruition. 1 am confident that this Journal will leave an indelible mark
on the legal fraternity and continue to flourish in the years to come.

PROF. (DR.) SURYA PRAKASH
VICE CHANCELLOR

NATIONAL LAW INSTITUTE UNIVERSITY, BHOPAL

Xl
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MESSAGE FROM THE CHAIRPERSON

It is with great pride that we announce the publication of the fourth
volume of the NLIU Journal of Business Laws. The Centre for Business
and Commercial (CBCL) has been established with the objective of
promoting quality research and contributing to the legion of ideas in the
area of business laws. This Journal is a means to realize the desired
objective. It has helped us add to the fair and equitable regime of business
laws and to study the dynamic confluence of the academic and
transactional world represented by such laws. This volume of the journal
marks our most recent contribution to the persistent aim of creating
dialogue and propagating research.

The articles in this Issue encompass a range of contemporary topics from
Decoding Algorithmic Trading Regulation to Analysis of Pre-filing of
Offer documents in Initial Public Offering. Discussed below are brief
summaries of all the articles that have been meticulously chosen for your
kind perusal.

In Beneficial Ownership in International Taxation- A continuing saga,
Kunwar Bir Singh delves into the conflicts between the taxpayer and the
taxman in view of the challenge created by the lack of a precise definition
of ‘Beneficial Owner’, a term pivotal in Double Taxation Avoidance
Agreements (DTAAS). The author navigates how a fine balance can be
struck between a taxpayer’s right to choose a tax path favourable to
investment and the sovereign’s right to protect its tax base from abusive
tax arrangements.

The article titled Leniency Plus in India: Strengthening Cartel detection
or a step backward? authored by Pallavi Roy analyses the CCI’s

Xl
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Leniency ‘Plus’ program for firms unable to secure full immunity to share
information about other cartels for reduced penalties. The author argues
the ineffectiveness of the 'plus’ component of the program in light of the
lackluster performance of the leniency program and suggests steps to
make it more effective in detecting cartels.

In Re-Examining Writ Jurisdiction in Contractual disputes: Navigating
the Labyrinth, Nidhi Agrawal and Sukram Sharma examine the factors
leading to a contractual dispute amenable to a writ petition by providing
principled insights and contemporary case law analysis.

In Analysis of Pre-filing of Offer documents in Initial Public Offering,
Ananya Sahay and Krishna Agrawal delve into the pre-filing procedure
for offer documents, offering a comparative analysis with the
conventional IPO filing process. The likely implications of this approach
are then examined within the framework of existing jurisprudence.

In the article titled The Doctrine of Commercial Wisdom under
Insolvency and Bankruptcy Code, 2016: Issues relating to unfettered
discretion on the committee of creditors, Ayush Amar Pandey elucidates
upon the ineffectiveness of the insolvency resolution process in light of
the falling discretion of the COC. The author recommends the adoption
of the doctrine of commercial wisdom for effectively dealing with the
same.

In Decoding Algorithmic Trading Regulation: Cracking the Code for
Fair Markets, Gyanda Kakar and Sangita Sharma analyse the evolution
of algorithmic trading creating various regulatory issues for policymakers
and regulators. The authors argue for its regulation by evidencing similar
practice globally.

XHI
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The article titled Overhauling the CSR Framework — Time for a
Quintuple-Bottom-Line Approach and Expanding the Scope of CSR by
Megha Bhartiya suggests a revamp of India's CSR framework with a new
Quintuple-Bottom-Line approach, incorporating Profit, People, Planet,
Pace, and Proportionality. The article highlights the existing framework
along with proposed solutions and aims to reinvigorate the dialogue on
CSR's significance and adaptability.

In Price Parity Clauses in India: Relevance, Comparison, and Analysis
with reference to the Makemytrip and Oyo case study, Muskaan
Aggarwal explores PPCs' evolving Indian jurisprudence in light of the
MakeMyTrip case. It concludes by suggesting India learn from
international PPC regulation experiences to shape its approach.

The article Mapping the Contours — Multiple Directorships, Derivative
Action, Restraining Member-Directors for Family-Controlled Private
Companies by Sarbesh Chaudhary unravels the intricate interplay
between membership rights, director fiduciary duties, and familial
dynamics in family-controlled private firms, using the Rajeev Saumitra
v Neetu Singh case as a focal point.

In Implications of Sat’s Order in the Terrascope Ventures Ltd. Case:
Death of Disclosure-Based Regulations in India? Samaahith Addoor and
Sanjana Kattoor analyse the post-facto shareholder ratification order
propounded in the Terrascope case. The article explores its impact on
India's securities law, highlighting concerns about transparency and
regulatory effectiveness.

In Tracing the Contours of Material Adverse change under Mergers and
Acquisitions transaction, Bhimireddy Chamanthi explores Material
Adverse Change clauses in M&A, allowing exit due to unforeseen
adverse changes. This author highlights MAC's role, advantages, and its

XV
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impact on M&A agreements during the Covid-19 pandemic.

Finally, in Fractional Ownership of Property in India and the Inevitable
need for legislation, Benaisha Hansotia discusses the concept of
fractional ownership of property which emerges in India without clear
legislation leading to regulatory conflicts and ambiguities. The article
highlights SEBI’s role is exploring regulation through REITs Regulations
to protect investors and clarify the landscape.

These articles aim to contribute to the ongoing discourse on corporate
and commercial laws. We owe our gratitude to Hon’ble Acting Chief
Justice Mr. Ravi Shankar Jha, Madhya Pradesh High Court — Patron-in-
Chief of this Journal, for his encouragement and guidance, Prof. (Dr.) S.
Surya Prakash, our Vice-Chancellor and Patron, who has been a constant
source of support and inspiration. We appreciate the Board of Advisors
for their dedicated time and the contributors whose efforts have made this
Issue possible.

The dedication and unrelenting hard work of the members of the Peer
Review Board and the student body of CBCL must not go amiss. The
members of CBCL have worked tirelessly to sift through the
overwhelming number of submissions and finalise a collection of articles
written by seasoned authors, well versed in the corporate laws. With this,
we present before you the fourth volume of NLIU Journal of Business
Laws. We welcome all suggestions, comments, and criticism eagerly.

XV
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BENEFICIAL OWNERSHIP IN INTERNATIONAL
TAXATION- A CONTINUING SAGA

Kunwar Bir Singh*
ABSTRACT

The term ‘Beneficial owner’ is a Double Taxation Avoidance Agreement
(DTAA) concept, but no treaty has ever expounded the definition of the
term. A dispute has arisen between tax authorities of contracting states
and foreign taxpayers with respect to the meaning of ‘beneficial
ownership’ in tax law. Despite numerous attempts by tax stalwarts and
the OECD, the meaning remains ambiguous, which has detrimental
effects on the functioning of tax treaties and which ultimately leads to
the denial of benefits to non-resident taxpayers. The last decade has seen
a paradigm shift in global sentiment on what should be the core theme
of international tax policy as countries are turning protectionists to
secure their tax bases by placing strict anti-avoidance rules in their
domestic tax laws. Certain points of friction are bound to rise when
beneficial ownership is seen in the light of these anti-tax avoidance
regimes. This paper analyses the conflicts between the taxpayer and the
taxman in view of the definitional challenges and how can a fine balance
be struck between a taxpayer’s right to choose a tax path favourable to
investment and the sovereign’s right to protect its tax base from abusive

* The author is a practising lawyer at the Delhi High Court and the High Court of Punjab
& Haryana, and Chandigarh.
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tax arrangements.

I. INTRODUCTION

The concept of ‘beneficial ownership’ owes its genesis to all the bilateral
tax treaties negotiated between nations and conventions like Model
Double Taxation Convention and OECD’s Model Tax Convention on
Income and on Capital (hereinafter referred to as “OECD MTC”),
which inter alia provides explanations as to the intent and purpose
behind this term.! The phrase ‘beneficial owner’ appears in both the
Conventions, where it deals with incomes such as Dividend, Interest,
Royalties, and Fee for technical services (FTS).2 Upon the subjective
satisfaction of the beneficial ownership condition by revenue authorities,
taxpayers can avail beneficial tax rates as available under the tax treaties
in respect of the aforementioned incomes.® The term itself poses a huge
challenge to taxpayers, as we can see in the wake of recent orders passed
by various assessing officers who have denied benefits by concluding

! United Nations, Committee of Experts on International Cooperation in Tax Matters
(18 Session), ‘Update of the UN Model Double Taxation Convention between
Developed and Developing Countries -Beneficial Ownership’, (April 2019) <available
at: available at:
https://www.un.org/development/desa/financing/sites/www.un.org.development.desa.
financing/files/2020-04/18STM_CRP10-Update-UN-Model-Double-
Taxation_Beneficial-Ownership.pdf> accessed 19 September 2022.

2 P.V.S.S. Prasad, ¢’ Beneficial Ownership”- OECD’s Clarifications and
Jurisprudence’ (February 2014) [2013] 9 ILT 463

3 World Bank, Stolen Asset Recovery Initiative, ‘Guide to Beneficial Ownership
Information in India: Legal Entities and Legal Arrangements’ (October 2018)
<available at:available at: https://star.worldbank.org/sites/default/files/2018-10-
18_india_bo_country guide_-_final.pdf> accessed 19 September 2022.
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that the cases do not support the “Beneficial Ownership” (hereinafter
“B0O”) condition.* Various domestic courts have taken the responsibility
to reconcile these differences by taking recourse to the canon of
interpretation in the Vienna Convention on the Law of Treaties
(hereinafter “VCLT”) and the autonomous and dynamic interpretation
presented by the Organisation for Economic Co-operation and
Development in its Commentary to the OECD Model Tax Convention
on Income and on Capital.> Despite more than 50 years of attempts to
clarify the concept of BO, its meaning and scope remain ambiguous, not
only among tax authorities and courts but also among scholars.

The justified criticism given by the OECD is that despite the lack of a
precise and holistic approach to the clarification of the meaning of BO,
the practical importance of the concept is not diminished.®
Unambiguously, the OECD commentary explains that the term BO is
not to be understood in a narrow technical sense but in the light of the
object and purpose of the Convention, including avoiding double
taxation and the prevention of fiscal evasion. The paper is divided into

4 Lakshmikumaran & Sridharan, ‘Yearly Round Up 2021’ (2021) <available at:
https://www.lakshmisri.com/MediaTypes/Documents/Yearly Round up_ 2021 1647
243646.pdf> accessed 20 September 2022.

> OECD, 2017 Update to the Model Tax Convention on Income and on Capital
(adopted by OECD Council on 21 November 2017) <available at:
https://www.oecd.org/tax/treaties/oecd-approves-2017-update-model-tax-
convention.htm> accessed 21 September 2022.

® Financial Action Task Force, ‘Guidance on Transparency and Beneficial Ownership’
(October 2014) <available at: https://www.fatf-
gafi.org/media/fatf/documents/reports/guidance-transparency-beneficial-
ownership.pdf> accessed 19 September 2022.
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five parts. Part | lays the jurisprudence regarding the definitional
challenges one encounters related to BO. Part 11 further elaborates upon
this and introduces overarching principles that are considered by courts
and tribunals while dealing with BO clause cases. Part Il deals with the
jurisprudence evolved through the literature produced by the tax experts
and commentaries regarding the BO. Part 111 will decipher the balance
that needs to be maintained between a taxpayer’s right to choose a non-
abusive tax path most favourable to investment and the country’s right
to protect its base from abusive arrangements in light of the upward trend
seen in cross-border investment. Part IV presents an in-depth case study
regarding the recent Holcim-Adani deal, taxability issues and the
interplay of General Anti-Avoidance Rules (hereinafter referred to as
“GAAR?”) vis-a-vis the BO concept as observed by the court/tribunal
while adjudicating the case. Part VV addresses the judicial doctrines
propounded and states how the Indian GAAR system deviates from the
internationally accepted anti-avoidance principles. Part VI concludes.

Il. PART I - BENEFICIAL OWNERSHIP- AN
OSCILLATING DEFINITION

The definition of Beneficial Ownership bristles with ambiguity. It plays
a crucial role in determining whether a recipient of income qualifies for
certain benefits under the Double Taxation Avoidance Agreement. BO
under tax treaties is a specific anti-abuse rule incorporated to target
specific instances of tax treaty shopping involving the use of agents/
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nominees/ conduits, i.e., entities which act as mere administrators or
fiduciaries of income and have no substance of their own.” From an
Indian perspective, the concept of BO has gained even more prominence
with the abolishment of the dividend distribution tax on companies,
whereby the dividend is now taxable in the hands of investors with effect
from 1 April 2020.8 The tax rate for a non-resident prescribed under the
provisions of the Income-tax Act, 1961 (‘Act’) is 20% (plus applicable
surcharge and health and education cess), while most of India’s tax
treaties typically provide a tax rate of 5-15% subject to BO and certain
other shareholding related conditions.® Thus, foreign investors exploring
to avail benefits under the tax treaty could be required to fulfil the BO
criteria. But the lack of a holistic definition has added to the miseries of
non-residents and has resulted in prolonged litigation.°

The meaning of BO is imprecise and fact sensitive, and both these
attributes have been aptly articulated by Mr. Johann Hattingh as he says:

“There is probably no perfect, well-described and all-encompassing

" Daniel Blum, ‘Treaty shopping and prevention in a post-BEPS world: Part I’
(September 2017) <available at: https://www.internationaltaxreport.com/investment-
and-indirect-taxes/treaty-shopping-and-prevention-in-a-post-beps-world-part-i-
126400.htm> accessed 20 September 2022.

8 Vijaykumar Puri, ‘The Beneficial Ownership Saga” (2020) Foundation for
International Taxation <available at: https:/ffitindia.com/essay-competition-2020/>
accessed 22 September 2022.

o PWC, ‘Corporate: Withholding Taxes’<available at:
https://taxsummaries.pwc.com/india/corporate/withholding-taxes> accessed on 29
September 2022.

01d. (n 6).



NLIU JOURNAL OF BUSINESS LAWS VOLUME IV

definition of beneficial ownership waiting to be discovered in a certain
case or in an experienced authority. The term beneficial owner is rather
like a chameleon, taking colour from the content of the personal property
to which it is attached as its label. It is not in the nature of the chameleon
to nail its colours to the mast.”*?

Therefore, it can be seen that the meaning of BO in international and
domestic laws is extremely susceptible to different understandings and
applications. Depending on peculiar facts and circumstances, this
concept takes on different roles, and its application leads to different
consequences. Tax authorities may rely on the plasticity of BO to give
to it a meaning that ultimately permits them to levy withholding tax
(hereinafter “WHT”) so that they can dismiss the claims of the taxpayer
who would have been otherwise eligible under the treaty provisions.'?
The dominant role of the term will arise from its meaning that best suits
the more pro-fiscal needs of the tax authorities. But the imprecise nature
has not prevented courts/ tribunals from giving reliefs to the assessees
when a genuine case in favour of them can be made out.

Considering the fact that the Indian Income Tax Act of 1961 does not

11 Johann Hattingh, ‘Beneficial Ownership and Double Tax Conventions, Part II’ in:
De-Koker, Alwyn and Brincker, Emil (eds), International Tax (2009) LexisNexis.
Cited after: Du Toit, Charl P., ‘The Evolution of the Term “Beneficial Ownership™’ in
Relation to International Taxation over the Past 45 Years’, (2010) 64 Bulletin for
International Taxation, sec. 3.2.1.

12 Jinyan Li, ‘Beneficial Ownership in Tax Treaties: Judicial Interpretation and the
Case for Clarity’ (2012) Comparative Research in Law & Political Economy <available
at: https://digitalcommons.osgoode.yorku.ca/clpe/4/ >accessed 20 September 2022.
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provide us with a definition of BO, the challenge that confronts us is
whether it would be plausible to resort to other similar intentioned terms
from other laws.

A. THE COMPANIES ACT, 2013

The mandate of Section 90 of the Companies Act 2013 provides for
identifying the natural persons who can be regarded as significant
beneficial owners (hereinafter “SBO”) of the reporting entity where the
parameters are in line with a certain threshold of shareholding,*® control
over the reporting entity or significant influence over the reporting
entity.}* A pertinent question does arise whether there is any similarity
between the definition of SBO as given in the Companies Act, 2013 and
the interpretation of beneficial ownership under the treaty.™® As we have
argued above that the term, BO needs to be given a wider internationally
accepted meaning and reference to domestic law by virtue of Paragraph
2 of Article 3 of the Model Tax Convention, which is suitable only in
circumstances when the meaning therein aligns with the international

13 CS Vinita Nair, ‘Identification of Significant Beneficial Ownership in Companies’
(March 2019) [2019] 103 taxmann.com 323.

14 Deloitte, Regulatory Alert, ‘Significant Beneficial Ownership- Lifting of Corporate
Veil’ (2019) <available at:
https://wwwz2.deloitte.com/content/dam/Deloitte/in/Documents/tax/Regulatory%20Al
ert/in-tax-regulatory-alert-sbo-companies-significant-beneficial-owners-amended-
rules-2019-noexp.pdf> accessed 21 September 2022.

15 OECD, ‘Clarification of the Meaning of “Beneficial Owner” in the OECD Model
Tax Convention: Response from IBFD Research Staft” (14 July 2011) <available at:
https://www.oecd.org/tax/treaties/48413407.pdf> accessed 22 September 2022.
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autonomous meaning.'® The reason for giving primacy to the definition
contained in the bilateral tax treaties based on the Model Tax Convention
is that it has been concluded, taking into consideration the peculiar state
of negotiations done by both contracting parties. In light of this, another
query which assumes significance is whether the reference to domestic
law in Article 3(2) of the Model Convention refers to domestic taxing
statutes only or whether a reference to other laws!’ is permitted as well,
viz. corporate laws,*® General Clauses Act etc.® As per Klaus Vogel’s
Commentary, where reference to domestic law is made as per Article
3(2), reliance is placed not only on tax laws but also on other laws;
however, in case of conflict in other definitions, the definition under tax
laws takes precedence.?’ But there is a dispute surrounding the
decisiveness of the domestic law of the State of source as against that of

16 OECD, “Atrticles of the Model Tax Convention with respect to Taxes on Income and
on Capital’ (21 November 2017) <available at:
https://www.oecd.org/ctp/treaties/articles-model-tax-convention-2017.pdf> accessed
22 September 2022.

17 CA Kanwal Gupta, ‘Concept of Beneficial Ownership under Different Acts’ (August
2018) [2018] 96 taxmann.com 387.

18 Novojuris Legal, ‘Significant Beneficial Ownership: Who is The Real Owner of
Shares’ (September 2018) <available at:
https://www.mondag.com/india/shareholders/737358/significant-beneficial-
ownership-who-is-the-real-owner-of-the-shares> accessed 20 September 2022.

19 Mario Mendez, ‘The Legal Effects of Treaties in Domestic Legal Orders and the
Role of Domestic Courts’, (Oxford, 2013; Online edn, Oxford Academic, 23 May
2013) <available at: https://doi.org/10.1093/acprof:0s0/9780199606610.003.0002>
accessed 23 September 2022.

20 Klaus Vogel, ‘On Double Taxation Conventions’ in Reimer, E. and Rust, A (eds)
(London: Kluwer Law International, 4th edition, 2014).
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the State of residence of the recipient should be the decisive factor. As
per the US and Switzerland's position, it is the State of source that is
decisive.?! A different position can be taken based on the term ‘paid to’;
the domestic law of the State of residence of the recipient should be the
deciding factor.?? Hence Vogel has cautioned us against using the
domestic law interpretation, and he feels that the term must be
interpreted autonomously within the context of the treaty. Therefore,
according to him, none of the domestic laws of the contracting states are
relevant for interpretation.

Having said the above, we can argue that the concept of SBO under the
Companies Act 2013 may not be relevant at all for determining the
beneficial ownership under tax treaties because of the following reasons:

1. The UN and OECD Commentaries affirm that the concept of BO in a

2 In respect of Switzerland, see R. Matteotti & F.M. Sutter, ‘Switzerland: Beneficial
Ownership and EU Law’ in Lang, Pistone, Schuch, Staringer & Storck (eds), Beneficial
Ownership: Recent Trends (2013) at 52-54. Also see Federal Tax Appeals Commission
of 3 March 2005, X Holdings App:1973 DTC Switzerland/Denmark. In respect of the
US, see Y. Brauner, ‘Beneficial Ownership in and outside US Tax Treaties’, in Lang,
Pistone, Schuch, Staringer & Storck (eds), Beneficial Ownership: Recent Trends
(2013) at 143-144. Also see United States Model Technical Explanation
Accompanying the United States Model Income Tax Convention of 15 November 2006
at 32, 39, 42.

22 Avery Jones, Richard Vann & Joanna Wheeler, ‘OECD Discussion Draft
“Clarification of the Meaning of ‘Beneficial Owner’ in the OECD Model Tax
Convention”)<available at:  https://www.oecd.org/tax/treaties/48420432.pdf >
accessed 21 September 2022; B. Arnold, ‘The Concept of Beneficial Ownership under
Canadian Tax Treaties’, in Lang, Pistone, Schuch, Staringer & Storck (eds), Beneficial
Ownership : Recent Trends (2013) at 48-49.
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treaty is different from the meanings attributed to the term for
identification of natural persons who own the assets as per the relevant
domestic laws of the state;?

2. Adopting the concept of SBO in tax treaties will imply the lifting of
the corporate veil for all corporate structures.?*

3. The intent behind the introduction of SBO under the Indian corporate
law was to identify the ultimate controllers of a corporate entity as
artificial persons under the law. Such intent does not seem to be in line
with the context in which the term ‘beneficial ownership’ is understood
in treaties to counter tax avoidance and treaty shopping.?

The position has been confirmed by the 2011 OECD discussion draft
paper that the term BO is an international term and that a domestic
meaning is only relevant to the extent that it is consistent with the general
guidance included in the OECD Model Tax Commentary. Hence no
other domestic law needs to be resorted to for the interpretational
conundrum. International tax authors have painstakingly tried to
undertake the entrepreneurial journey to give us the ‘core’ of the concept
of BO as businesses face a new economic reality.

2 OECD, ‘Discussion Draft “Clarification of the Meaning of *Beneficial Owner’ in the

Model Tax Convention” (2011) <available at:
https://www.oecd.org/ctp/treaties/47643872.pdf> accessed 23 September 2022.

21d. (n 7).

2 d. (n 16).
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1. PART IlI- DECIPHERING THE CONTEMPORARY
APPROACH TO BENEFICIAL OWNERSHIP

The concept of BO was first envisaged in 1942 and has evolved over
time.?® It was first introduced in the US — Canada tax treaty’s Article
related to Dividend order to ensure that the concessional tax rate on
dividend distributed by a subsidiary to a parent company is available
only if the subsidiary is bonafide and engaged in active business.?’
Subsequently, it was incorporated in the US- UK tax treaty of 194528 and
treaties of other countries.?® It has also been argued that this concept was
never necessary.® In the arena of the OECD Model Convention (MC),

% Richard Vann, ‘Chapter 19’ in Michael Lang and Pasquale Pistone et. Al. (eds.),
Beneficial Ownership: Recent Trends (August 2013) 271-272.

27 Canada-United States Tax Convention (signed 1942, adopted 16 August 1984).

28 United States-United Kingdom Income Tax Convention (entered into force 25 April
1980).

2 Richard (n 27).

30 Avery Jones, ‘The Beneficial Owner Concept Was Never Necessary in the Model’
in Lang, Pistone, Schuch, Staringer & Storck (eds), Beneficial Ownership: Recent
Trends (2013) at 333-339, who illustrates that under the rather unique former UK tax
laws, it was possible that a person could be taxed as receiving domestic income without
being entitled to it. This was not the case in respect of foreign income. Examples would
be a nominee or a trustee where the beneficiary is entitled to the income as it arises.
Nominees and trustees were liable to tax because they would be taxable if they received
domestic income, but were not liable to tax on foreign income. As a result, a Third state
resident, by interposing a UK resident nominee or trustee, could use UK tax treaties to
reduce Source state taxation in the Treaty Partner state without paying UK tax. At that
time, the second sentence of provisions similar to Art. 4(1) OECD MC was not included
in the DTCs. By introducing this sentence in the 1977 OECD MC, according to Avery
Jones, the UK tax treaty shopping problem disappeared. The nominee and trustee were
no longer a treaty resident and no abuse was possible. As far as the UK is concerned,

-11 -
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the concept was introduced for the first time in 1977 to allay the
apprehension that the benefit of the treaty may be obtained by a bare
nominee or an agent or a conduit with narrow powers; especially with
respect to passive income like interest, dividend, royalties.!

In DTAA parlance, treaty shopping is referred to as an interposition of
entities in jurisdictions that have a more beneficial tax treatment as
compared to the home jurisdiction, and this is achieved by setting up
entities in favourable tax jurisdictions and shifting the assets that confer
the right to collect these dividends, interests and/or royalties to such
jurisdictions.®? Accordingly, this concept was introduced in the DTAA
dealing with the aforementioned sources of passive income to clarify the
meaning of the word “paid to a resident”.*® The cardinal principle was
to clarify that the source state was not obliged to give up taxing rights
over passive income merely because the recipients were residents of a
treaty jurisdiction unless they were also the BOs of such income. The

Jones upholds that the concept was never required.

31 OECD, ‘Model Tax Convention on Income and Capital’ (1977) <available at:
https://www.oecd-ilibrary.org/taxation/model-double-taxation-convention-on-
income-and-capital_9789264055919-en> accessed 21 September 2022.

%2 For instance, say company X (based in Country X) earns income from Company Y
(based in Country Y). Country X and Y have signed a DTAA which is in favour of
Country Y as compared to a DTAA signed between Country X and Z. If Company X
were to resort to treaty shopping, it would incorporate a subsidiary company (Company
Z) in Country Z and route the transaction with Company Y through this subsidiary.

3 Dhruva Advisors, “Beneficial Ownership- A Brewing Controversy”, (30 April 2018)
<available at:
https://www.dhruvaadvisors.com/insights/files/Dhruva_DTA_Beneficial_Ownership
_Alert.pdf > accessed on 24 September 2022.
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term ‘BO’ is applied to differentiate legal ownership from economic
ownership in circumstances where the legal owner is not the economic
owner of an asset (owing to contractual or legal obligations or by
conduct).® In a strict legal/technical sense, with respect to any asset of
a company/body corporate, all rights in the asset, by operation of law,
typically belong in absolute terms to the legal owner being such
company/body corporate.® In order to target such treaty abuses, specific
articles were amended to provide that treaty concessions would be
applicable only if the BO of such income was a resident of the treaty
country. The Convention was subsequently amended in the year 2012,
specifically the Articles relating to dividend, interest and royalties. The
2012 OECD discussion draft included a more positively formulated
definition of a beneficial owner. For the purpose of understanding, this
paper shall focus on the dividend only.

A. DIVIDEND

In the context of dividends, the OECD clarification related to the Model

34 Reimer, ‘How to Conceptualize Beneficial Ownership’, in Lang, Pistone, Schuch,
Staringer & Storck (eds), Beneficial Ownership: Recent Trends (2013) at 261-262.

35 CA Hitesh Kothari, ‘Analysis of Dividend Distribution Tax and TDS on Dividend’
(2020) <available at: https://taxguru.in/income-tax/analysis-dividend-distribution-tax-
tds-dividend.html> accessed on 24th September 2022.

3% OECD Model Tax Convention ‘Revised Proposals Concerning the Meaning of
“Beneficial Owner” in Articles 10, 11 and 12° (2012) <available at:
https://www.oecd.org/ctp/treaties/Beneficialownership.pdf>  accessed on 24
September 2022.

-13-



NLIU JOURNAL OF BUSINESS LAWS VOLUME IV

Convention of 2011 provided that:

The recipient of a dividend is the “beneficial owner” of that dividend,
where he has the full right to use and enjoy the dividend unconstrained
by a contractual or legal obligation to pass the payment received to
another person.3’

Such an obligation might be derived from relevant legal documents, but
it can be based on facts and circumstances showing the substance of the
right. The use and enjoyment of the received dividend by the investor
recipient have to be distinguished from the strict legal form which
ensures the right of dividend on the basis of agreements. The OECD
language seems to be highly inspired by the UK Indofood case.®® The
draft left open whether a recipient qualifies as BO if he did not have the
full right to use and enjoy the income and could not be put on par with
an agent or anominee. Therefore, the 2011 draft considered the extremes
but not the categories in between.®® The 2012 draft removed the word
“full” from the phrase ‘the full right to use and enjoy the income’.*°
Therefore, in the context of dividends, a recipient will be considered as

3T OECD, ‘Clarification of the Meaning of the “Beneficial Owner’ in the OECD Model
Tax Convention’ (2011), proposed no. 12.4 OECD MC 2010 Comm. On Art. 10
<available at:https://www.oecd.org/ctp/treaties/Beneficialownership.pdf> accessed 22
September 2022.

38 Infofood International Finance Ltd. V. JP Morgan Chase Bank NA London Branch
(2006) EWCA Civ 158.

% R. Vann, ‘Beneficial Ownership: What does History (and Maybe Policy) Tell Us’,
in Lang, Pistone, Schuch, Staringer & Storck (eds), Beneficial Ownership: Recent
Trends (2013) at 304-305, 307.

40 Klaus (n 20).
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a BO of the dividend if, based on the peculiar facts, it can be shown that,
in substance, “the recipient of a dividend does have the right to use and
enjoy the dividend unconstrained by a contractual or legal obligation
to pass on the payment received to another person.*!

It is unclear whether the obligation must owe its origin to facts or
whether the facts and circumstances may serve as a tool to prove the
existence of a legal obligation in the first place.* But keeping in mind
what Vogel said, the second option can be considered to be the relevant
one because the first one may lead to a factual obligation and not a legal
obligation. The position has been confirmed by the further revision in
the draft done in 2014, in which it states that the reference to the
obligation that ‘may also be found to exist on the basis of facts and
circumstances’ is appropriate ‘because contracts and formal legal
obligations may not always reflect reality and thus it is appropriate to
look at facts and circumstances.*®

Now taking into consideration the second leg of the definition (as
modified in 2012), “that obligation must be related to the payment
received”, it was seen that the 2012 modification focused on the fact that

41 OECD MTC (n 37).

42 Wolters Kluwer, ‘Klaus Vogel on Double Taxation and Conventions’ 5th edn (2008),
Vor Arts 10-12 at m.nos 18-19, argued in the era before the discussion drafts that not
only juridical but also factual lack of freedom can lead to the conclusion that a person,
or an entity is not a beneficial owner of the income.

43 OECD, ‘2014 Update to the OECD Model Tax Convention at 2’ (2014) <available
at: https://www.oecd.org/tax/treaties/2014-update-model-tax-concention.pdf>
accessed 22 September 2022.
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the obligation did not include the legal/contractual obligation unrelated
to the payment received, despite the fact that those obligations could
effectively result in the recipient using the payment received to satisfy
them. However, in 2014 it was shown by tax experts that a clarification
was needed with respect to the references ‘related’ and ‘unrelated’.** It
explained that an obligation to pass on the payment received does not
“include a contractual or any legal obligation that is not dependent on
the receipt of the payment and which the direct recipient has a
debtor....”. Therefore, it can be said that according to OECD, an
assessment has to be made for each person receiving payment and
whether, in respect of that payment, a legal obligation exists to transfer
it to another person. If it is conditional, then the direct recipient will not
qualify as a beneficial owner of the received payment.

After all the modifications in the definition of a beneficial owner in the
last decade, according to Vogel, the following factors have been
considered to be the most decisive. A beneficial owner is one who is free
to decide (1) whether or not the capital or other assets should be used or
made available for use by others or (2) how the yields therefrom should
be used, or (3) both.* These factors boil down to saying issues of control
are the most important factor in this context. But this has been challenged
by Du Toit as he says that the benefit of receiving a dividend is more

4 International Tax Review, ‘Beneficial owner Proposals: Not so Beneficial’
<available at:
https://www.internationaltaxreview.com/article/2a69n6uke8fdaw4z7fchs/beneficial-
owner-proposals-not-so-beneficial> accessed on 30 September 2022.

4 Vogel, 3rd edn. Preface to Arts 10-12 at m.no. 9.
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important than the control exercised over the decisions to declare a
dividend, and because of this,* Vogel supplemented his view by stating
that if his criteria do not lead to a univocal answer, other ownership
attributes must be taken into account as argued by Du Toit. De Broe
argued that when defining beneficial owner in the context of OECD MC,
the focus has to be on ownership of income and then on attributes of
ownership.*” Reimer suggested a two-tier approach of payment-related
and asset-related criteria that are equally powerful, but none of the
approaches have an absolute value.*

Therefore, the safest answer to the definition of a beneficial owner is ‘the
person who is the economic owner of the income that is the recipient
whose property has benefitted from the income, taking into
consideration all directly connected receivables and liabilities’. A
conduit will only be the beneficial owner as far as it concerns the part of
the income, and the person who is getting benefitted from the remainder
of the income through the conduit will be the BO in that context.*® It is
possible that in a chain of persons, more than one person is a conduit.
With this definition, not only two elements of the term ‘beneficial
owner’ are taken into account, but also its nature as an anti-avoidance
measure countering some forms of tax avoidance.>

46 Klaus (n 20).

47 De Broe, ‘International Tax Planning and Prevention of Abuse’ (IBFD August 2008).
8 1d. (n 34).

49 CA Yogesh Mittal, ““Beneficial Ownership” a Concept evolving amid the Global
Tax Laws’ (October 2020) [2020] 120 taxmann.com 250.

%0 Klaus (n 20).
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Aggressive practices of taxpayers continuously test the tolerance limits
of the judicial system, which seeks to accord them greater latitude to
balance their rights against tax as a manifestation of the sovereign’s
rights. Granted, the government needs tax revenue to meet the heavy
obligations that are cast on it running a welfare state. Levying tax in the
right way is an art that is difficult to master. The next part analyses and
assesses how tax administrations around the world have been seeking
greater empowerment and flexibility to address the challenges posed by
tax avoidance, which often hinges upon colourable devices and complex
investment structures, and the judiciary’s fine-tuned approach to
maintain a semblance of balance between a taxpayer’s right to choose
the most favourable tax state and the state’s right to protect its tax base.

IV.PART IIl - THE THIN DIVIDING LINE BETWEEN
TAXPAYER’S RIGHT AND TAXMAN’S RIGHT

Before burying our heads into the vast ocean of jurisprudence
demystifying the problems associated with the meaning of BO, it is
essential to understand why this term is of primal importance. To answer
this question, we need to understand the convoluted connections
between foreign direct investment and its returns, which are typically
paid in the form of dividends, interests and royalties, and withholding
taxes. A cursory glance at these aspects sets the stage for the importance
of the issues related to the interpretation and application of BO in light
of the recent multi-billion-dollar deal between two large corporate
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conglomerates that have gone untaxed.

A. INTERACTION BETWEEN FOREIGN INVESTMENTS AND
WITHHOLDING TAXES

With globalization and the fast removal of trade barriers, capital markets
across financial hubs are also becoming integrated across borders. In
addition to firms directly investing through their subsidiaries abroad via
the foreign direct investment route, individual and institutional investors
are increasingly investing in shares of foreign companies. Virtually all
governments are keen to attract FDI. It can help in generating new jobs,
bring in new technologies and consequently, promote growth and
employment in the state.® The resulting net increase in domestic income
is shared with the government through taxation of wages and profits of
foreign-owned companies and possibly other taxes on business.>? The
IMF has presented very calculable data on foreign direct investments
(‘FDIs*®) in its recent Co-ordinated Direct Investment Survey.

1 OECD Policy Brief, ‘Tax Effects on Foreign Direct Investment’ (2008) <available
at:  https://www.oecd.org/daf/inv/investment-policy/40152903.pdf> accessed 24
September 2022

52 |bld.

8 According to the OECD’s nomenclature, FDI refers to the direct or indirect
ownership of 10 per cent or more of the voting power of an enterprise resident in one
economy by an investor resident in another economy. This, in the OECD’s view,
implies a long-term relationship between the direct investor and the direct investment
enterprise and a significant degree of influence on the management of the enterprise
and serves statistical consistency across countries. OECD, Benchmark Definition of
Foreign Direct Investment. Fourth Edition, (2008) Paris, para 117. Cf. IMF, Balance
of Payments and International Investment Position Manual, Sixth Edition (BPM6),
(2009) Washington, D.C., paras 6.8-6.10 for a definition of FDI and para. 6.54 for the
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According to it, the top five major countries in the world in respect of
outward FDIs are the USA, the Netherlands, Luxembourg, China, and
the UK, at USD 5.959, 5.582, 4.395, 2.198, and 1.895 trillion,
respectively.® In the vast majority of cases, the returns that are received
by foreign taxpayers from such investments fall within the withholding
tax regimes of those countries.®® Even India’s FDI inflows have
increased substantially in the last few years, and now they stand at US$
81,973 million,*® a 10% increase over the previous financial year, and
the aforementioned countries form a major chunk. According to the
World Investment Report 2022,° India was ranked eighth among the
world's major FDI recipients in 2020, up from ninth in 2019. This raises
a very pertinent question as to whether or not the recipients of these
enormous profits from foreign investments made in India that typically
‘flow through the aforementioned countries are their Beneficial owners.
If the answer is negative, then many investment host countries across the

definition of portfolio investment.

% IMF, ‘Co-ordinated Direct Investment Survey (CDIS) The latest update’ (12
September 2020) <available at: https://data.imf.org/?sk= 40313609-F037-48C1-
84B1-E1F1CE54D6D5&sId=1482249019300> accessed 25 September 2022

% OECD, FDI Stocks (2022) <available at: https://data.oecd.org/fdi/fdi-
stocks.htm#:~:text=The%20inward%20FDI%20stock%20is,long%2Dlasting%20link
s%20between%20economies> accessed 24 September 2022.

% India Brand Equity Foundation, ‘FDI Inflows Report The latest update’ (August
2022) https://www.ibef.org/economy/foreign-direct-
investment#:~:text=India's%20FDI1%20inflows%20reached%20record,up%20from%
20ninth%?20in%202019 accessed 24 September 2022.

UNCTAD, World Investment Report 2022  <available at:
https://unctad.org/webflyer/world-investment-report-2022> accessed 25 September
2022.
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world may challenge the exemptions or reduced WHT in relation to the
payments of profits to entities established in such countries,*® which may
be considered conduits. The stakes are huge as the rates of WHT as per
the treaties are very lower in comparison to the domestic WHT rate.*

Given that the Netherlands, Luxembourg and the UK are considered
intermediary jurisdictions facilitating tax treaty as well as investment
treaty shopping, the Indian tax authorities may instantly ‘smell’ that
direct payments made from their country to these entities from the
aforementioned jurisdictions deserve special attention during WHT
audits.®® Taxpayers should not be swamped by the wide coverage or the
scope of treaty shopping tainted elements, but a balanced approach is the
need of the hour which is inadvertently missing in the OECD’s MTC®!
but has been beautifully captured in the following words by the Supreme
Court of India in the Azadi Bachao Andolan case which merits producing
the verbatim:

Many developed countries tolerate or encourage treaty shopping, even if

%8 Sanjay Tolia, Price Waterhouse Cooper, ‘India: Corporate Withholding Taxes’ (May
2022) <available at: https://taxsummaries.pwc.com/india/corporate/withholding-
taxes> accessed 24 September 2022.

% Deloitte, ‘International Tax Source: Tax Treaty Rates’(2022) <available at:
https://dits.deloitte.com/App/Views/PopUpWindow.html?pageName=taxTreaties>
accessed 24 September 2022.

60 Blazej Kuzniacki, ‘Beneficial Ownership in International Taxation ‘(Edward Elgar
Publishing 2022).

61 Nishith Desai Associates, ‘India’s MLI Positions: Impact on Availing Treaty
Benefits’ (July 2017) <available at:
http://www.nishithdesai.com/fileadmin/user_upload/pdfs/Research_Papers/India_s_
MLI_Positions.pdf> accessed 25 September 2022.
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it is unintended, improper or unjustified, for other non-tax reasons,
unless it leads to a significant loss of tax revenues. Moreover, several of
them allow the use of their treaty network to attract foreign enterprises
and offshore activities. They are able to grant tax concessions
exclusively to foreign investors over and above the domestic tax law
provisions. A holistic view has to be taken to adjudge what is perhaps
regarded in contemporary thinking as a necessary evil in a developing
economy.5? (emphasis added).

B. RIGHTS OF TAXPAYERS AND TAXMAN- AN IMBROGLIO

The last decade has seen a huge shift in global sentiments on what should
be the real focus of tax planning. Before one proceeds to answer this, it
must be made clear upfront that sham acts or transactions cannot be
countenanced. It is but an obvious fact that every taxpayer is entitled to
arrange his affairs such that it results in minimum aggregate tax outgo.%
Whether there are anti-avoidance rules in place or not, it can never be
the case that tax planning activity itself becomes otiose. The oft-quoted
excerpt in any write-up on anti-avoidance is worth mentioning here also:

Every man is entitled, if he can, to order his affairs so that the tax
attaching under the appropriate Acts is less than it otherwise would be.

82 Union of India and another v. Azadi Bachao Andolan and another, 2003-(263)-1TR-
0706-SC, 6 ITLR, 2003, 233.

8 P.V. Srinivasan, ‘Has Tax Planning Become a Taboo’ in General Anti-Avoidance
Rules: The Final Tax Frontier? Indian and International Perspectives (Thomson
Reuters 2021).
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If he succeeds in ordering them so as to secure this result, then, however
unappreciative the Commissioners of Inland Revenue or his fellow tax-
payers may be of his ingenuity, he cannot be compelled to pay an
increased tax.%*

Tax law does not prohibit any taxpayer from a choice between different
legal alternatives to reach factual objectives that are identical or very
similar but with different tax consequences.®® Hence, depending on the
legal choice made by the taxpayer, the same factual objective will result
in a lower or higher tax burden.®® For this reason, the practice of using
intermediaries to avoid or reduce WHT stem from exercising one of the
most fundamental and universally recognised taxpayer’s rights, namely
the right to choose the execution of legal actions in accordance with the
law in such a way that it leads to the least possible taxation.” Such
practices are accepted by legislatures and courts, even at the highest
levels.®® This is because there is no de lege gata legal norm that would
consider unlawful the behaviour of a taxpayer aimed at avoiding or

8 Inland Revenue Commissioners v. Duke of Westminster [1936] AC 1 (HL).
% Frans Vanistendael, ‘Legal Framework for Taxation’, in: Thuronyi, Victor (ed.), Tax
Law Design and Drafting, (1996) IMF, 45.

% 1d. (n 50).
7 OECD, ‘Fundamental Principles of Taxation: Addressing the Tax Challenges of the
Digital Economy’ (2014) <available at: https://www.oecd-

ilibrary.org/docserver/9789264218789-5-
en.pdf?expires=1665138370&id=id&accname=guest&checksum=6EEA9E57845F16
8D4A1564BEFFE788B3> accessed 25 September 2022.

8 Philip Morris Ukraine K/800/17761/14 High Administrative Court [Ukraine] (29
May 2017); Audiencia Nacional [Spain] 18 July 2006, 1110/2003, Real Madrid F.C;
Supreme Court [South Korea] 11 July 2013, KT, 2011 du 4011.
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reducing taxation.%® However, there is a limitation to this behaviour as
soon as the abuse of preferential treatment begins. There are no
straightforward answers, and this was neatly explained by the Advocate
General at the Court of Justice of the European Union, Juliane Kokott,
in her opinion on one of the Danish BO cases:

The above questions ultimately apply to the fundamental conflict
between the taxable person’s freedom to arrange his affairs under civil
law and the need to prevent arrangements that are valid under civil law
but nonetheless abusive under certain circumstances. Even though this
problem has existed since the invention of modern tax legislation, it is
hard to draw a dividing line between admissible and inadmissible tax-
reduction measures. A driver who sells his car following an increase in
road tax obviously acts in order to avoid road tax. However, that cannot
be construed as an abuse of the law, even if his sole reason was to save
tax.”©

Regardless of whether one attributes relevance for interpretative
purposes to the OECD Commentaries, the function of Beneficial
Ownership in tax treaties is, in fact, to determine whether the Source
state may lower or, in some cases, waive the exercise of its taxing rights
on the remuneration from financial investment onto its territory.
Accordingly, the failure to meet the BO test allows for the detection of
international tax planning practices that seek undue advantages in

8 1d. (n 55).
70 (C-115/16), N Luxembourg 1 v. Skatteministeriet [2019] ECLI:EU:C:2019:134,
Opinion of AG Juliane Kokott
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connection with the application of treaties. One may question whether
BO clauses are anti-tax avoidance clauses at all in the strict meaning of
the expression. BO neither presupposes the existence of this
phenomenon nor counters all its forms effectively. Whether or not this
makes them stricto sensu anti-avoidance clauses is a matter open for
discussion. Certainly, the indirect effect of BO clauses is identical to that
of special anti-avoidance rules or SAARs since it neutralizes the effect
of treaty shopping.”* Taking this into account, we can suggest that the
failure to meet the BO test constitutes a non-conclusive indicator of the
possible existence of a tax avoidance scheme. The following part of the
paper dwells on the recent taxability issues pertaining to the multi-
billion-dollar deal, the interplay between the incidence of the BO clause
and general anti-avoidance rules as given in the Indian Income Tax Act
of 1961.

V. PART IV - ADDRESSING TAX AVOIDANCE: AN
INDIAN CASE STUDY

In May 2022, Holcim and Adani signed a binding agreement under
which Holcim agreed to transfer its India cement business in Ambuja

"l Shefali Goradia, Anubha Mehra & Nilisha Jain, ‘Interplay of GAAR with Tax
Treaties and Its Impact’ in General Anti-Avoidance Rules: The Final Tax Frontier?
Indian and International Perspectives (Thomson Reuters 2021).
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Cements Ltd and ACC Ltd to the Adani Group.® Given the arrangement
of the deal, it is said to be tax neutral on the effective transfer of the
Indian business.

A. UNDERSTANDING THE DEAL STRUCTURE

Under the arrangement, Holderfin B.V. (‘Seller’) would transfer its 100%
holding in Holderind Investments Ltd. to Adani Group's Endeavour
Trade and Investments Ltd. in Mauritius (‘Buyer’). Holcim's sale of its
India businesses involved a share transfer of the Mauritius company to
another offshore vehicle set up by the Adani Group. The Holcim Group
is headquartered in Switzerland and holds the Indian investments
through a two-layered structure emanating out of the Netherlands
(Seller) and then Mauritius (Holderind Investment Ltd) that eventually
holds 63.2% in Ambuja Cements and 4.48% in ACC Ltd. Besides,
Ambuja Cements holds 50.05% in ACC Ltd. The Deal is valued at
approximately USD 10.5 billion.”

B. INDIRECT TRANSFER

2 Adani Newsroom, ‘Adani To Acquire Holcim’s Stake In Ambuja Cements And ACC
Limited” (May 2022) <available at: https://www.adani.com/newsroom/media-
release/adani-to-acquire-holcim-stake-in-ambuja-cements-and-acc-
limited#:~:text=Ahmedabad%2C%20India%2C%2015%20May%202022,Cements%
20Ltd%20and%20ACC%20Ltd.> accessed 25 September 2022.

3 Nishith Desai Associates, ‘M&A Lab: Adani-Holcim Cementing the Future’ (August
2022) <available at:
https://www.nishithdesai.com/fileadmin/user_upload/pdfs/Research_Papers/M&A_L
ab_ADANI_HOLCIM.pdf> accessed 25 September 2022.
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The entity being transferred (Holderind Investments Ltd) derives its
value substantially from the assets situated in India (i.e., shares in
Ambuja Cements and ACC). Therefore, the transfer of shares of
Holderind Investments by the Seller will result in the ultimate change in
the ownership and control of the two listed Indian companies on account
of the transfer to the Mauritius company Endeavour Trade &
Investments Ltd. This constitutes an indirect share transfer of Indian
companies taxable in India under section 9(1)(i) of the Income-tax Act,
1961 (‘Act’) (hereinafter ITA).”

C. WILL HOLCIM BE REQUIRED TO PAY ANY TAX?

As per Section 90(2)” of the ITA, in case the Central Government has
entered into a DTAA (double tax avoidance agreement) with the
Government of any other country or specified territory outside India, as
the case may be, for granting relief of tax or avoidance of double
taxation, then, in relation to a non-resident on whom the DTAA applies,
the provisions of the DTAA or the ITA, whichever shall be more

74 Section 9(1)(i) of Income Tax Act says the following incomes shall be deemed to
accrue or arise in India: - (i) all income accruing or arising, whether directly or
indirectly, through or from any business connection in India, or through or from any
property in India, or through or from any asset or source of income in India, 1[* * *] or
through the transfer of a capital asset situate in India.

75 Section 90(2) of the Income Tax Act- Where the Central Government has entered
into an agreement with the Government of any country outside India or specified
territory outside India, as the case may be, under sub-section (1) for granting relief of
tax, or as the case may be, avoidance of double taxation, then, in relation to the assessee
to whom such agreement applies, the provisions of this Act shall apply to the extent
they are more beneficial to that assessee.
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beneficial, shall apply on such non-resident. Article 13(5)’® of the India-
Netherlands treaty is a residuary clause which states that any gains from
the transfer of a property (other than those covered under Article 13(1)
to Article 13(4) of the India-Netherlands DTAA) shall be taxable only
in the country where the transferor is a resident. Accordingly, the capital
gains arising from the sale of shares held by the Seller (a resident of the
Netherlands) in the Offshore Promoter shall be taxable only in the
Netherlands.”’

D. CONDITIONS FOR AVAILING THE BENEFITS AS PER INDIA-
NETHERLAND DTAA

Some of the provisions of the India-Netherlands DTAA, like the ones
dealing with dividends, interest, royalty etc., have an additional
requirement of the entity claiming the treaty relief to be the ‘BO’ of the
income in respect of which treaty relief has to be claimed. While there is
no such requirement under the provisions dealing with capital gains tax
relief, Indian courts have been increasingly viewing the BO requirement,
even for claiming capital gains relief, as part of a substance-based

76 Article 13(5): Gains from the alienation of any property other than that referred to in
paragraphs 1, 2, 3 and 4 shall be taxable only in the State of which the alienator is a
resident. However, gains from the alienation of shares issued by a company resident in
the other State which shares form part of at least a 10 per cent interest in the capital
stock of that company, may be taxed in that other State if the alienation takes place to
a resident of that other State. However, such gains shall remain taxable only in the State
of which the alienator is a resident if such gains are realised in the course of a corporate
organisation, reorganization, amalgamation, division or similar transaction, and the
buyer or the seller owns at least 10 per cent of the capital of the other.

71d. (n 67).
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approach.’® Can we say that the Indian tax authorities can drag this deal
into litigation as well since they have been following a change in the
approach as now, they look from the substance perspective rather than
from the control factor. The intention of the taxman to adopt this
approach was clearly expressed by the Hon’ble. Finance Minister in the
Memorandum to the Finance Bill of 2012.7° In order to give a few
examples as to how this approach is being followed, the tax authorities
have been focussing on issues® such as:

1. Office address, total floor area of the office, go-downs etc.;

2. Whether there are multiples companies with the same address;
Maintenance of the employee register with the details of all the
employees; Whether directors of a company hold multiple directorships,
etc.;

8 Kunal Savani, Bipluv Jhingan and Lakshya Gupta, ‘Beneficial ownership
requirement not in-built in Capital Gains Article’ (May 2022) <available at:
https://tax.cyrilamarchandblogs.com/2022/05/beneficial-ownership-requirement-not-
in-built-in-capital-gains-article/> accessed 26 September 2022.

9 Memorandum to the Finance Bill 2012- The questions of substance over form has
consistently arises in the implementation of taxation laws. In the Indian context,
judicial decisions have varied. While some courts had held legal form of transactions
can be dispensed with, the others have given form the sanctity. In an environment of
moderate rates of tax, it is necessary that the correct tax base be subject to tax in the
fact of aggressive tax planning and use of opaque low tax jurisdictions. In the above
background, there is a need for statutory provisions so as to codify the doctrine of
“substance over form”.

8 Sandip Bhagat, Tanya Aggarwal, Vinayaditya Reddy & Neethu Roy, ‘Beneficial
Ownership: A Comparative Analysis’ (November 2020) <available at:
https://www.mondag.com/india/securities/1003592/beneficial-ownership-a-
comparative-analysis> accessed 26 September 2022.

-29 -



NLIU JOURNAL OF BUSINESS LAWS VOLUME IV

Accordingly, this approach might not be ideal in cases where the passive
income, like interest or royalty, is being generated by a business
arrangement that does not require office space or employees. Even
taking a cursory glance at the bank statements and seeking the source of
funds does not throw any light on who is a BO. Similarly, even a back-
to-back loan in which the interposed taxpayer makes a profit of its own
via an interest margin in the manner of a bank will have to be recognised
for tax purposes unless it is established that the decision-making ability
of the subsidiary is compromised in some manner.8! The focus should
be on the dominion/control factor while evaluating such business
transactions and not on the substance form as propounded by various
international courts in a catena of judgments.

One popular case on this issue comes from the Tax Court of Canada
in Prevost Car Inc. v. Her Majesty the Queen, 2008 TCC 231, which was
affirmed by the Federal Court of Appeal. The court herein interpreted
the meaning of ‘BO’ of dividends under the Canada—Netherlands treaty.
As per the court, ‘BO’ is the true owner who receives the dividends for
their own use and enjoyment, assumes all attributes of the ownership,
including the risk and control of the dividend and is not accountable to
anyone for how the dividend is used.®? Since the Dutch entity owned the

81 Dhruva (n 34).

8 Jyoti Arora & Pragya Kaushik, ‘Understanding the Beneficial Ownership v.
Beneficial Holding  Concepts’ (September  2021) <available at:
https://www.internationaltaxreview.com/article/2a6a906brs0gbt8ougp6o/understandi
ng-the-beneficial-ownership-v-beneficial-holding-concepts> accessed 26 September
2022.
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assets and was the registered owner of shares in the Canadian entity, it
could not be said that any other entity had any interest in the dividends
it received from the Canadian entity. The test as laid down in Prevost
(supra) was applied by the Tax Court of Canada again in another
subsequent decision in Velcro Canada Inc. v. Her Majesty the
Queen,® to determine the BO of royalty income arising in the context of
the Canada—Netherlands treaty and found the intermediate Dutch entity
to be the beneficial owner as the entity had (a) possession; (b) use; (c)
risk and (d) control over such royalties.

But before conferring the DTAA benefits, tax authorities will see
whether, in the instant case, the seller is the BO of the shares being
transferred despite being the legal owner, which means using the
‘substance over form’ approach.3* The objective is to tax the BO of the
income. If the real owner is found to be Holcim, Switzerland (and not
the Seller), then recourse to the India-Netherlands DTAA may not be
available. Indian Courts, in some cases, have considered whether the
'legal owner' of the capital gain is also the 'BO' to be eligible to claim
benefit under Article 13 (Capital Gains) and have held that DTAA
benefit under Article 13 shall not be available to the legal owner in case
the 'legal owner' is not the 'BO'.8% However, it is relevant to highlight

82012 TCC 57.

8 H. Padamchand Khincha and Shivanand P. Nayak, ‘Commercial Substance:
Competing or Complementary Doctrine’ in General Anti-Avoidance Rules: The Final
Tax Frontier? Indian and International Perspectives (Thomson Reuters 2021).

8 M/S. Golden Bella Holdings Ltd v. Deputy Commissioner of Income Tax
(International Taxation) Appeal 6958/Mum/2017.
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that most of such cases have proceeded on the presumption that the
concept of '‘BO' is to be read into Article 13. The fundamental issue for
consideration is whether the concept of the BO of capital gains can be
read into the scheme of Article 13 of the India-Netherland DTAA.
Recently, the Hon'ble Mumbai Income Tax Appellate Tribunal in the
case of Blackstone FP Capital Partners Mauritius V Ltd vs Dy. CIT%
concluded that the BO provisions in the India-Mauritius DTAA do not
necessarily apply to Article 13 (Capital Gains) of the DTAA. The
Tribunal concluded that unlike Articles 10 and 11 dealing with
Dividends or Interest, there is no provision specifically requiring BO to
be satisfied to claim DTAA protection with respect to capital gains.®’
The Tribunal held that unless a condition is specifically set out in the
DTAA provision itself, it cannot necessarily be inferred, but the tribunal
has also asked tax authorities to first conclusively determine whether the
concept of ‘beneficial ownership’ can be read into Article 13 of the Indo-
Mauritius tax treaty and then look into the question of effective
ownership and control of the shares. It will be interesting to see if the
assessing officer simply adjudicates on the inclusion of a limited concept
of ‘beneficial ownership’ under Article 13 or presents conclusive
evidence on whether the transaction itself was a colourable device or a

8 [2022] 138 taxmann.com 328 (Mum - Trib.).

87 Deloitte, ‘ITAT considers whether concept of Beneficial Ownership is relevant for
Capital Gains’ <available at:
https://www.taxathand.com/article/25538/India/2022/IT AT-considers-whether-
concept-of-beneficial-ownership-is-relevant-for-capital-gains> accessed on 23
September 2022.
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sham transaction, irrespective of such inclusion.®® Accordingly, it can be
argued that in the absence of a specific rider of BO in Article 13 of the
India-Netherland DTAA, the concept of BO cannot be read or linked to
capital gains. Thus, the fact that the ultimate Holcim parent is domiciled
in Switzerland should not have any bearing on the transaction. But there
are cases in which, due to points of conflict and inconsistencies between
anti-avoidance rules and treaty abuses, the courts/tribunals have upheld
the position taken by the tax authorities. It also warrants mentioning that
the Central Board of Direct Taxes (‘CBDT), India’s apex tax
administration body, issued a circular® containing clarifications on the
implementation of anti-avoidance rules. It clarified that these rules
would not interfere with the right of the taxpayer to select or choose the
method of implementing a transaction and, further, said that the rules
would not be invoked merely on the ground that an entity is located in a
tax-efficient jurisdiction. It is relevant to mention here that these
circulars are binding on tax authorities,® and this principle has been
upheld by the Supreme Court of India in many cases.®* This forms the
foundation of the next part, which covers whether tax authorities can
move antithetically to the circular issued and litigate the Adani-Holcim
deal, as well as basing their decision on the 'substance over form'
approach.

8 1d, (n74).

8 CBDT, Circular 7 of 2017, dated 27.01.2017.

9 Section 119 of the Income Tax Act 1961.

1 Navnit Lal C. Jhaveri v. KK Sen [1965] 56 ITR 198, Ellerman Lines v. CIT [1971]
82 ITR 913, KP Verghese v. ITO [1981] 131 ITR 597.
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V1. PART V: WHETHER GAAR CAN ACT AS AN
OBSTACLE TO GENUINE TRANSACTIONS?

There are a few cases in which, though the concept of BO is not
expressly contained in capital gains articles, tax authorities have time
and again applied the test of beneficial ownership in the garb of anti-
avoidance measures to check the veracity of the transaction. The courts
have held that despite the presence of any beneficial provisions of the
Treaty, the Income Tax department would not be precluded from
denying the treaty benefit if it is established, on facts, that the company
has been interposed as a conduit entity solely with a view to avoid tax
without any commercial substance.®? Cases like Sanofi Pasteur Holdings
SA v. of Revenue, Ministry of Finance,” Tiger Global International Il
Holdings In re,% etc. have made it clear that the Courts have consistently
used the judicially evolved anti-avoidance test of resorting to substance
over form as a measure to check the genuineness of the transaction.®®
Irrespective of whether these are being held in favour of taxpayers or
otherwise, it is important to note that Courts have constantly tested the
substance of the transaction, be it the beneficial ownership Department

9 CA Anirudh R, ‘Journey of Beneficial Ownership In the context of Capital Gains: A
Tale to be Told’ (May 2022) [2022] 138 taxmann.com 398.

9312013] 30 taxmann.com 222/213 Taxman 504/354 ITR 316 (AP).

% 12020] 116 taxmann.com 878/429 ITR 288 (AAR - New Delhi).

% Akshay Dave, ‘Embargo on MC Dowell’s on Exempted Cases of GAAR’ (April
2017) <available at:
https://database.taxsutra.com/articles/609ae082ad1f4ebfb07ff45e9975bd/expert_articl
e> accessed 27 September 2022.

% Tarun Jain, ‘Deciphering the Judicial Approach to Tax Avoidance: The Ultimate
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test or tax avoidance test or substance over form approach, etc. This has
quite often happened in the case of capital gains transactions involving
Mauritius. Having said that, Indian tax authorities may require the Seller
to establish who the BO is before granting any benefit to India-
Netherland DTAA.%’

A. BURDEN AND STANDARD OF PROOF

The Indian GAAR goes several steps in the opposite direction from the
international understanding of anti-avoidance principles by shifting the
burden of proof completely onto the taxpayer in the event that Indian tax
authorities prove that one step of an arrangement has its main purpose of
obtaining a tax benefit.®® This has been undertaken by way of a
presumption in law, rebuttable by the taxpayer, requiring it to disprove
that the main purpose of the entire arrangement is not to obtain the tax
benefit.® It remains to be seen how this presumption will operate
practically. Judicially established principles in India on evidentiary
standards in tax evasion cases categorically place the burden of proof on
Indian tax authorities and not on the taxpayer.%° Hence the operation of
the presumption under the GAAR provisions in the background of these

Test for GAAR’ in General Anti-Avoidance Rules: The Final Tax Frontier? Indian and
International Perspectives (Thomson Reuters 2021)

97 Sunil Arora & Amit Baid, ‘No Tax in Holcim and Adani Cement Deal- Truth or
Dare?’ (June 2022) [2022] 139 taxmann.com 573.

% Section 96(2) of the Indian Income Tax Act, 1961.

% Parul Jain, Varsha Bhattacharya and Poonam Sharma, ‘The Thin Dividing Line
between Domestic GAAR and Treaty Abuse, in General Anti-Avoidance Rules: The
Final Tax Frontier? Indian and International Perspectives (Thomson Reuters 2021).
100 CIT v. Sati Oil Udyog Ltd (2015) 7 SCC 304.
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principles and the detailed procedural mechanism in the Income Tax
Act, 1961 to invoke the GAAR will need to be carefully considered by
the administration. However, notwithstanding the question of
interpretation of this presumption, the very fact of the statute specifying
the burden of proof on the taxpayer does seem to depart from the general
international practices as is recognized in the Shome report®* and can
prove to be extremely prejudicial to taxpayers. We know that the Adani-
Holcim deal would not be liable to any capital gains or WHT tax,%? but
can it be said that India’s General Anti-Avoidance Rules (hereinafter
“GAAR) would not pose a problem to this deal? GAAR challenge could
be faced unless the transaction enjoys express grandfathering benefits
granted under the DTAAs for investments made in the past.!®® Given
that, it should not come as a surprise if the revenue department raises a
similar dispute in the Adani-Holcim deal.

VIl. PART VI: CONCLUSION

The test of beneficial ownership is a highly fact-sensitive exercise and
an evolving matter in the courts of law. Since tax authorities learn more

101 Ministry of Finance, Department of Economic Affairs, Tax Administration Reforms
Commission Report (November 2014).

102 Ambuja Cements Limited — Final Letter of Offer - Deutsche Bank Ambuja Cements
Limited - Draft Open Offer (May 2022) <available at:
https://country.db.com/india/documents/deutsche-equities-
india/Ambuja%20Cements%20Limited%20%E2%80%93%20Final%20L etter%200f
%200ffer.pdf> accessed 28 September 2022.

103 The Chamber of Tax Consultants, ‘The Chamber’s Journal’ Vol 1 (October 2017)
15.
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over time and readily change their practices in this grey area, the
international tax planner cannot rely on recent experience but must
always investigate the current practice. A further caution in this regard
is that a transaction executed today with knowledge of current tax
authority practice will normally only be reviewed and judged by tax
authorities when an audit is conducted several years in the future.'® Tax
authorities will apply at that time whatever their ‘current practice’ has
become, which may or may not be different from the practice at the time
of the transaction’s planning and execution. GAARs are often written in
a general language in order to give tax authorities great flexibility in
fighting tax avoidance. In such circumstances, one may wonder whether
BO clauses may have completely lost their useful function!® since they
are, on the one hand, not sufficient to counter all forms of treaty shopping
and, on the other hand, are less effective than GAARS, whose application
is now also being expressly admitted under tax treaties following the
OECD MC 2017. The failure to meet the BO test will certainly have
some repercussions when applying other domestic and treaty-based anti-
avoidance rules. However, it could be conceptually wrong to transform
BO clauses into either a step of GAARSs or use them as a shortcut for tax
authorities to circumvent the obligation to give evidence of the

104 Jeffery M. Kadet, ‘Overview of the Practice of International Taxation’ (5 January
2017) <available at: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2741112>
accessed 28 September 2022.

105 Robert Dannon, ‘The Beneficial Ownership Limitation in Articles 10, 11 & 12
OECD Model and Conduit Companies in Pre- and Post-BEPS Tax Treaty Policy: Do
we Still Need It?” In Guglielmo Maisto (ed.) Current Tax Treaty Issues (IBFD
Publications 2020).
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subjective element as required by GAARs.% One can equate beneficial
ownership to hamstringing genuine business transactions where the
taxpayer might find himself in the crosshairs of the taxman.

16 Pasquale Pistone, ‘The Use of GAAR for the Application of the Beneficial
Ownership Test in Tax Treaties’ in General Anti-Avoidance Rules: The Final Tax
Frontier? Indian and International Perspectives (Thomson Reuters 2021).
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LENIENCY PLUS IN INDIA: STRENGTHENING
CARTEL DETECTION OR A STEP BACKWARD?

Pallavi Roy*

ABSTRACT

Recently, the Competition Commission of India (CCI) has decided to
expand its leniency program by introducing 'Leniency Plus'. Leniency
Plus is designed to encourage companies that have been unable to
secure full immunity under the existing leniency program to share
information about the existence of other cartels. By providing this
information and cooperating with the investigation, a company can
receive immunity from penalties for its involvement in a second cartel,
as well as further reductions in penalties for its involvement in the first
cartel. Despite the CCl's intentions to enhance cartel detection through
Leniency Plus, this article argues that the program is unlikely to be
successful in achieving this goal. The author suggests that the 'plus’
component of the program may not be enough to address the underlying
issues that have led to the lacklustre performance of the leniency
program since its inception. Furthermore, the author argues that
Leniency Plus, as presently envisaged by the CCI, could introduce new
weaknesses that make it susceptible to exploitation. The article
concludes by discussing potential steps that could be taken to make the
leniency program more appealing and effective in detecting and

* The author is an Assistant Professor of Law at Adamas University, Kolkata.
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deterring cartels.
I. INTRODUCTION

Cartelization refers to an agreement between companies to fix prices,
divide markets, or limit production, with the aim of reducing
competition and increasing profits. It is considered a serious offense in
most jurisdictions, as it can lead to higher prices for consumers and
reduced choices in the market.! In India, competition law is governed
by the Competition Act, 2002. Under the Act, cartelization is
prohibited and can result in fines and penalties for the companies
involved. Detection of cartels, however, is a major challenge. Leniency
programs are used across the world to incentivize companies to come
forward and report cartel activity to competition authorities. These
programs typically offer reduced fines or immunity from prosecution
in exchange for cooperation and the provision of information about
cartel activities.? The goal of leniency programs is to encourage
companies to report cartel activity that might otherwise go
undetected.®

The Competition Commission of India (CCI) introduced a program of

L UNCTAD Intergovernmental Group of Experts on Competition Law and Policy,
‘The Impact of Cartels on the Poor’ (Geneva, July 2013) available at:
<https://unctad.org/system/files/official-document/ciclpd24revl_en.pdf> accessed
30 December 2022.

2 OECD, ‘Using Leniency to Fight Hard Core Cartels’ (September, 2001) available
at: <https://www.oecd.org/daf/competition/1890449.pdf> accessed July 2, 2023.
31d.
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general leniency in 2009 through The Competition Commission of
India (Lesser Penalty) Regulations, 2009.* These regulations provide
a framework for the CClI to grant immunity from fines or reduced fines
to companies that provide information about cartel activities and
cooperate with investigations. Under the regulations, a company may
be eligible for a reduction in fines in two scenarios. First, if it comes
forward with vital disclosures that add significant value to the evidence
already in possession of the CCI, specifically in the context of an
ongoing investigation. Second, when a company, acting as the
applicant, discloses the cartel. In either scenario, the first company to
come forward is eligible for complete immunity. The second and third
companies are eligible for reductions of up to 50% and 30%
respectively. At the time of introduction, only the first three applicants
to request leniency received reduced fines. The regulations were
subsequently amended in 2017 and now any company that comes
forward after the third application is also eligible for a reduction of up
to 30% of the penalty. While the numbers mentioned are statutory
upper bounds on the amount of reduction that may be granted, the
exact amount depends on multiple factors including the value of the
cooperation provided by the company and the stage of the
investigation at which the company comes forward.

However, data suggests that the leniency program has not been
successful in India. As of July 2022, only 21 orders have been passed

4 The Competition Commission of India (Lesser Penalty) Regulations, 2009 (No. 4
of 2009) reg 4.
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under the leniency program in India since its inception, which is far
lower than the number of orders passed in the United States or the
European Union in the same period.®

The Competition Law Review Committee (CLRC) in India proposed
changes to the leniency program in 2019, which included the
introduction of ‘leniency plus’.® Leniency Plus, also known as
Amnesty Plus, is a policy that originated in the United States. It was
developed in the mid-1990s in response to investigations into
international cartels and was incorporated as part of a leniency
program at the end of the 1990s.” It is a variation of a leniency program
that allows companies which are unable to secure full immunity to
receive a further reduction in penalties by providing information about
another anti-competitive agreement to the competition authority. By
providing this information and cooperating with the investigation, a
company can receive immunity from penalties for the second cartel as
well as further reduction in penalties for its involvement in the first
cartel. The amount of the reduction is typically determined based on
several factors, including the strength of the evidence presented, the

5 Anik Bhaduri, ‘Sweeter Carrots, Same Stick: Transplanting Leniency Plus into
Indian Competition Law’ (2022) 7(1) 3 Indian Law Review, available at:
<https://dx.doi.org/10.2139/ssrn.4259091> accessed 28 December 2022.

& Ministry of Corporate Affairs, Government of India, Report of Competition Law
Review Committee (2019) available at: <https://www.ies.gov.in/pdfs/Report-
Competition-CLRC.pdf> accessed 4 January 2023.

" Marek Martyniszyn, ‘Leniency (amnesty) plus: a building block or a Trojan
Horse?” (2015) 3(2), Journal of Antitrust Enforcement, 4 available at: SSRN
<https://dx.doi.org/10.2139/ssrn.2500843> accessed 4 January 2023.
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significance of the disclosed violation, and the likelihood that another
conspiracy would be discovered without voluntary disclosure.®

Recently, leniency plus has been codified into law in India through The
Competition (Amendment) Act, 2023.° In this article, we will
enumerate two primary reasons as to why, despite finding success in
some jurisdictions, leniency plus as presently envisaged by the CCI is
unlikely to yield greater success in detecting cartels. We then proceed
to discuss some ways to mitigate these challenges to make India’s
leniency program more effective.

Il AMBIGUITY AND INADEQUACY IN ASSIGNING
PENALTIES

For a leniency plus (or leniency) program to be successful, there are
two important aspects. First, the benefits of confessing and cooperating
with the investigation must outweigh the costs for cartelists. The way
to do this is on one hand by encouraging companies to confess and
cooperate by offering leniency in the way of reduced penalties while
on the other hand making the threat of penalties for not cooperating
extremely harsh. This involves setting penalties at a level that is high
enough to serve as a deterrent and taking decisive action against
companies that violate competition laws.'° This is because cartelists

81d.

® The Competition (Amendment) Act, 2023 (No. 9 of 2023), s 33(4).

10 Emmanuel Combe and Constance Monnier, 'Fines Against Hard Core Cartels in
Europe: The Myth of Overenforcement’, [2009] 8 Cahiers de Recherche PRISM-
Sorbonne Working Paper, available at: <https://dx.doi.org/10.2139/ssrn.1431644>
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are often sophisticated and take into account the possibility of being
discovered and penalized when deciding whether to join a cartel. These
large corporations weigh their projected cartel advantages against the
expected fine discounted by the likelihood that the fine will really be
levied.!* Unless the fines have teeth, companies are unlikely to seek
the use of leniency making leniency plus moot. An ideal leniency plus
program should in principle strike fear in the heart of the cartelists so
that there is a ‘race to the courthouse’.

Of course, having harsh penalties is not enough by itself. This leads us
to the second aspect. A successful leniency plus program must also be
transparent and predictable so that potential applicants can reasonably
anticipate the outcome of their applications.'> There have been
instances where corporations have shown reluctance to request
leniency when there is uncertainty over what they stand to gain or
lose.!® In fact, competition authorities across the world have taken
concrete steps to enhance the predictability of their leniency
framework.1*

accessed 5 January 2023.

11 Jonathan Faull and Ali Nikpay (eds), “The EU Law of Competition” (3rd edn,
OUP 2014) 8.106.

12 Scott D. Hammond, ‘Cornerstones of an effective leniency program’ (2004)
available at <https://www.justice.gov/atr/speech/cornerstones-effective-leniency-
program> accessed 9 January 2023.

Bd.

14 OECD, ‘Challenges and Co-Ordination of Leniency Programmes’ available at:
<https://www.oecd.org/competition/challenges-and-coordination-of-leniency-
programmes.htm> accessed 5 January 2023.
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The Competition (Amendment) Act, 2023, besides introducing
leniency plus, has made strides to address the aforementioned issues.
The amendment has notably made penalties harsher by allowing them
to be calculated based on the global turnover.'®> Additionally, it now
mandates the publication of penalty guidelines.’® However, these
guidelines are not binding, and the Commission may deviate from
them, provided they justify their reasons for doing so. Moreover, such
guidelines are unlikely to be completely unambiguous given the
intricacies of antitrust matters. These facts along with CCI’s past
conduct does not inspire confidence in the success of these
amendments. Historically, the CCI has shown ambiguity and opacity
in its decision making.!” There have been cases where the CCI has not
exercised its powers to impose additional penalties despite lack of
compliance.'® The inadequacy of the fines imposed by the CCl is clear
from several instances where firms have continued cartel activities
despite being penalized by the CCI. Even in instances of recidivism,

CCI has often chosen not to impose the maximum possible penalty
allowed under the law. The Competition Appellate Tribunal

15 The Competition (Amendment) Act, 2023 (No. 9 of 2023), Explanation 2 to s 20.
“For the purposes of this clause, "turnover" means global turnover derived from all
the products and services by a person or an enterprise.”

16 1d., s 45(3). “Without prejudice to anything contained in sub-section (1), the
Commission shall publish guidelines as to the appropriate amount of any penalty for
any contravention of provision of this Act.”

17 Aditya Bhattacharjea and Oindrila De, “Anti-cartel enforcement in India” (2017)
5 Journal of Antitrust Enforcement 166, 191.

18 Anik (n 5) [11].
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(COMPAT) has also shown a tendency of reducing fines. In the
majority of appealed cases, it has chosen to either reduce or set aside
penalties imposed by the CCI.2® The CCI has also shown ambiguity in
deciding leniency applications. For instance, in one case where the
CCl received three leniency applications, it chose to offer reduction in
penalties to the second and third applicants despite not receiving
additional evidence from them.?’ However, in another case it did not
abide by this policy and only reduced the penalty for firms that added
value to evidence.?! CCl's practices have created uncertainty over what
it means to cooperate with the CCI and what level of proof is necessary
to achieve the criteria of value addition.

An environment prevails in which the benefits of leniency, let alone
leniency plus, are significantly diminished. The CCI orders do not
usually provide any reasoning for how the amount of the penalty was
decided upon.?? Hence, companies without access to any clear
explanations for the penalty decisions have found it difficult to
understand the factors that the CCI considers when determining the
penalty, making seeking leniency fraught with uncertainty. While
publishing penalty guidelines would address these concerns to some
extent, it is not clear if future orders of the Commission would
appropriately indicate how the penalty guidelines have been applied.

1d. 14.

20 In Re: Cartelization of zinc carbon dry cell batteries market in India [Competition
Commission of India, Suo Motu Case No. 02 of 2016].

21 Nagrik Chetna Manch v. Fortified Security Solutions and Others [Competition
Commission of India, Case No. 50 of 2015].

22 Aditya (n 17) [181].
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Moreover, as mentioned earlier, framing consistent unambiguous
guidelines is a monumental task by itself. Additionally, considering
that the CCI is usually conservative in assigning penalties, cartelists
have little incentive to voluntarily disclose their activities to the CClI
as statistics suggest that they have a good chance of escaping penalties
or receiving only minimal consequences in the first place. In instances
where a company does decide to avail the leniency program for
strategic reasons, for instance where it has information that the
authorities are on the verge of independently discovering a particular
cartel, there is little incentive to disclose details of any other cartel
where it is a participant.

1. LOOPHOLES AND MISPLACED INCENTIVES

In competition law, it is common practice for countries with limited
experience in antitrust laws to take inspiration from mature
jurisdictions in framing legislation. In fact, India’s competition law
framework is deeply inspired from EU and US laws. While
transplanting laws is nothing new, experts observe that adopting laws
without duly taking into account the bigger picture is a recipe for
failure. In India, leniency plus was first recommended by a CLRC
report in 2019 where it was noted that leniency plus exists in other
jurisdictions where it has found success.?® Subsequently, The

23 Ministry of Corporate Affairs, Government of India, Report of Competition Law
Review Committee (2019) available at: <https://www.ies.gov.in/pdfs/Report-
Competition-CLRC.pdf> accessed 4 January 2023.
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Competition Law (Amendment) Act, 2023 incorporated leniency plus
as a provision. However, from the CLRC report it appears that the
Indian legislators did not take into account the broader context in
which the US leniency plus program operates. In the US, where
leniency plus originated, it is not a self-standing instrument and is part
of a tripartite approach that includes ‘penalty plus’ and ‘omnibus
question’.?* Penalty plus is the ‘stick’ to leniency plus’s ‘carrot’. If a
firm that is cooperating with the antitrust authorities does not take
advantage of leniency plus and fails to disclose its involvement in
another cartel and this involvement is later discovered, the authorities
will request that the court considers the company's failure to disclose
as an aggravating factor in sentencing. Therefore, leniency plus and
penalty plus are closely linked. If a company does not take advantage
of leniency plus, it may face severe consequences under penalty plus.?
Furthermore, the third part i.e., the omnibus question further increases
the cost of non-cooperation. The omnibus question is a proactive
investigative strategy where investigators ask witnesses under the
penalty of perjury if they are aware of any other prohibited practices
engaged by their firms.2® This effectively ensures that voluntarily
concealing information about other cartels is a crime that may even
result in jail time. Unfortunately, neither the CLRC report nor the
subsequent draft bill makes any mention of penalty plus or the omnibus
question. Leniency plus in absence of the other two leaves behind the

2 Hammond (n 12).
2 Marek (n 7) [4].
% d. 5.
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‘carrot’ without the ‘stick’. This opens up a major strategic loophole
and can be counterproductive as it may end up indirectly promoting
cartelization.

In the absence of the ‘stick’, cartelists can pick and choose in what
circumstances they wish to exploit the ‘plus’ feature. Large
corporations involved in multiple markets can willfully participate in
multiple cartels, some of them possibly of insignificant value, just so
that if one of the major cartels are caught, they can strategically reveal
the existence of one of the minor cartels as a way to reduce penalties.
This apprehension is corroborated by economic models that show that
leniency plus especially in the absence of penalty plus and the omnibus
question can end up promoting collusion among cartelists.?” Models
even show that the introduction of leniency plus may stabilize cartel
development and increase the sustainability of certain cartels.?

While some may argue that exploiting leniency plus in the ways
discussed is difficult in practice, it is well established that cartels are
able to change their behavior over time to adapt with the regulations.?

27 Peter T Dijkstra and Lambert Schoonbeek, “Amnesty Plus and Multimarket
Collusion” (2009) 24 available at <
https://www.academia.edu/846411/Amnesty_Plus_and_Multimarket_Collusion>
accessed 2 January 2023.

8 d.

2 Wouter P. J. Wils, “The Use of Leniency in EU Cartel Enforcement: An
Assessment after Twenty Years” (2016) 39 World Competition: Law and Economics
Review 327 available at SSRN: < https://ssrn.com/abstract=2793717> accessed 5
January 2023.
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I.  THEWAY FORWARD

In the above discussion, we critiqued leniency plus in its present form
in India and argued that it is unlikely to be more effective at cartel
detection and could even be counterproductive. Next, we briefly
suggest certain changes that we believe could improve the efficacy of
leniency plus and possibly the overall leniency program. We arrived at
these changes primarily by studying jurisdictions where leniency plus
has been the most effective.

A. INTRODUCING CRIMINAL LIABILITY

While the competition law in India recognizes the liability of
executives of cartelists, and does sanction them, the penalty is- 10% of
the average income of the last three years.>® This is hardly a deterrent
and furthermore, such executives are often reimbursed by their
companies making the whole exercise a farce.®! This is in contrast to
the US, arguably the most successful nation in enforcing antitrust laws,
where executives are at risk of criminal liability.3? The threat of

%0 Cartels and Leniency Laws and Regulations India (2023) available at: <
https://iclg.com/practice-areas/cartels-and-leniency-laws-and-regulations/india>
accessed 2 January 2023.

31 Emmanel Combe & Constance Monnier-Schlumberger, “Fight against cartels and
the behavior of managers”

(2016) Concurrences No. 4 Concurrences REVUE DES DROITS DE LA
CONCURRENCE | Competition Law Review available at:
<https://compliance.concurrences.com/en/compliance/2020/academics-
initiatives/fight-against-cartels-and-behaviour-of-manager> accessed 4 January
2023.

32 Criminal Enforcement of Antitrust Laws: The U.S. Model (Annual Conference on
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criminal sanctions along with the possibility of individual leniency
(which the Indian law supports) is likely to significantly incentive
executives to make use of leniency.® Criminal sanctions would also
destabilize cartels as cartelists would always fear that one of their or
their co-conspirator’s executives could seek individual leniency and
reach out to authorities in fear of jail time.3*

B. INCORPORATING PENALTY PLUS AND OMNIBUS QUESTION

As discussed earlier, without penalty plus and omnibus question,
leniency plus becomes toothless. Penalty plus, as in being penalized
for not disclosing information about other cartels and omnibus
question where executives of cartels are probed under oath increases
the risk of not cooperating and tilts the scales in favor of leniency plus
(especially when there is risk of criminal sanctions). Further, it also
significantly mitigates any risk of strategic misuse, as cartelists when
seeking leniency would have to disclose information about all known
cartels.® It should be noted that blindly transplanting “penalty plus”
and the “omnibus question” will not resolve all the previously
mentioned issues. These tools have their own limitations in the Indian
context; for example, the effectiveness of the omnibus question relies
on the threat of being penalized for perjury. However, in India,

International Antitrust Law and Policy, September, 2006) available at:
<https://www.justice.gov/atr/speech/criminal-enforcement-antitrust-laws-us-
model> accessed 30 December 2022.

33 Marek (n 7) [3].

3 Hammond (n 12).

% Marek (n 7) [11].
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enforcement of perjury is notoriously weak.

C. BEING STRICT AND INCREASING TRANSPARENCY IN
DECISION-MAKING

This is arguably the most important change that is necessary. Experts
are of the view that the success of any leniency program depends on
the transparency of the decision-making process of the regulatory body
that enforces it.2® Consistency of institutionally implemented laws and
practices makes the system predictable and gives market players
confidence in the leniency program.3” CCI needs to make a long-term
commitment to consistency and abandon its ad hoc approach at
assigning penalties. CCI should also be more aggressive when
penalizing non-compliance or lack of cooperation. The recent
amendment mandating the CCI to publish penalty guidelines is a
laudable initiative towards increasing transparency. However, drafting
those guidelines can be complex, and the CCI’s success in this
endeavor remains to be seen. Furthermore, in order to foster trust, it is
imperative that the CCI demonstrates unwavering adherence to these
guidelines.

3% William E. Kovacic, Florian Wagner-von Paap Daniel Zimmer and Andreas
Stephan, ‘Individual Sanctions for Competition Law Infringements: Pros, Cons and
Challenges’ (2016) Concurrences N°2-2016 Concurrences Revue Des Droits De La
Concurrence, Competition Law Review 14, 39 available at: <
https://ssrn.com/abstract=2782090> accessed 12 January 2023.

371d.
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IV.  CONCLUSION

Since its introduction in 2009, the leniency program in India has had
limited success at detecting cartels. In 2019, the Competition Law
Review Board in India proposed the introduction of leniency plus with
the aim of increasing the effectiveness of the leniency program.
Recently, leniency plus has been codified into law through The
Competition Law (Amendment) Act, 2023. Unfortunately, we believe
that introducing leniency plus is unlikely to yield much benefit as the
‘plus’ does little to address the key factors behind the failure of the
leniency program. We believe the primary reason behind limited
adoption of leniency is CCI’s apparent ambiguity and conservative
outlook towards assigning penalties. The recent amendment does take
steps to fix some of these issues but also introduces new loopholes
which may end up being counterproductive and increase the risk of
exploitation. In order to make the leniency program appealing market
players should have confidence in CCI’s decision making practices.
To this end, the CCI should adopt a long-term commitment to
consistency. It should also incorporate penalty plus and omnibus
question to plug the loopholes in leniency plus. Finally, legislators
should contemplate introducing criminal liability for executives of
companies participating in cartels. This is likely to significantly boost
the leniency program and lead to the intended ‘race to the courthouse’.
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RE-EXAMINING WRIT JURISDICTION IN
CONTRACTUAL DISPUTES: NAVIGATING THE
LABYRINTH

Nidhi Agrawal and Sukarm Sharma*

ABSTRACT

Writ jurisdiction in contractual matters has been a highly contested
matter involving debates on legislative competence, judicial activism,
and the public-private law divide. It is clear that the ‘public nature’ of
a petition is a necessary requirement for maintainability; the key
contention then becomes whether the necessary requirement of public
nature is also a sufficient requirement. We, therefore, intend to
examine the factors which allow for a contractual dispute to be
amenable to a writ petition, such as public nature of the functions,
statutory regulation and government body being a party. While there
have been piecemeal attempts at understanding the nature of writ
amenability in contractual matters, this paper attempts to fill the gap
in existing literature by providing (i) the principled underpinnings to
what prima facie appears to be hazy and even conflicting series of
decisions, and (ii) a comprehensive and contemporary excavation of
existing position through case law. We will do this by: firstly,

*The authors are third-year law students at the National Law School of India
University, Bangalore (NLSIU).
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analyzing the conflicting jurisprudential thread of executive contracts
and the amenability of writ jurisdiction to the same through a pre and
post-contract incorporation distinction; secondly, examining the
amenability of the writ jurisdiction of the Court in post-incorporation
executive contracts of public nature; thirdly, appraising the alternative
remedy exception to the applicability of writs; fourthly, critically
examining statutory contracts through analyzing the implications of
their statutory nature on the applicability of writs to the same. In the
end, we conclude that three broad principles can be inferred in cases
of executory contracts. (i) Judicial discretion in accepting a writ is far
likelier to be exercised in pre-contract matters using the constitutional
principle of Article 14 than post-conclusion of the contract, (ii) Even
in post-conclusion of contract disputes, a writ may be maintained
where the matters at hand involve the public nature law or the work
concerned is of the public nature, and (iii) alternative remedies to a
contract may be either statutory remedies, or contract specific like
arbitration, in the former writ petitions may be maintained if they
contravene Fundamental rights or Principles of Natural Justice, while
in the latter writ petitions may be maintained only in exceptional cases.

l. INTRODUCTION

The Jammu & Kashmir HC recently in Mukhtar Ahmad Andrabi Vs
UT of J&K & Ors. upheld that writ jurisdiction remains an available
remedy in contractual matters against the state and its
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instrumentalities.! Justice Nargal urged the courts to adopt a holistic
view in determining the limits of writ jurisdiction in contractual
matters. However, writ jurisdiction in contractual disputes has been a
highly contested matter involving debates on legislative competence,
judicial activism and the public-private law divide. In Badri Narayan
Shukla Associates v. State of UP, it was affirmed as a matter of settled
jurisprudence that a writ petition would not be exercised in matters of
a purely private contract.? It would necessarily require an aspect of
public interest for it to be maintainable. It is then clear that the public
nature of a contract is a necessary requirement for maintainability, the
key contention then becomes whether the necessary requirement of
public nature is also a sufficient requirement. We, therefore, intend to
examine the factors which allow for a contractual dispute to be
amenable to a writ petition, such as the public nature of the functions,
statutory regulation and a government body being a party through an
appraisal of the jurisprudence since K.N. Guruswamy v. State of
Mysore.> We will do this by: Firstly, analyzing the conflicting
jurisprudential thread of executive contracts and the amenability of
writ jurisdiction to the same through a pre and post-contract

! Mukhtar Ahmad Andrabi v. UT of J&K & Ors. 2023 LiveLaw (JKL) 55.

2 Badri Narayan Shukla Associates v. State of U.P. 2020 SCC OnLine All 1504 [8]
(“The legal position in this regard is that where the rights which are sought to be
agitated are purely of a private character no mandamus can be claimed, and even if
the relief is sought against the State or any of its instrumentality the pre-condition
for the issuance of a writ of mandamus is a public duty. In a dispute based on a purely
contractual relationship there being no public duty element, a mandamus would not
lie.”).

3 K.N. Guruswamy v. State of Mysore (1955) 1 SCR 305 (‘Guruswamy’).
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incorporation distinction; Secondly, examining the amenability of the
writ jurisdiction of the Court in post-incorporation executive contracts
of public nature; Thirdly, appraising the alternative remedy exception
to the applicability of writs; Fourthly, critically examining statutory
contracts through analyzing the implications of their statutory nature
on the applicability of writs to the same. While there have been
piecemeal attempts at understanding the nature of writ amenability in
contractual matters, this paper attempts to fill the gap in existing
literature by providing (i) the principled underpinnings to what prima
facie appears to be hazy and even conflicting series of decisions and
(if) a comprehensive and contemporary excavation of existing position
through case law.

In India, writ petitions can be exercised in two ways; through Article
226* or Article 32.° Article 226 deals with the jurisdiction of High
Courts, which can be considered to cover a wider ambit than that under
Article 32 since it does not require a violation of Part 111 rights to be
invoked. Writ petitions are typically considered beyond the domain of
contractual matters since they are largely concerned with private law
but they become germane when the State becomes involved in the
contractual matters. Hence, the enforceability of writ petitions in the
domain of contract law often runs parallel to the jurisprudence of
Article 12 in the Indian constitution,® such as whether a writ petition

4 The Constitution of India, 1950 art 226.
5 The Constitution of India, 1950 art 32.
6 The Constitution of India 1950 art 12.
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can be brought against a government corporation for a purely
contractual dispute. However, they must not be seen as identical
characteristics, notwithstanding the applicability of writs to state, as
the conditions for writ in contracts are still deeply rooted within
statutory considerations. This is at a stark contrast to the Article 12
jurisprudence where Ajay Hasia v. Khalid Mujib Sehravardi’ and
Pradeep Kumar Biswas v. Indian Institute of Chemical Biology® have
categorically laid down the irrelevance of statutory incorporation to be
the sole factor in deciding the definition of State. Writ intervention in
contractual matters can broadly be categorized into two analytic
frameworks, the first being the distinction between the maintainability
of a writ petition pre-contract and that of interpretation post-contract
in executive contracts. Secondly, the distinction between executive
and statutory contracts through an appraisal of the statutory nature of
the latter.

1. THE PRE -POST CONUNDRUM

The authors seek to argue that the jurisprudence of allowing a writ
petition in contractual matters, although followed a hazy path, had a
general underpinning which allows writ petitions to be maintained
before the contract has been entered into, but not for interpretation or
enforcement of a contract once it has been concluded. Although this
distinction has not been explicitly laid down in any judicial

" Ajay Hasia v. Khalid Mujib Sehravardi (1981) 1 SCC 722 [7] - [12], [15].
8 Pradeep Kumar Biswas v. Indian Institute of Chemical Biology (2002) 5 SCC 111
[87], [98].
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pronouncement, it can be inferred from a thread of cases.

A. THE POST-ENTERING RETICENCE

The landmark judicial pronouncement which allowed for writ petitions
in contractual matters was K.N. Guruswamy v. State of Mysore.
Guruswamy allowed a writ petition in a case where the discretion was
exercised in an arbitrary manner by the executive.® However, the court
did not delve into an explanation of why a writ petition as a mode of
remedy was allowed but focused more on the unfair exercise of power
by the executive. Therefore, the broad legal principle that could be
culled out from this case is that if a government executive exercises its
power in an arbitrary manner, which lacks an element of fairness, then
that could be amenable to writ jurisdiction. Similarly, in Ram & Shyam
Co. v. State of Haryana,’® a writ petition was allowed against the

9 Guruswamy (n 3) [1]-[5]. The appellant and the respondent were rival contractors.
In a closed auction, the appellant made the highest bid, which was subject to formal
confirmation by the Deputy Commissioner. The respondent did not make a bid in the
auction but went directly to the Excise Commissioner behind the appellant’s back
and made a higher offer which was then accepted by the Commissioner. As per the
Rule 11.10 of Mysore Excise Act of 1901 and Rules, any bid could be accepted at the
discretion of the Excise Commissioner.

10 Ram & Shyam Co. v. State of Haryana (1985) 3 SCC 267 [13]-[15]. In this case,
a bid was submitted not through the ordinary procedure of tender bids, but directly
to the chief minister. The bid submitted to the chief minister was higher than any
other bid, calls of procedural impropriety were raised. It was held that regardless of
the bid being the highest, it was still an arbitrary delegation of power amenable to
writ petition. It is pertinent to note that the government has the discretion to not select
the highest bid as held in Trilochan Mishra v. State of Orissa 1971 3 SCC 153, State
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government when the Chief Minister accepted a secret bid made to him
personally, notwithstanding it being higher than all other bids.*! In
Divl. Forest Officer v. Bishwanath Tea Co. Ltd., the principle became
more refined as the Supreme Court held that matters of a breach of
contract cannot be brought through a writ petition against the state.'?
The jurisdiction through Article 226 may be wide, however the
appropriate forum for enforcement of specific performance or
claiming damages would be a civil court, not a High Court. This
holding of Bishwanath must be read with that of State of U.P. v. Bridge

of U.P v. Vijay Bahadur Singh 1982 2 SCC 365 and State of Orissa v. Harinarayan
Jaiswal 1972 2 SCC 36 held that the Government is under no obligation to accept the
highest bid and that no rights accrue to the bidder merely because his bid happened
to be the highest as recently held in Star Enterprises Etc. v. The City and Industrial
Development Corporation of Maharashtra Ltd. and Ors. JT 1990 (2) S.C 401.

1 This raises three important principles. First, a secret bid, even if the highest would
be amenable to writ intervention since it precludes the possibility of higher, counter
bids. Second, the court also affirmed that the government has the discretion to not
select the highest bids. Third, this discretion is to be exercised when decisions are
being taken for the upliftment of the weaker sections of the society, where they
cannot outbid the highest bid in Vijay Bahadur Singh, the Court further observed that
the power conferred on the Government by the Act to refuse to accept the highest
bid, cannot be confined to the inadequacy of bid only. The exercise of this discretion
for contrary purposes would invite writ interventions under Article 226 of the
Constitution.

12 Divl. Forest Officer v. Bishwanath Tea Co. Ltd. (1981) 3 SCC 238 [9]. Desai J.
affirmed that,” The High Court in its extraordinary jurisdiction would not entertain
a petition either for specific performance of the contract or for recovering damages.
A right to relief flowing from a contract has to be claimed in a civil court where a
suit for specific performance of contract or for damages could be filed.”
(‘Bishwanath’).
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& Roof Co. (India) Ltd.,** where it was held that apart from seeking
damages, even the interpretation of a concluded contract would be
beyond the purview of a writ petition.

An analysis of Radhakrishna Agarwal v. State of Bihar** provides us
with a clearer rationale for this distinction. The court opined that once
the state enters into a contract, the relations between the parties are
governed by the realm of contract law and not the executive power of
the government. Prior to entering the contract, however, the executive
powers of the government make the contract one of public importance
and therefore amenable to writ jurisdiction under Article 226.
However, even after a contract has been entered into, the statutory
obligations of the government can still be enforced.™® Similarly, in Har
Shankar v. Excise & Taxation Commr.,'® Chandrachud J. on behalf of
a constitutional bench held that matters of interpretation, adjudication,
and impeaching of contractual obligations must not be brought under
Article 226 but pursued through civil means even if the other party is

13 State of U.P. v. Bridge & Roof Co. (India) Ltd. (1996) 6 SCC 22 [15], [18], [22].
14 Radhakrishna Agarwal v. State of Bihar (1977) 3 SCC 457. (‘Radhakrishna’).

15 Radhakrishna (n 14) [10]. “At this stage, no doubt, the State acts purely in its
executive capacity and is bound by the obligations which dealings of the State with
the individual citizens import into every transaction entered into in exercise of its
constitutional powers. But, after the State or its agents have entered into the field of
ordinary contract, the relations are no longer governed by the constitutional
provisions but by the legally valid contract which determines rights and obligations
of the parties inter se.” This was affirmed in Lekhraj Sathram Das v. N.M. Shah AIR
1966 SC 334.

18 Har Shankar v. Excise & Taxation Commr., (1975) 1 SCC 737 (‘Har Shankar’).
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the government, a public authority.*’

B. THE PRE-CONTRACTUAL REALM

However, the authors argue that the courts have not maintained this
reluctance on the adjudication of contractual matters pre-entering into
contracts. This is largely because prior to entering into contracts, the
contractual matters become even more public in nature than post-
contractual disputes, since pre-contractual matters such as acceptance
or rejection of tenders involve deep questions of Article 14.2® The
landmark judicial principle on maintainability of writ petition in pre-
contractual matters was delineated in Ramana Dayaram Shetty v.
International Airport Authority of India, where the court laid down that
exercise of executive discretion must be reasonable and free from
arbitrariness.’® The court created this implicit distinction of the
inability of writs before and after concluding a contract by adjudicating
on the validity of the government entering into a contract in Harminder
Singh Arora v. Union of India.?’ Harminder qualified the power of the
state to enter into contracts at its whim, where they held that the
government cannot arbitrarily and capriciously accept a tender with a

1" Har Shankar (n 16) [21]. Chandrachud J. opined that “Analysing the situation here,
a concluded contract must be held to have come into existence between the parties.
The appellants have displayed ingenuity in their search for invalidating
circumstances but a writ petition is not an appropriate remedy for impeaching
contractual obligations.”

18 The Constitution of India, 1950 art 14.

19 Ramana Dayaram Shetty v. International Airport Authority of India (1979) 3 SCC
489 [10] (‘RD Shetty”).

20 Harminder Singh Arora v. Union of India (1986) 3 SCC 247 (‘Harminder’).
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lower bid over a higher bid, without a reasonable justification for the
same.?! This was continued in Sterling Computers Ltd. v. M & N
Publications Ltd.,?? where the court held that the government does not
have “unfettered rights" on contracting, and while the judiciary cannot
rule based on the terms of the contract, it can still maintain writs based
on the procedure of decision making so that the procedure of entering
into contract was “was reasonable, rational, not arbitrary and violative
of Article 14 of the Constitution.”?® This trend was continued in Tata
Cellular v. Union of India, where although the court acknowledged its
limitations in examining the terms of the tender, it still maintained the
court’s ability to maintain writs based on arbitrariness or favoritism.?*
It laid down three broad grounds where the government’s decision to
contract can be challenged through writs, namely illegality,

2L Harminder (n 20) [14]-[17].

22 Sterling Computers Ltd. v. M & N Publications Ltd. (1993) 1 SCC 445 (‘Sterling’).
2 Sterling (n 22) [17]-[19]. ‘By way of judicial review, the court cannot examine the
details of the terms of the contract which have been entered into by the public bodies
or the State. Courts have inherent limitations on the scope of any such enquiry. But
at the same time [...] courts can certainly examine whether “decision-making
process” was reasonable, rational, not arbitrary and violative of Article 14 of the
Constitution.”

2 Tata Cellular v. Union of India (1994) 6 SCC 651 [70] (‘Tata’). “It cannot be
denied that the principles of judicial review would apply to the exercise of
contractual powers by Government bodies in order to prevent arbitrariness or
favouritism. However, it must be clearly stated that there are inherent limitations in
exercise of that power of judicial review.”
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Wednesbury unreasonableness,® and procedural impropriety.?® In
State of Gujarat v. M.P. Shah Charitable Trust, the court held that “if
the matter is governed by a contract, the writ petition is not
maintainable since it is a public law remedy and is not available in
private law field.”?’ This is germane to our analysis since the non-
applicability of writ jurisdiction begins when it is “governed by
contract”, i.e., the contract is concluded. From this, it can be inferred
that the judiciary further reinforced the pre-contract and post-contract
divide. Kerala SEB v. Kurien E. Kalathil, the court reiterated that it
must not venture into issues of “dispute arising out of the terms of such
contracts or alleged breaches”?® since they would essentially be post-
contract matters.

A particularly interesting example from which this distinction can be
inferred is Food Corporation of India v. Sujit Roy.?® Here, the
appellant contended that the High Court had no jurisdiction over this
issue under a writ petition. However, the court held that this was based
on an assumption that the contract was in fact concluded. The Court
then pointed out that the cause arose at a point where the contract was
not concluded, and hence it was still amenable to writ jurisdiction.*

% Associated Provincial Picture Houses Ltd v. Wednesbury Corporation (1948) 1
KB 223 laid down the Wednesbury unreasonable position which provides that if a
public act is so unreasonable that no reasonable person acting reasonably could have
made it, it should be upheld to be irrational.

% Tata (n 24) [77].

27 State of Gujarat v. M.P. Shah Charitable Trust (1994) 3 SCC 552 [21].

28 Kerala SEB v. Kurien E. Kalathil (2018) 4 SCC 793 [10].

2 Food Corporation of India v. Sujit Roy 1999 SCC OnLine Gau 35 (‘FCI’).

0 FCI (n 29) [5].
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Thereafter, in State of Bihar v. Jain Plastics and Chemicals Ltd,*! and
National Highways Authority of India v. Ganga Enterprises,® the
Court reiterated “writ is not the remedy for enforcing contractual
obligations” and “disputes relating to contracts cannot be agitated
under Article 226 of the Constitution of India.” These sets of cases
helped create a jurisprudential trend of the court intervening via writ
in the pre-contract stage due to the public nature of the decision-
making process but not allowing writs in the private sphere created
once the contract is concluded.®

C. THE ABL INTERNATIONAL DEBACLE AND RECTIFICATION

A stumbling block in this trend came with ABL International Ltd. v.
Export Credit Guarantee Corpn. I. Ltd., which did not qualify its
observations regarding writ jurisdiction under Article 226 of the
Constitution.3* It simply noted that “a writ petition as against a State
or an instrumentality of a State arising out of a contractual obligation
is maintainable.”®® While it is not contested that writ petitions should
be applicable to the state instrumentalities as they are to the state itself,
the problem is the generality of its holding to be applicable on all

31 State of Bihar v. Jain Plastics and Chemicals Ltd. (2002) 1 SCC 216 [3].

32 National Highways Authority of India v. Ganga Enterprises (2003) 7 SCC 410 [6].
33 Thus, in Directorate of Education v. Educomp Datamatics Ltd. (2004) 4 SCC 19.,
it was clarified by the Apex Court that the court can also interfere in the matters
where the terms incorporated in a tender are arbitrary, discriminatory, mala fide or
biased in nature and it will eventually be open for judicial review.

3 ABL International Ltd. v. Export Credit Guarantee Corpn. I. Ltd. (2005) 10 SCC
495 (‘ABL”).

35 ABL (n 34) [27].
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contracts of state and its instrumentalities without qualifying it with
the prior jurisprudence of pre and post-contract divide.® It also held
claims for damages from contracts amenable to writ jurisdiction in
sharp contrast to Tata Cellular and Sterling, which however it could
not overrule due to the bench strength. This erroneous position was
continued, albeit in a diminished way, in Noble Resources Ltd. v. State
of Orissa,” where writ petitions were allowed in both post and pre-
conclusion of contract, but after conclusion, judicial writ intervention
would be restrictive. Unsurprisingly, some of its errors were rectified
in the subsequent cases. In Pimpri Chinchwad Municipal Corporation
v. Gayatri Construction, this position was implicitly changed by the
Supreme Court.®® Pimpri ruled that the HC was not entitled to maintain
the writ under Article 226 because the matter dealt with a concluded
contract. Although it did not explicitly differentiate or overrule ABL
International, its reliance on the past jurisprudence including Meghji
Pethraj and Kerala SEB signaled a return to the previous distinction.
Joshi Technologies International Inc. v. Union of India made this
transition explicit by holding that writ petitions cannot be invoked in
purely contractual matters even if they involve the State since contracts
come under private law while writs are a public law remedy.%
Importantly, the Court further held that the actions of a governmental

3% ABL (n 34) [7].

37 Noble Resources Ltd. v. State of Orissa (2006) 10 SCC 236 [45]-[46].

38 Pimpri Chinchwad Municipal Corpn. v. Gayatri Construction Co. (2008) 8 SCC
172 [11], [17].

39 Joshi Technologies International Inc. v. Union of India (2015) 7 SCC 728 [53]
(‘Joshi”)
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authority cannot be assessed on the basis of constitutional provisions
after a contract has been entered into, which was reaffirmed in Mahabir
Auto Stores v. Indian Oil Corpn.*® Most recently, the trend was
continued in Kirloskar Brothers Limited v. Karnataka Neravari
Nigam,** where the court affirmed this principle by holding that the
writ jurisdiction under Article 226 only applies to matters prior to the
conclusion of the contract, and not the interpretation post-conclusion.*?

Interestingly, the departure of Joshi Technologies from ABL
International gave rise to another important point of law, i.e., the
exception to the pre and post-contract conclusion distinction. Since
Joshi Technologies could not overrule ABL International, it restricted
the ratio of ABL International to cases in which “it is shown that the
authority performs a public function or discharges a public duty.”*?
Although it was not explicitly referred to, this holding can be inferred
to be building on the Sanjana M. Wig v. Hindustan Petroleum Corpn.
Ltd. where it was held that a writ can be maintained on a contract if it

is concerned with a public law character or public law functions on

40 Mahabir Auto Stores v. Indian Oil Corpn. (1990) 3 SCC 752 [12], [18].

4L Kirloskar Brothers Limited v. Karnataka Neeravari Nigam 2009 (5) Kar LJ 608.
42 Kalpataru Agroforest Enterprises (P) Ltd. v. Hindustan Paper Corporation Ltd,
W.P. NO. 24 of 2006.

Others also held that though a writ petition may not be absolutely barred in matters
relating to non-statutory contracts, the factual situation would have to be tested to
see whether it should be entertained. In Municipal Council Gondia v. Divi Works
and Suppliers, HUF and Others, Civil Appeal n0.1538 of 2022, the pre-post
contractual distinction was held. Here, the court denied the issuance of a writ of
mandamus in the specific performance of a contract.

43 Joshi (n 39) [67].
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part of the government.** Therefore, this holding qualifies the position
that writ petitions cannot be entertained post-conclusion of a contract
by creating an exception for contracts of a public nature. However, this
exception must be seen on a case-to-case basis as to what a public law
function may be. LIC v. Escorts Ltd.* elaborated on this issue, which
was later affirmed by LIC v. Consumer Education & Research
Centre.*® It held that the distinction between public and private law and
functions and remedy “cannot be demarcated with precision™*’ and
hence each case must be appraised on the basis of “its own facts and

circumstances.”*®

I11.  ALTERNATIVE REMEDY - AN OUT?

4 Sanjana M. Wig v. Hindustan Petroleum Corpn. Ltd. (2005) 8 SCC 242 [18]
(‘Sanajana Wig’). “A writ petition, however, will be entertained when it involves a
public law character or involves a question arising out of public law functions on the
part of the respondent.”

4 LIC v. Escorts Ltd. (1986) 1 SCC 264 (‘Escorts’).

46 LIC v. Consumer Education & Research Centre (1995) 5 SCC 482.

47 Escorts (n 45) [41].

48 Escorts (n 45) [41]. This was based on the principles laid down in Shrilekha
Vidyarthi (Kumari) v. State of U.P. (1991) 1 SCC 212. The State action which is not
informed by reason cannot be protected as it would be easy for the citizens to
question such an action as being arbitrary. The decision in Shrilekha Vidyarthi
(supra) has been reiterated in the case of Style (Dress Land) Vs. Union Territory,
Chandigarh and Anr 1999 (7) SCC 89 and Sushila Chemicals Private Limited and
Another Vs. Bharat Coking Coal Limited and Others (2010) 10 SCC 388. In all these
matters, the Hon'ble Supreme Court has held that even in the domain of contractual
matters, the High Court can entertain a writ petition on the ground of violation of
Article 14 of the Constitution when the impugned act of the State or its
instrumentality is arbitrary, unfair or unreasonable or in breach of obligations under
public law.
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A. THE THREE CONTINGENCIES

An added element in executive contracts complicating this issue is the
existence of alternative remedies to the writs. This may be seen in the
form of specific statutory remedies, or alternative dispute resolution-
based remedies like arbitration, apart from the writ jurisdiction. In
Rashid Ahmed v. Municipal Board (1960),*° it was held that the
existence of alternative remedies would be a sound rule for the court
to exercise its discretion to reject writ petitions. However, it still
maintained that this presumption may be overturned if there are “good
grounds therefore.” State of UP v. Mohammed Nooh (1958)*° further
expanded this exception by holding that the rule of rejection on
existence of alternate remedies is one of “policy, convenience and
discretion” rather than a rigid rule. This was also qualified in Titagarh
Paper Mills v. Orissa State Electricity®® where it held that if the
alternate remedy had all the requirements raised in the writ remedy,
then it would not be maintained, the same was affirmed in Bisra Lime
Stone Co. Ltd. v. Orissa SEB.%? In 1998, Whirlpool Corpn. v. Registrar
of TradeMarks® carved three contingencies in which this bar would
not hold to the same, i.e., first when there is a question of Fundamental
Rights, second when there is a violation of the principles of Natural
Justice and third when the proceedings are wholly ultra vires of the

49 Rashid Ahmed v. Municipal Board 1950 SCR 566 [6].

%0 State of U.P. v. Mohd. Nooh 1958 SCR 595 [10].

51 Titagarh Paper Mills Ltd. v. Orissa SEB (1975) 2 SCC 436 [9] (‘Titagarh’).
52 Bisra Lime Stone Co. Ltd. v. Orissa SEB (1976) 2 SCC 167 (‘Bisra’).

3 Whirlpool Corpn. v. Registrar of TradeMarks (1998) 8 SCC 1 [14]-[15]
(‘Whirpool”).
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statute. These three contingencies were then affirmed in Harbanslal
Sahnia v. Indian Qil Corpn. Ltd. in 2003.>* However, in 2005, Sanjana
Wig held that the decisions in Whirlpool and Harbans did not consider
the previous cases of Titagarh and Bisra and was hence per incuriam
as pointed out in M/S Raj Indane Gas Service v. UOI (Ministry of
Petroleum) Anr.>®

B. RE-VISITING SANJANA WIG

We argue that Sanjana Wig was erroneous in arriving to this
conclusion, and regardless, Sanjana Wig did not alter the jurisprudence
in future cases. This is because Sanajana Wig misconstrued the holding
in Whirpool to be oppositional to that Titagarh and Bisra, without
noting that the holding in the latter only apply to the cases where the
alternative remedy is functionally identical to the writ remedy. Hence,
Whirpool and Harbanlal must not be seen as a rejection of the prior
jurisprudence but merely an extension of it since the Titagarh only
applied to cases where the alternative remedy was functionally
identical to the writ remedy, while the contingencies in Whirpool apply
to cases where writ remedy would be functionally different, such as
the first contingency of violation of Fundamental Rights, which cannot
have an alternative remedy which is functionally identical to writ
remedy. Moreover, Harbanslal and Whirpool have been affirmed post-
Sanjana Wig in many subsequent Supreme Court decisions. This
jurisprudential thread can be maintained post 2005 in Nirmala Kwatra

% Harbanslal Sahnia v. Indian Oil Corpn. Ltd., (2003) 2 SCC 107‘Harbanslal’).
%5 M/S Raj Indane Gas Service v. UOI (Ministry of Petroleum) Anr S.B. Civil Writ
Petition No. 12280/2012.
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v. Indian Oil Corporation Ltd. & Anr. and several other decisions.*® In
2008, Pimpri elaborated on the effect of non-statutory alternative
remedies on maintainability of a writ petition under Article 226. It
remarked that if a dispute could have been settled in an “in-house”
manner, then it ought to not be brought under Article 226. However, it
did not rule on merits on this particular issue, making its remarks
merely obiter dicta. In Joshi Technologies, however, this issue was
adjudicated on merits and the court held that where an alternative
remedy is contemplated within the contract itself, especially by way of
arbitration, then a writ under 226 could not be maintained.

This principle was slightly narrowed down in Bhaven Construction v.
Sardar Sarovar Narmada Nigam Ltd., where it was opined that a writ
can only be maintained in “exceptional rarity” where there is a clear
mala fide on the part of the state to not abide by the statutory remedy
process.®’

However, it goes without saying that the interference of the writ court
in any contract of public service should be highly cautious and any
interim order overhauling or derailing the entire process should be for
the greater public good. The court, in an extremely recent case, has

% Nirmala Kwatra v. Indian Oil Corporation Ltd. & Anr. S. LPA 435/2012. Other
cases which affirmed this are Gujrat Ambuja Cement Limited v. Andhra Pradesh
Industrial Infrastructure Corporation Ltd. 2014 SCC OnLine AP 201, Genpact India
Private Ltd v. Deputy Commissioner of Income Tax and Anr 2017 SCC ONLINE
DEL 12789, Union of India v. Mangal Textiles CIVIL APPEAL NO.8945 OF 2019
[9] and State of Rajsthan v. Lord Nothbook CIVIL APPEAL NO. 6677 OF 2019
[51].

57 Bhaven Construction v. Sardar Sarovar Narmada Nigam Ltd. (2022) 1 SCC 75.
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even gone forward to suggest that writ courts “should refrain from
interfering in the grant of tender but instead relegate the parties to seek
damages for the wrongful exclusion rather than to injunct the

execution of the contract.””®

IV. THESTATUTORY NATURE CONUNDRUM

The jurisprudential thread created in these cases, therefore, affirms the
principles in RD Shetty which laid down those executive actions of the
government would be under the purview of constitutional values.®
This mazy jurisprudence gives us a broad idea about the
maintainability of writ jurisdiction pre- and post-conclusion of a
contract. However, the question of applicability of writ jurisdiction

8 NG Projects Ltd. v. Vinod Kumar Jain 2022 SCC OnL.ine SC 336.

9 RD Shetty (n 19). (i) Every action of the executive Government must be informed
with reason and should be free from arbitrariness. That is the very essence of the rule
of law and its bare minimal requirement. (ii) The discretion of the Government is not
unlimited. It cannot act in its arbitrary discretion or at its sweet will. (iii)The
Government cannot, like a private individual, deal with any person it pleases. Its
action must be in conformity with standards or norms which are rational and non-
arbitrary. If the Government departs from the standards or norms in any particular
case(s), its action would be liable to be struck down, unless it can be shown that the
departure was not arbitrary, but was based on some valid principle which, in itself,
was not irrational, unreasonable or discriminatory. (iv) The Government has the right
to refuse to enter into a contractual relationship with anyone. But, if it does so, it
cannot capriciously and arbitrarily select any person it likes for entering into such a
relationship and discriminate between persons similarly circumstanced. These
principles have been reiterated by the Court in a number of judgments: Reliance
Energy Ltd v. Maharashtra State Road Development Corp Ltd. (2007) 8 SCC 1;
Business Link v. AS Advertising Co (2003) 10 SCC 258; Tata Cellular v. Union of
India (1994) 6 SCC 651; FCI v. Kamdhenu Cattle Feed Industries AIR 1993 SC
1601.
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within statutory contracts remains to be considered. The principles
culled out above deal only with executive contracts, while statutory
contracts are more easily amenable to writ jurisdiction. Therefore, it is
germane to distinguish between the both.

The Statutory and Non-Statutory distinction becomes pertinent
because:

(1) If the same is not distinctly provided, then it would be unclear
whether the aforementioned principles culled out of the
jurisprudential thread would apply to which set of cases.

(2) Under statutory contracts, there are certain principles that
distinctly apply to them which have to be distinguished from
executive contracts.

An executive contract is one which is made in the exercise of the
executive power of the government. It can be distinguished from that
of a statutory contract, i.e., a contract entered into in the exercise of the
government’s statutory authority. Executive contracts are regulated by
Article 299 (1)% and not couched in constitutional provisions. A
statutory contract is regulated by the statute under which they are
formed and rules made thereafter providing for the terms and
conditions of the contract. Four principles were culled out by Nanavati
J. in India Thermal Power Ltd. v. State of M.P., providing for
distinguishing a statutory contract from other forms of contracts.
Firstly, merely because a contract is entered into in the exercise of

80 The Constitution of India 1950 art 299(1).
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power as conferred by a statute does not render it a statutory contract.
Secondly, if at the time of entering into the contract, the prescribed
terms and conditions are a must under the relevant statute, then it
becomes a statutory contract. Thirdly, the incorporation of certain
terms and conditions which are statutory makes the contract statutory
to the extent of the incorporation. Fourthly, a statutory contract may
also contain certain other terms and conditions which may not be of a
statutory character and have been incorporated as a result of mutual
agreement between the parties. Even after this succinct definition, the
definition of statutory can be conflated when the question of public
utility arises. ®! In Kerala SEB, the court held that the statutory nature
of a contract is not defined by its public utility character, and a body
of a public utility and of the public nature may yet not be a statutory
body .2

In Gujarat State Financial Corpn. v. Lotus Hotels (P) Ltd., the court
held that a writ can be granted against the government in a contractual
matter if there was to be an enforcement of a statutory duty.®®
Moreover, breaking the pre - post contractual distinction as present in
executive contracts, Bareilly Development Authority v. Ajai Pal Singh
held that the writ jurisdiction of the court can also be enforced in post-
entering contractual matters if statutory obligations are to be
enforced.®* The aforementioned cases hence, make both matters of

81 India Thermal Power Ltd. v. State of M.P. (2000) 3 SCC 379 [12].

62 Kerela SEB (n 27) [15].

83 Gujarat State Financial Corpn. v. Lotus Hotels (P) Ltd. (1983) 3 SCC 379 [9].
5 Bareilly Development Authority v. Ajai Pal Singh (1989) 2 SCC 116 [21]-[22].
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both pre- and post-conclusion of contracts amenable to writ
jurisdiction under Article 226. The court, in Express Newspaper (P)
Ltd. v. Union of India, has also made a distinction between the rights
arising from a statute and the fundamental rights to conclude that the
rights arising out a statute or a contract would not be treated on the
same pedestal as a Fundamental Right and therefore, the applicability
of writ jurisdiction would be limited in these situations.%®> However,
this has to be construed differently from the violation of any statutory
provisions relating to a contract which would be amenable to writ
jurisdiction of the court as held in Shiv Mohan Lal v. State of U.P. and
Ors.%¢ and U.P. Sasta Galla Vikreta Parishad v. State of U.P. and Ors.%’

V. CONCLUSION

Through this paper, the authors chart out the conflicting jurisprudence
involved in the intervention of writ jurisdiction in contractual matters
where one of the parties is the state itself. Despite the pastiche of mazy,
and at times conflicting judicial pronouncements, the authors submit
that three broad principles can be inferred in cases of executory
contracts.

8 Express Newspaper (P) Ltd. v. Union of India 1959 SCR 12 [47].
8 Shiv Mohan Lal v. State of U.P. and Ors SERVICE SINGLE No. - 6027 0f015.
87 U.P. Sasta Galla Vikreta Parishad v. State of U.P., 1993 (1) ALR 121.
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(1) Judicial discretion in accepting a writ is far likelier to be
exercised in pre-contract matters using the constitutional
principle of Article 14 than post-conclusion of the contract.

(2) Even in post-conclusion of contract disputes, a writ may be
maintained where the matters at hand involve the public nature
law or the work concerned is of the public nature.

(3) Alternative remedies to a contract may be either statutory
remedies, or contract specific like arbitration, in the former writ
petitions may be maintained if they contravene Fundamental
rights or Principles of Natural Justice, while in the latter writ
petitions may be maintained only in exceptional cases.

Similarly, in cases of statutory contracts, the applicability of a writ
petition is contingent upon the following factors.

(1) To qualify as a statutory contract, the contract must not merely
be made under a contract or be a contract of the public nature,
rather its terms must be dictated by a statute and its regulations

Statutory contracts are amenable to writ jurisdiction both pre- and
post-conclusion of a contract, unlike executed contracts which can be
challenged through writ mainly in pre-contractual matters.
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ANALYSIS OF PRE-FILING OF OFFER
DOCUMENTS IN INITIAL PUBLIC OFFERING

Ananya Sahay and Krishna Agrawal*

ABSTRACT

In this research paper, the researchers have analyzed the procedure
concerning the pre-filing of offer documents. Initially, the Securities
Exchange Board of India ("SEBI”) came out with a Consultation paper
on 11 May 2022 on the same, but the significance of this research has
heightened, especially after the Board Meeting of SEBI on 30 September
2022, that approved the pre-filing of offer documents. An Initial Public
Offering (IPO) provides a chance to earn a higher return on the initial
investment of the company and is one of the main sources of equity
financing for businesses. This move of SEBI aims to provide flexibility to
the companies and prevents the sharing of sensitive business information,
which can be taken advantage of by their competitors. However, a
concern is also raised that the pre-filing of offer documents might lead
to increased information asymmetries between the issuer and the
investors. The researchers have attempted to analyze how far the pre-
filing process differs from the original filing process of the IPO. Lastly,
the researchers have discussed the probable implications of the pre-filing
process by taking a cue from the comparative jurisdictions.

Keywords: Pre-filing of Offer Documents, Initial Public Offering,

* The authors are fourth year law students at the Gujarat National Law University
(GNLU).
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Sensitive Business Information, Information Asymmetries

. INTRODUCTION

Securities can be issued by a public company through a prospectus, i.e.,
through a public offer which includes both an IPO and a further public
offer.! In this regard, SEBI has the power to administer the issue and
transfer of securities, particularly for a listed company or a company that
intends to list its securities on a recognized stock exchange.? SEBI, in the
exercise of its mandate, has announced the “SEBI Issue of Capital
Disclosure Requirements Regulations” (“SEBI ICDR”) to facilitate the
proper issue and transfer of securities.?

SEBI is conferred with the utmost responsibility to act in place of
protection and promotion of the interests of the investors on one hand,
and facilitate the development of the securities market on the other.* The
entire procedure of filing the IPO is a cumbersome process, especially
since it seeks to ensure the security and stability of the securities market
and the protection of the interests of the investors. However, often in this
entire process, the concerns of the issuer company are neglected when
price-sensitive information is shared in the public domain for months. To
remedy this problem, SEBI came out with a “Consultation Paper on Pre-
Filing of Offer Document in case of Initial Public Offerings” (“IPO”),
dated May 11, 2022.° The same becomes relevant in today’s context as

! The Companies Act 2013 (No. 18 of 2013) s 23.

21d. s 24.

3 Securities and Exchange Board of India (Issue of Capital and Disclosure

Requirements) Regulations 2018.

4 Securities and Exchange Board of India Act, 1992 (No. 15 of 1992) preamble.

% SEBI, ‘Consultation Paper on Pre-filing of Offer Document in case of Initial Public

Offerings (IPO)’ (11 May 2022) available at: <https://www.sebi.gov.in/reports-and-

statistics/reports/may-2022/consultation-paper-on-pre-filing-of-offer-document-in-
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SEBI, in its Board Meetings on 30 September 2022, approved the
proposal on the Pre-Filing of Offer Documents in case of an IPO.°

In this research paper, firstly, the researcher has discussed the procedure
for filing of IPO in brief. Secondly, few of the concerns which are raised
by the issuer company are highlighted. Thirdly, the modus operandi of
the pre-filing of an IPO is discussed in detail. Fourthly, a comparative
analysis is provided of the same to better appreciate the filing of IPO.
Lastly, the researcher has provided conclusions and recommendations.

1. PROCEDURE FOR FILING OF IPO

A. DEFINITION OF IPO

Through an IPO, an unlisted company is converted into a publicly listed
company. Specifically, an IPO is “an offer of specified securities by an
unlisted issuer to the public for subscription and includes an offer for sale
of specified securities to the public by any existing holders of such
specified securities in an unlisted issuer.”’ To put it in simple words, an
IPO allows one to trade shares on stock exchanges and is a good source
of investment and expansion for the company. In this regard, a company
is required to follow certain steps for the filing of the IPO.

The issuer of the IPO is mandated to conform with the conditions laid
down in Chapter Il of the SEBI ICDR Regulations at the time of (a) filing
of Draft Red Herring Prospectus (“DRHP”); and (b) filing of Red Herring
Prospectus (“RHP”) to the Registrar of Companies (“RoC”).2 After

case-of-initial-public-offerings_58875.html> accessed 13 September 2022.
&  SEBI Board Meeting (30  September  2022)  available  at:
<https://www.sebi.gov.in/media/press-releases/sep-2022/sebi-board-
meeting_63565.html> accessed 1 October 2022.
" SEBI ICDR (n 3) reg 2(w).
81d. reg 4.
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meeting the eligibility conditions as provided under Regulation 6,° the
issuer is required to conform with the general conditions laid down under
Regulation 7 of the SEBI ICDR Regulations.

B. BRIEF PROCEDURE OF FILING IPO

Firstly, the issuer company is required to make a relevant application to
the recognized stock exchanges to seek in-principal approval for the
listing of its shares.® Secondly, the issuer company needs to make sure
that all the specified securities of the promoters are in dematerialized
form.1! Thirdly, the issuer company must ensure that, excluding the
amount to be raised, it has made financial arrangements of at least 75%
of the amount to finance the specified project.?

The Company, before initiating the IPO process, usually appoints
intermediaries, and a merchant banker is one such intermediary which is
needed for the smooth functioning of the process. The issuer company is
required to appoint a merchant banker, which is registered with SEBI, as
the lead manager to the issue.'® The lead manager, along with the issuer,
is allowed to market the issue based on the information or disclosures
provided in the DRHP.

SEBI ICDR Regulations stress upon the importance of the role of lead
managers, and therefore, the rights and obligations of the lead managers
are set out in the initial set of draft offer documents only. For instance,
the aforesaid Regulations clarify that the lead manager will not be
discharged of their responsibilities during the entire process of IPO and

°1d. reg 6.
101d. reg 7(1)(a).
11d. reg 7(1)(c).
121d. reg 6(2).
131d. reg 23.
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even afterwards.’* The importance of these lead managers can be
ascertained by the fact that all the other intermediaries are required to be
appointed after consulting with the lead manager, and agreements are
required to be entered with those intermediaries after the assessment of
their capabilities by the lead managers.

The Company is required to file the draft offer document, often the
DRHP, with SEBI, for a public issue.’® This DRHP contains all the
necessary disclosures that are required under the SEBI ICDR
Regulations. The DRHP is mandated to contain all true and adequate
material disclosures. This augments the symmetry of information for the
investors to make informed decisions.®

Interestingly, one should note that the obligation to ensure adequacy and
veracity of the disclosure rests with the lead manager, and additionally,
the lead manager is conferred with the authority to call upon either the
issuer or the selling shareholders to ensure the fulfilment of the
obligations as provided in the DRHP and the offer document.!’ The lead
managers along with the DRHP, are also required to submit the following
documents: (a) a “certificate confirming the agreement between the

issuer and the lead manager” and (b) a “due diligence certificate”.!8

The DRHP filed is listed on SEBI’s website, the relevant stock exchanges
and the website of the Lead Managers for at least 21 days. This allows
the public to provide any comments concerning the same.*® Additionally,
after the filing of DRHP, the issuer is required to make a public

141d. reg 52.
15 1d. reg 2(n).
16 1d. reg 24.
171d. reg 24.
18 1d. reg 25.
19 1d. reg 26.
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announcement within 2 days inviting public comments on the same. Such
details of comments need to be compiled and provided to SEBI, along
with any changes, if made in pursuance of those comments. SEBI as a
nodal authority is also allowed to seek any clarifications on the DRHP
from the issuer or the lead manager. The relevant stock exchanges, where
the company wants its shares to be listed need to also provide in-principle
approval for the same.

C. OBSERVATIONS TO BE ISSUED BY SEBI

Additionally, SEBI is required to issue observations on the DRHP within
30 days from the in-principle approval or the receipt of clarifications.?
Further, the SEBI ICDR Regulations elucidate that the lead manager or
the issuer must act upon the modifications or comments, as suggested by
SEBI and consequently submit an updated draft offer document after
incorporating the suggested changes.?*

It is to be noted that SEBI can send multiple rounds of observations for
the same DRHP, and no cumulative time period has been prescribed in
that respect. After SEBI is satisfied with all the answers provided to the
observations, the Issuer company, based on the market feedback and the
market conditions, can approach the RoC and file the RHP. This RHP
needs to confirm all the observations issued by SEBI earlier.

Subsequently, the issuer makes a price band advertisement after the filing
of the RHP and the issue is required to open at least two days after the
advertisement. The same has to be filed with the RoC “at least three days
before the opening of the issue” in pursuance of Section 32 of the
Companies Act, 2013. The allotment of securities takes place only after

201d. reg 25.
2L 1d. reg 25.
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the minimum amount as provided in the prospectus has been prescribed.?

I11.  DISCLOSURE REQUIREMENTS FOR FILING AND
IPO

Broadly, these disclosures can be classified into two parts: a) Disclosures
as per the Companies Act, 2013; and b) Disclosures as required under
Schedule V1 (Part A) of the SEBI ICDR Regulations.

The issuer is required to furnish a brief summary of the offer document,
which must incorporate a concise overview of the issuer's principal
business activities, name of the promoters, size, and objective of the
issue, material information from the last three financial statements,
including share capital, net worth, revenue, etc., contingent liabilities,
qualifications of the auditors, outstanding litigations or claims.?
Additionally, the issuer company is also required to print risk factors and
proposals to address those risks.?

The issuer is required to elaborately mention the capital structure of the
company, the details of shareholding of the promoters, key managerial
persons, etc. Moreover, the details of the particulars of the issue, its
funding plan, deployment of funds, the basis for the issue price, etc., must
be provided.

The issuer is then required to provide details of the issuer company,
which includes the details of the business, business strategy, capacity
utilization, intellectual property rights, corporate structure, shareholding
agreements, details about management, promoters and principal
shareholders, financial statements and other ancillary financial

22 Companies Act, s 39.
2SEBI ICDR (n 3) sch VI, pt A.
2 1d.
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information and government approvals.?®

Under the Companies Act, 2013, certain matters are required to be stated
in the prospectus, which includes the “reports by the auditors of the
company with respect to the profits and losses, reports about the
businesses or transactions, profits and losses of the company of last five
financial years, main objects and present business of the company, etc.”
Not complying with this provision also attracts civil and criminal liability
to the persons involved in this process.?® Further, under Section 34, and
Section 35 of the Companies Act, 2013, criminal and civil liability is
issued for misstatements in the prospectus.

Based on the aforementioned points, it is clear that much sensitive
information is declared in the public domain in pursuance of Schedule VI
of SEBI ICDR Regulations, which might affect the viability of the
company if the process of listing gets delayed or if the issuer company
withdraws the issue. However, such disclosures also ensure bridging the
information asymmetries that might exist between the issuer and the
investors.

IV. CONCERNSRAISED

It is pertinent to note here that time is a key factor for the securities
market since the market is volatile. In the above process, concerns are
often raised that disclosure of sensitive information and its circulation in
the public domain might give a competitive advantage to the competitors.
This is because it takes approximately 30-70 days after the filing of
DRHP for the shares to be listed. In some cases, this time limit might
increase to one year, causing serious ramifications in the business. One

3 d.
26 Companies Act, s 26.
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such instance to note here is the case study of Barbeque Nations in which
Barbeque Nations was compelled to suffer huge losses owing to the time
taken in the entire process of DRHP.?’

Another possible consequence, which one must be wary of, relates to a
situation whereby due to certain unprecedented conditions, the issuer
company might pull off the issue in a period between 30-70 days. The
issuer company may now be at a competitive disadvantage because
material information had been published by way of mandatory public
disclosures in pursuance of an IPO.

V. PRE-FILING OF OFFER DOCUMENTS
PROCEDURE AS RECOMMENDED BY SEBI

The recommendation of the Primary Market Advisory Committee
regarding the pre-filing of IPO documents is as follows:?

The issuer company pre-files the offer document with SEBI and Stock
Exchanges for preliminary scrutiny before releasing it to the public.
Subsequently, the issuer company makes a public announcement of the
same with the authorities and the exchanges. Provisional approval is
provided by the stock exchanges while SEBI is required to provide its
observations on the pre-filed documents within 30 days of either the
receipt of a reply of any clarification sought by it or after the “in-principal
approval from the stock exchanges.”

After the receipt of SEBI’s observations, it is at the discretion of the

27 Aprajita Sharma, ‘Barbeque Nation IPO: ‘Extremely risky bet’ for investors; don’t
invest for listing gains’ (BusinessToday.in 25 March 2021), available at: <
https://www.businesstoday.in/markets/ipo-corner/story/barbeque-nation-ipo-
extremely-risky-bet-for-investors-dont-invest-for-listing-gains-291792-2021-03-25 >
accessed 2 October 2022.

28 SEBI Consultation Paper (n 5).
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issuer company to pursue undertaking an IPO. If the company decides to
do so, it will be required to file an Updated DRHP (UDRHP-I) consisting
of all the observations made by SEBI. The same must be reflected on the
issuer company’s website, stock exchanges and SEBI for at least 21 days
and should be open for public comments. Only after this publication of
the UDRHP-I the issuer company and lead managers shall undertake any
marketing or advertisement of the issue. After the expiry of the 21 days,
the lead managers will be required to provide SEBI with another
document (named UDRHP-II) consisting of the details of the public
comments received during this period of 21 days and any consequential
changes that might be required to be made in the UDRHP-II. SEBI shall
note the changes made due to public comments and regulatory
requirements, subsequent to which the issuer company may proceed with
the filing of the RHP with the RoC, Stock Exchanges, and SEBI, and the
standard procedure of issue opening will follow therefrom.

In its Board Meeting held on 30 September 2022, SEBI provided that the
procedure of prefiling of offer documents would be an optional
mechanism in addition to the pre-existing mechanism for filing an IPO.
Additionally, it also provided that SEBI’s initial observations in this
regard will be available to investors for at least 21 days to ensure
information symmetry.?®

VI.  ANALYSIS OF THE IMPACT OF PRE-FILING OF
DOCUMENTS FOR IPO

The most significant advantage for companies that choose to undergo
prefiling of documents is that they can prevent sensitive information from
becoming public as the disclosure requirements in case of pre-filing of

29 SEBI Board Meeting (n 6).
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documents is restrictive. It preserves the confidentiality of businesses,
which is prone to being taken advantage of by competing businesses.*
This is because it prevents price speculation unless the issuer is certain
about the issuance of an IPO.3! Interestingly, this step of SEBI was
remarked as a move on the liberalization front by the current Chairman
Ms. Madhabi Puri Buch.®?

In this regard, it is also necessary to note the study conducted which
specifically points out that the use of pre-filing of IPO documents
mitigates litigation and the statistics suggest that companies who have
not opted for pre-filing of documents in the USA have experienced a
twenty-five per cent increase in suits in the period before issuance of
IPOs.® This is because pre-filing deters litigation owing to weak legal
merit.®* Additionally, another study provided that pre-filing prevents
meritless suits, which are often filed to disrupt the procedure of issuance
of IPO.%

%0 Vidya Sreedhar, ‘Cos planning for IPOs allowed to submit pre-fill offer document:
Sebi’ (30 September 2022) available at:
<https://feconomictimes.indiatimes.com/markets/ipos/fpos/cos-planning-for-ipos-
allowed-to-submit-pre-fill-offer-document-
sebi/articleshow/94567909.cms?from=mdr> accessed 1 October 2022.

8 d.

32 The Telegraph Online, ‘Sebi tightens disclosure norms for companies’ (1 October
2022) available at: <https://www.telegraphindia.com/business/sebi-tightens-disclosure-
norms-for-companies-going-for-initial-public-offers/cid/1889756> accessed 1 October
2022.

33 Daniel Taylor, ‘How Firms Use Pre-IPO Confidentiality to Fend Off Lawsuits’
(2020) Knowledge at Wharton available at:
<https://knowledge.wharton.upenn.edu/article/firms-use-pre-ipo-confidentiality-fend-
off-lawsuits/> accessed 28 August 2022.

34 Esmer, Burcu and Ozel, N. Bugra and Sridharan, Suhas A., ‘Disclosure and lawsuits
ahead of IPOs’ (July 1, 2022). The Accounting Review, available at:
<http://dx.doi.org/10.2139/ssrn.3548863> accessed 2 September 2022.

% Burcu Esmer, N. Bugra Ozel and Suhas A. Sridharan, ‘Does Reducing Disclosure
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Furthermore, another part of the story states that this pre-filing of offer
documents only helps the companies whose IPO process goes south as
they had the opportunity to withhold sensitive business information. But
in the case of companies which ultimately go for the IPO process, these
pre-filings delay the disclosure process rather than eliminate it.®

VIil. COMPARATIVE ANALYSIS OF PRE-FILING IN
DIFFERENT JURISDICTIONS

The researchers have analyzed the pre-filing procedures in (a) Canada,
(b) the United States of America and (c) the United Kingdom to provide
a global regime and understanding related to the pre-filing of offer
documents.

A. CANADA

To address the issues of (i.) market volatility, (ii.) an issuer seeking
advantage of a “limited market window”, and (iii.) issuers that “operate
in ‘high-beta’ sectors,” the Canadian Securities Administrators (CSA)
facilitated a confidential pre-file review of the prospectus.®

Prospectus pre-filing documents must include terms and conditions of the
offering, estimated offering price if not actual price, complete review by
the underwriters, all the required documents for the actual prospectus

Mean Fewer Pre-IPO Lawsuits?” (The CLS Blue Sky Blog, 12 June 2020) available at:
<https://clsbluesky.law.columbia.edu/2020/06/12/does-reducing-disclosure-mean-
fewer-pre-ipo-lawsuits/> accessed 23 September 2022.

3 d.

87 Rima Ramchandani, Glen R. Johnson, Robbie Leibel, Frazer House, ‘Canadian
securities regulators to permit confidential prospectus pre-filings’ (Torys, 9 March
2020) available at: <
https://www.torys.com/Our%20L atest%20Thinking/Publications//2020/03/canadian-
securities-regulators-to-permit-confidential-prospectus-pre-filings/>  accessed 18
September 2022.
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filing according to the securities law, expected date of public filing and
filing of any other required documentation as per the nature of the
company. Initial comments on the pre-filed prospectus are required to be
provided by the principal regulator within ten days; however, the actual
initial review period may vary based on the complexity, novelty,
substantiveness involved in the pre-filing and most importantly, if the
disclosure by the issuer is complete or not.®

After a confidential review, the issuer will still be required to undergo
public review, and the regulator will be allowed to make comments even
during the public filing period. It is suggested by the regulators that the
issuer should keep the difference between the clearance of the pre-filing
prospectus and the public filing to a minimum in order to reap timing
benefits, which is one of the objectives of introducing the pre-filing
procedure in the first place. Another requirement of the pre-filing is that
the prospectus is required to reflect the “probable marketing materials”
that might be used for the offering when it is made public without further
regulatory scrutiny.*®

B. UNITED STATES OF AMERICA

The American Securities Act, 1933 provides for a pre-filing duration,
also known as the “quiet period”, prior to the filing of the registration
statement before the “Securities and Exchange Commission” (“SEC”).%

Section 5(c) of the legislation prohibits the issuer from making any public

38 Gregory Hogan, ‘Public offerings in Canada — Regulatory update: New confidential

prospectus pre-file review process’ (Cassels, 5 November 2020) available at: <

https://cassels.com/insights/public-offerings-in-canada-regulatory-update-new-

confidential-prospectus-pre-file-review-process/> accessed 2 September 2022.

¥ 1d.

40 ‘Prefiling  Period’, Legal Information Institute (2022) <

https://www.law.cornell.edu/wex/pre-filing_period> accessed 15 September 2022.
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offer to sell securities, limiting its public communications.** Rule 135
allows the issuer to announce their willingness to issue securities;*?
however, the announcement should not consist of anything more than the
name of the company, share price, contemplated time of issuance,
manner and purpose of the offering, along with factual business
information as per Rule 169. These restrictions prohibit the issuers from
inappropriate marketing and conditioning of the security before the
investors have complete information about the company in the public
domain for them to make an informed decision.

The American legislation, namely “Jumpstart Our Business Startups Act,
2012” (JOBS Act), which was enacted to “stimulate funding avenues for
small businesses by easing securities regulations”, allows emerging
growth companies (EGCs), companies with annual revenues of USD 1bn
or less, to file a draft registration statement for confidential review by the
SEC.* The main objective of the propagation of the regulation was to
avoid unnecessary disclosure of sensitive information to the public, since
a regulatory review by SEC would confirm the viability of the IPO on
legal grounds.*® Confidential pre-filing helps avoid futile lawsuits from
competitors which might affect the issuers’ valuation, reputation and
interests in the IPO.%

41 Securities Act 1933 (US), s 5(c).
421d. r 135.
431d. r 169.
4 Cleary Gottlieb, ‘The New SEC Policy on Confidential Review of Registration
Statements’ (Cleary Gottlieb, 9 July 2017) <https://www.clearygottlieb.com/-
/media/organize-archive/cgsh/files/2017/publications/alert-memos/the-new-sec-
policy-on-confidential-review-of-registration-statements-7-10-17.pdf> accessed 3
September 2022.
5 1d.
4 1d.
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The objective behind such a policy has been to provide flexibility to
access public markets on solid grounds, eliminating the economic risks
due to regulatory intervention while the company’s credentials are
publicly available during the IPO procedure. It also gives the issuer an
option to begin the SEC review process without making its filing public.
The procedure for such a filing is to be undertaken through the EDGAR
system, at least 15 days prior to the filing of the registration statement
with the SEC.#” There are no filing fees at the time of the submission of
a draft registration statement for non-public review.*

The EGC pre-filing experience so far has proven to be advantageous in
several ways as it defers the public disclosure of classified commercial
and financial information until the issuer registers for IPO maintaining
transparency with the investors when nearing the 1PO launch.*® It also
gives the issuer enough flexibility to time the offering in a way that
reduces exposure to market volatility.

C. UNITED KINGDOM

On 26th October 2017, the Financial Conduct Authority ("FCA™) of the
United Kingdom released its new Conduct of Business Sourcebook
(COBS) which facilitates the publication of approved registration
documents prior to the publication of the analysts’ research for a London-
listed IPO.%° This step was taken after being inspired by the American

47 1d.
48 1d.
49 1d.
%0 Cleary Gottlieb, ‘FCA Reforms UK IPO Process - Significant Implications for Deal
Timetables’ (Cleary Gottlieb, 21 November 2017) available at: <
https://www.clearygottlieb.com/-/media/organize-
archive/cgsh/files/2017/publications/alert-memos/updated-fca-reforms-uk-ipo-
process--significant-implications-for-dea.pdf> accessed 16 September 2022.
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and French pre-filing procedures before the registration for 1POs.!

Pre-filing of registration documents has proven effective, and several
companies, including Airbnb, Uber, and Robinhood, have chosen
confidential pre-filing due to its advantageous flexibility and zero-
consequence approach in case the company changes its mind and decides
not to pursue an IPO.>2 FCA has even done away with any additional
charges at the pre-filing stage to make it a viable option for the issuers.
In addition to maintaining a cordial relationship between the issuer and
the investors, the confidentiality of classified information and time
management has been the concerned regulators' utmost consideration for
a successful IPO.

Therefore, in light of the aforementioned jurisdictions, the principal
regulators of the securities market have come up with the procedure of
pre-filing or confidential filing or quiet filing mainly to facilitate fair
competition in the market and at the same time encourage financing
through an IPO.

VIIl. CONCLUSION

The primary concern for any business venture is financing. Beyond the
initial seed round of financing, the businesses have to rely on debt
financing or equity financing. Debt Financing is often resorted to by
companies who have assets and earnings, and therefore equity financing
is more practical for newer companies.>® An IPO provides a chance to

51 d.
52 Sergei Klebnikov, ‘Here’s Why More Companies Are Filing Confidential IPO
Paperwork’ (Forbes, 29 June 2021) available at:

<forbes.com/sites/sergeiklebnikov/2020/08/25/heres-why-more-companies-are-filing-

confidential-ipo-paperwork/?sh=1ed6ch326e68> accessed 25 September 2022.

%3 Patrick J Gallaghar, ‘Going Public Secretly: The SECs unveiling effort to increase

initial public offering through Confidential Registeration’ (2019) 1 CBLR available at:
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earn higher returns on the initial investment of the company.>* Some of
the important advantages of an IPO are that it provides finance to
businesses, provides costless liquidity, and increases credibility and the
company’s valuation.®® However, critics have highlighted certain
disadvantages, such as the IPO process being expensive and requiring
compliance with many regulations. The competitors get access to
sensitive business information such as financial statements, which were
earlier confidential. Lastly, there is also an increased chance of potential
liability due to misstatements or omissions concerning public
disclosures, and the companies will have to bear with the time-consuming
and costly enforcement actions of the concerned regulator.>®

To remedy the disadvantages highlighted above, pre-filing of the offer
documents proves to be a good alternative. This move might revitalize
the public markets and help in achieving one of the goals of SEBI which
is to facilitate the development of the securities market resulting in more
choices for the investors, circulation of money which would have an
overall positive impact on the Indian economy. Tata Play became the first
Indian company to have successfully made confidential pre-filing for IPO
with SEBI on 29" November 2022.5” Recently, OYO confidentially pre-
filled DRHP with SEBI for a fundraiser of around $400 million to $600

<https://journals.library.columbia.edu/index.php/CBLR/article/view/1695> accessed
19 September 2022.
54 d.
55 1d.
% 1d.
5" The Economics Times, ‘Tata Play becomes first Indian co to make confidential pre-
filing for IPO’, available at:
<https://economictimes.indiatimes.com/markets/ipos/fpos/tata-play-becomes-first-
indian-co-to-make-confidential-pre-filing-for-
ipo/articleshow/95925960.cms?utm_source=contentofinterest&utm_medium=text&ut
m_campaign=cppst> accessed 15 December, 2022.
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million.%8

In other jurisdictions, the study has highlighted that the pre-filing of offer
documents increases the overall costs to be incurred by the issuers since
investors value transparency and the same is compromised to some extent
with regard to the pre-filing of offer documents.>® Mandating disclosure
bridges the informational asymmetries existing between the issuer and
the investors. However, the SEBI Board Meeting on 30 September 2022
seeks to remedy this by allowing investors at least 21 days to scrutinize
the initial comments provided by SEBI. In the USA, a study found that
in the initial days, the JOBS Act allowed institutional investors to
dominate the securities markets because of their ability to capitalize on
underpricing.®°

Since the securities market is extremely volatile and its vulnerabilities
have increased with the advent of modern technologies, it is yet to be
seen if the introduction of the pre-filing of the offer documents of SEBI
leads to overall negative results (particularly the compromise of
transparency for investors) in the Indian securities market.

%8 The Indian Express, ‘OYO pre-files IPO papers, may cut size to $400-600 million’
available at: <https://indianexpress.com/article/business/companies/oyo-pre-files-ipo-
papers-may-cut-size-to-400-600-million-usd-8531349/> accessed 5 April 2023.
¥ 1d.
80 1d.
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THE DOCTRINE OF COMMERCIAL WISDOM
UNDER INSOLVENCY AND BANKRUPTCY CODE,
2016: ISSUES RELATING TO UNFETTERED
DISCRETION ON THE COMMITTEE OF
CREDITORS

Ayush Amar Pandey*
ABSTRACT

The legal framework in India dealing with the insolvency and
restructuring proceedings of corporate entities, partnership businesses,
and individuals was exceedingly complex and fragmented across
numerous legislations before the implementation of the Insolvency and
Bankruptcy Code, 2016 (IBC, 2016 or code). The IBC 2016 has
established a collective framework for handling insolvencies in the
nation while maintaining a delicate balance for all stakeholders to
maintain the process's economic worth in a timely manner. The success
of the Code has depended heavily on the supremacy enjoyed by the
Committee of Creditors ("CoC") by virtue of its commercial wisdom and
the various judicial pronouncements. However, in recent years, the
CoC's protection from judicial review has become a subject matter of
great debate, primarily due to the enormous haircuts that have been
observed in the insolvency resolution process. This has led to concerns
being raised about the ineffectiveness of the insolvency resolution
process contemplated under IBC, 2016. The government sought to

* The author is a fifth-year student at the Chanakya National Law University, Patna
(CNLU).
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address these issues when they were raised in the reports of the
Parliamentary Standing Committee. IBBI also published a code of
conduct to govern the Conduct of COC in the corporate insolvency
resolution process. There is still uncertainty regarding whether the code
of conduct will be obligatory or if it will function as a set of guidelines
that are recommended to follow without any repercussions for
noncompliance. This article explains the doctrine of commercial wisdom,
which has played a significant role in the success of IBC in 2016.
Moreover, it also identifies the various issues relating to the unfettered
discretion which has been conferred upon the COC by various judicial
pronouncements. The author has also provided various
recommendations which can be adopted to effectively deal with the
various issues relating to the doctrine of commercial wisdom under the
IBC, 2016

. MEANING AND CONCEPT OF COMMERCIAL
WISDOM

The doctrine of commercial wisdom provides that the committee of
creditors is the supreme decision-making authority for determining the
scheme and arrangement for the resolution of insolvency of corporate
persons, partnership firms and individuals. It is one of the most important
elements of the Corporate Insolvency Resolution Process (“CIRP”) under
the Code as the committee of creditors is given the power to use its
commercial wisdom in making business decisions regarding
restructuring and turnaround of the Corporate Debtor.! In furtherance of
this, the Committee of Creditors has a responsibility to evaluate a

! Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 25.
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corporate debtor and determine how its distress is to be resolved.?

While a Resolution Professional (“RP”’) merely supervises the process of
obtaining and approving a resolution plan, the final and decisive power
to accept or reject the same lies only with the Committee of Creditors.
Under Section 22 of IBC, this Committee of Creditors can then either
replace the IRP with a new person appointed as the RP, or it can decide
to allow the person who held the position of IRP to continue as the RP.2

The supremacy enjoyed by the Committee of Creditors in the light of its
commercial wisdom, while being in line with the objectives of the Code,
has been facing criticism in the recent past. A majority of the critique was
directed towards the huge haircuts in the insolvency resolution, which
indicated inefficiency in the unfettered functioning of the Committee of
Creditors.*

The Supreme Court, National Company Law Appellate Tribunal
(NCLAT), and National Company Law Tribunal (NCLT) have all
repeatedly recognised the Committee of Creditors’ business acumen as
being superior. However, the courts have frequently been tempted to

2 Ministry of Corporate Affairs, Government of India, ‘Report of the Insolvency Law
Committee’, IBBI <available at:
https://ibbi.gov.in/uploads/resources/f841a45902d901ef311fe6d76127d094.pdf>
accessed Nov. 30 2022.
% Indian Institute of Insolvency Professionals of ICAI, ‘The Resolution Professional
Journal’, IITPICAL, <available at: https://www.iiipicai.in/wp-
content/uploads/2021/05/The-Resolution-Professional-April-2021.pdf> accessed Nov.
30 2022.
4 Faranaaz Karbhari and Akriti Shikha, ‘India: Commercial Wisdom Of Committee Of
Creditors’, Mondaq <available at:
https://www.mondag.com/india/insolvencybankruptcy/1080856/commercial-wisdom-
of-committee-of-creditors-> accessed Nov. 30 2022.
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weigh in on the scope of their interference with the CoC's decision.

When the issue of huge haircuts was brought before the government, the
Secretary to the Ministry of Corporate Affairs, in the reply on behalf of
the government, had put the entire blame on the decision-making ability
of the CoC, which plays a predominant role in the entire process.® In light
of the same, the Standing Committee observed a sincere need for putting
a professional code of conduct in place.® Following up on the same, the
Insolvency and Bankruptcy Board of India (“IBBI”) introduced a
discussion paper on 27 August 2021.’

In this paper, the author attempts to explain the concept of the Doctrine
of Commercial Wisdom, the relevance of commercial wisdom of the
committee of creditors under IBC and the scope of interference of NCLT
and NCLAT in the decision of the committee of creditors. Next, the
author elaborates on the various issues relating to the supremacy of
commercial wisdom of the committee of creditors under IBC.
Furthermore, this research article highlights the need for judicial scrutiny
of the decision of the committee of creditors and the need for a code of
conduct for the committee of creditors. The author further discusses the
cross-jurisdictional laws and regulations associated with the doctrine of
commercial wisdom. In addition, the author provides various
recommendations for regulating the unfettered discretion of the

*Ministry of Corporate Affairs, ‘32nd Standing Committee on Finance Report,
Implementation of Insolvency and Bankruptcy Code — Pitfalls and Solutions’ <available
at:
https://www.ibbi.gov.in/uploads/whatsnew/fc8fd95f0816acc5b6ab9e64c0a892ac.pdf>
accessed Dec. 02 2022.

61d.

" Insolvency and Bankruptcy Board of India, Discussion Paper, IBBI <available at:
https://ibbi.gov.in/Discussionpaper-CIRP-27Aug2021.pdf> accessed Dec. 01 2022.
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committee of creditors and strengthening the corporate insolvency
procedure. Finally, the author concludes the research paper by providing
a summary of the findings of the research.

1. SUPREMACY OF COMMERCIAL WISDOM OF THE
COMMITTEE OF CREDITORS AND THE LIMITED
SCOPE OF INTERFERENCE OF NCLT AND NCLAT

A. COMMITTEE OF CREDITORS UNDER IBC

CoC, in accordance with Section 21(1) of the IBC, is a committee which
is required to be constituted by the Interim Resolution Professional
(“IRP”).% The committee includes all financial creditors of the corporate
debtor and makes significant decisions about the future of the corporate
debtor or company in accordance with the procedure prescribed under the
code. The essence of this provision is rooted towards making the
creditors adopt a collective approach in terms of the insolvency process,
as against going on individually.®

It is one of the most important elements of the Corporate Insolvency
Resolution Process (“CIRP”) under the Code as the CoC is given the
ultimate power to use its commercial wisdom in making business
decisions regarding restructuring and turnaround of the Corporate
Debtor. In furtherance of this, the CoC has a responsibility to evaluate a
corporate debtor and how its distress is to be resolved. In the event that

8 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),

Section 21.

°® Municipal Corporation of Greater Mumbai (MCGM) v. Abhilash Lal, 2019 SCC

OnLine SC 1479.

10 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
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a financial debt is owed as a part of a consortium to more than two
financial creditors, there the CoC will include each financial creditor,
wherein the voting share will be divided based on the proportion of the
debt owed. In the event a financial creditor or its representative is a
related party of the corporate debtor, it shall not have any rights to
participate or vote in the CoC despite the financial debt owed to it by the
corporate debtor.

In two cases, which are (a) in the absence of any financial debt; or (b)
when all financial creditors are related parties to the corporate debtor, the
CoC will comprise: (i) the 18 largest operational creditors by value, (ii)
one workmen's representative; and (iii) one representative of the
employees. !

While a Resolution Professional (“RP”’) merely supervises the process of
obtaining and approving a resolution plan, the final and decisive power
to accept or reject the same lies only with the CoC.*? This CoC can then
either replace the IRP with a new person appointed as the RP, or it can
decide to allow the person who held the position of IRP to continue as
the RP.13

The composition of the CoC is also carried out in accordance with the
provision given under Section 21 of the IBC. It states that Section 21

Section 30.
11 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 21.
1214d.
13 Pooja Dhamor and Vaishnavi Bansal, ‘Regulating Commercial Wisdom of the
Committee of Creditors: Viability of the Proposed Code of Conduct’, SCC Online, 9
(2) SCHOLASTICUS 115 (2021); Insolvency and Bankruptcy Code, 2016, No. 31,
Acts of Parliament, 2016 (India), Section 22.
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shall comprise all the financial creditors — both secured as well as
unsecured.*

If, at all, a corporate debtor has only its creditors in class with no eligible
financial creditors, the CoC will comprise only Authorized
Representatives.™®

B. NECESSITY OF OBTAINING APPROVAL FROM THE COMMITTEE
OF CREDITORS

As per the Code, each member of a CoC will get a voting share. In
accordance with Section 5(28) of the IBC, a financial creditor's voting
share is based on the percentage of the financial debt the corporate debtor
owes to that particular financial creditor. Similarly, each creditor is
required to vote in line with the voting share allotted to it under Section
24(6) and Section 24(7) of the IBC — as determined by the RP in
accordance with the CIRP Regulations.®

A wide array of items is listed under Section 28, which shall be approved
by the CoC by a minimum vote of 66% of the voting share.’” In the
absence of such approval, the actions of the RP will be void and will
allow the CoC to report the RP to the IBBI for non-compliance. These
include raising excess interim finance, creation of security interest over

14 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 21.

15d.

16 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 24.

17 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 28.
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corporate debtor's assets, etc.!®

Apart from the matters given under Section 28, a few other matters also
require prior approval from CoC. These include: extending a CIRP from
180 to 270 days under Section 12 of the IBC;*® disposing of
unencumbered CD assets outside the ordinary course under Regulation
29 of the CIRP Regulations;? changing from IRP to RP under Section
22 of the IBC?! or replacing RP under Section 27 of the IBC;?? and
Section 30 of the IBC requires approval of the resolution plan.?®

Furthermore, any application admitted under Sections 7, 9, or 10 of the
IBC can only be withdrawn after approval by way of 90% voting shares
of the CoC is obtained.?* Under Section 12 of the IBC, the resolution
professional shall file an application can be filed to the NCLT to extend
the time limit for completing the insolvency resolution process if
instructed to do so by a resolution passed at a meeting of the committee
of creditors by a vote of sixty-six percent of the voting shares. Section 21
provides that all decisions of the committee of creditors shall be taken by
a vote of not less than fifty-one percent of the voting share of the financial

81d.
19 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 12.
2 Insolvency and Bankruptcy Board of India (Insolvency Resolution Process for
Corporate Persons) Regulations, 29 (2016).
21 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 22.
22 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 27.
2 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 30.
2 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 12A.
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creditors. Under Section 22 of IBC, the resolution professional can be
appointed by the committee of creditors by a majority vote of not less
than sixty-six percent of the voting share of the financial creditors.
Moreover, Section 29 provides that the committee of creditors can
replace the resolution professional appointed under Section 22 with
another resolution professional at a meeting by a vote of sixty-six per
cent of voting shares. Under Section 30 of IBC, the committee of
creditors may approve a resolution plan by a vote of not less than sixty-
six percent of the voting share of the financial creditors after considering
its feasibility and viability. Lastly, any other item that needs the CoC's
approval under the IBC or the associated Rules can be adopted with a
51% voting share.?> An example of the same would be the CoC's approval
of eligibility conditions for resolution applicants under Section 25(2) (h)
of the IBC.%

C. SUPREMACY OF DECISION OF COMMERCIAL WISDOM AND THE
LIMITED SCOPE OF JUDICIAL SCRUTINY

According to the Insolvency and Bankruptcy Code, 2016, in the event
that a corporate debtor fails to make a payment, its financial and other
creditors, as well as the corporate debtor itself, may seek a resolution by
starting the corporate insolvency resolution process and hiring an
independent resolution professional for a 180-day period, which may be
extended to a maximum of 330 days.?’” The Committee of Creditors

% Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 21(8).
% Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 25(2)(h).
27 Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 12.
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(CoC) is established by the interim resolution professional during the
corporate insolvency resolution process and serves as the decision-
making body regarding the administration of the corporate debtor based
on a majority vote of the members. In line with Sections 30 and 31 of the
IBC, the Committee of Creditors has the authority to review and then
approve a Resolution Plan by a majority of 66% of the voting shares.
However, this is contingent upon the Resolution Plan receiving final
approval from the relevant National Company Law Tribunal (NCLT).?®

The NCLT, National Company Law Appellate Tribunal (NCLAT), and
Supreme Court have repeatedly recognised the Committee of Creditors'
commercial sense as being superior (SC). However, the courts have
frequently felt the urge to decide how far they should intervene with the
Committee of Creditors' choice.?®

A prime example of this is the case of K. Sashidhar v. Indian Overseas
Bank & Ors.,*® which raised a crucial issue regarding the extent of
judicial review over a commercial decision made by the Committee of
Creditors to accept or reject a Resolution Plan. In this case, the SC
observed that the legislature, in passing the IBC, purposefully did not
provide any grounds for contesting the collective judgement of the
Committee of Creditors or the commercial wisdom of the individual
financial creditors before the NCLT/NCLAT. The SC also noted that the
commercial wisdom of the Committee of Creditors' decision has been
rendered non-justiciable. The IBC (Second Amendment) Act of 2018
brought into force the requirement for the Committee of Creditors to

8. at 3.
2 Kalpraj Dharamshi & Anr v. Kotak Investment Advisors Ltd & Anr, 2021 SCC
OnLine SC 204.
%0 K. Sashidhar v. Indian Overseas Bank & Ors., (2019) 12 SCC 150.
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consider the feasibility and viability of a Resolution Plan before its
approval, and the Court held that neither the NCLT nor the NCLAT has
the jurisdiction to reverse the commercial wisdom of the dissenting
financial creditors. The Court also clarified that the amendment made to
Section 30 (4) of the IBC was simply a restatement of the previous
requirement.

In its landmark decision in Committee of Creditors of Essar Steel India
Ltd v. Satish Kumar Gupta & Ors.,*? the SC had once more emphasised
the importance of the CoC's commercial judgement, holding that the
NCLT's judicial review must fall within the confines of Section 30(2) of
the IBC when approving a resolution plan and that the NCLAT's must
fall within the confines of Section 32 read with Section 61(3).% The SC
added that the NCLT/NCLAT may never infringe upon a business
decision made by the majority of the Committee of Creditors.>* The SC
further concluded that the NCLT/limited NCLAT's judicial review is
restricted to determining whether the following factors were taken into
account when making the Committee of Creditors' decision:®

The corporate debtor must:

I. continue operating as a going concern during the insolvency
resolution process;
ii. maximise the value of its assets; and

1 d.
32 Committee of Creditors of Essar Steel India Ltd v. Satish Kumar Gupta & Ors., (2020)
8 SCC 531.
B d.
#d.
B d.
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iii. ensure that the interests of all parties, including operational
creditors, have been protected.

In a number of instances, the NCLT and NCLATs have upheld this
decision, and the SC reaffirmed it in Maharashtra Seamless Ltd v.
Padmanabhan Venkatesh & Ors.*® Similar to this, the SC heard a new
argument in the matter of Kalpraj Dharamshi & Anr v. Kotak Investment
Advisors Ltd & Anr.%" regarding, among other things, the NCLAT's
ability to influence the Committee of Creditors' business judgments. The
facts of this case are as follows:

Ricoh India Ltd, the corporate debtor, submitted an
application under Section 10 of the IBC to start its own
CIRP, and the NCLT accepted it.

The Committee of Creditors was then established, and
Resolution Plans were provided by the Kalpraj
consortium (Mr. Kalpraj Dharamshi and Ms. Rekha
Jhunjhunwala), Kotak Investment Advisors Ltd. (KIAL),
Karvy Data Management Systems Ltd., and WeP
Solutions Ltd. However, KIAL raised concerns about
Kalpraj's Resolution Plan because it was presented after
the deadline had passed. The Committee of Creditors
subsequently instructed each Resolution Applicant to
present their updated plans.

The Resolution Plan that Kalpraj provided was
subsequently approved by the Committee of Creditors and

3 Maharashtra Seamless Ltd v. Padmanabhan Venkatesh & Ors., (2020) 11 SCC 467.
37 Kalpraj Dharamshi & Anr v. Kotak Investment Advisors Ltd & Anr., 2021 SCC

OnLine SC 204.
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V.

presented to the NCLT for final approval by the RP. After
that, KIAL submitted a protest against the plan's
acceptance, which the NCLT dismissed. Against this
decision, KIAL filed a writ petition before the
Bombay High Court on the ground that the order passed
by NCLT was passed in utter breach of the principles of
natural justice. The Bombay High Court dismissed the
petition, ruling that KIAL had a viable alternative remedy
in the form of an appeal to the NCLAT.

KIAL then filed an appeal with the NCLAT, which
reversed the NCLT's ruling and instructed the Committee
of Creditors to make a new determination only after
considering Resolution Plans that had been timely filed.
Kalpraj and others appealed the NCLAT's ruling to the SC

In the current instance, the SC's three-judge bench affirmed that
interference with CoC's business judgement is only permitted within the
parameters set forth in Sections 30 and 31 of the IBC. Following are a
few of the important observations the SC made in this case:

In making its decision, the SC looked to the
aforementioned rulings as well as the Report of the
Committee on Bankruptcy Law Reforms® (BLRC). It
noted that the BLRC had made sure that the Committee of
Creditors alone would decide on the proper course of
action for a defaulting corporation.

The SC noted that the Committee of Creditors' decision
had a majority of 84.36%, and since all of the RP's

3 Ministry of Finance, Government of India, The Report of the Bankruptcy Law
Reforms Committee, Volume I: Rationale and Design (November 2015).
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actions—including the approval of the Resolution Plan of
Kalpraj in accordance with the due date—had been
consciously approved by the Committee of Creditors, the
same cannot be interfered with in light of the high priority
given to the Committee of Creditors' business judgement.
iii.  In light of the foregoing, it was determined that the
NCLAT's decision was invalid under the law and that it
had exceeded its authority by meddling in the Committee
of Creditors' commercial decision.
In another recent case, Ghanashyam Mishra & Sons Pvt Ltd through the
Authorized Signatory v. Edelweiss Asset Reconstruction Co Ltd through
the Director & Ors.*® the SC cited its earlier rulings and reiterated that
the Committee of Creditors' business judgement had been given top
priority and that the scope of judicial review is constrained to the extent
permitted by Sections 31 and 61(3) of the IBC.

I, ISSUES RELATING TO THE SUPREMACY OF
COMMERCIAL WISDOM OF THE COMMITTEE OF
CREDITORS/NEED FOR JUDICIAL SCRUTINY OF
THE DECISION OF THE COMMITTEE OF
CREDITORS

The IBBI, 2016 was enacted to establish a legal framework relating to
the reorganisation and insolvency resolution of corporate persons,
partnership firms, and individuals in a timely manner for the purpose of
maximising the value of such person's assets, fostering entrepreneurship,
increasing access to credit, and balancing the interests of all stakeholders,

39 Ghanashyam Mishra & Sons Pvt Ltd through the Authorized Signatory v. Edelweiss
Asset Reconstruction Co Ltd through the Director & Ors., 2021 SCC OnLine SC 313.
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including a change in the priority of payment of Government dues.
However, the aims and objectives are not being met due to the following
issues relating to the supremacy of commercial wisdom of the committee
of creditors: -

A. HAIR-CUT ISSUES

Evidently, the CoC is endowed with critical decision-making and bears a
huge responsibility. However, there are several recent events which
highlight that the level of accountability associated with the
responsibility held by the CoC is not adequate or proportionate.

In the recent past, there have been several cases*® where lenders have
agreed to massive haircuts. Haircuts are defined as the difference
between the total amount that could be claimed and the final amount
received. Some amount of haircut is usually needed in the insolvency
resolution. Therefore, while the haircuts in themselves are not so
problematic, the issue is with the frequency of these haircuts and the
significantly reduced amount of recoveries post these haircuts. The
haircut, or the loss to banks on their claims in concluded cases, increased
to 60% in fiscal 2021, up from a 55% average in prior years.** In only the
first quarter of 2021, haircuts amounted to a stunning 74% of the claims
lodged by lenders against defaulters.*?

40 Bank of Maharashtra Vs. Videocon Industries Ltd. & Ors., 2022 SCC OnLine
NCLAT 6; Vallal RCK vs M/s Siva Industries & Anr, 2022 SCC OnLine SC 756.
41 ETBFSI, Haircut under IBC rises to 60% in fiscal 2021, half the closes cases
liquidated, The Economic Times <available at:
https://bfsi.economictimes.indiatimes.com/news/banking/haircut-under-ibc-rises-to-
60-in-fiscal-2021-half-the-closes-cases-liquidated/83140859> accessed 02 Dec. 2022.
“2d.
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One such instance is wherein the Videocon Industries Limited case.*® the
CoC agreed to a haircut as high as 95.85% - many equating it to a shave.
The same was condemned by the Court as well, but it found its hand tied
in the light of the commercial wisdom.** Similarly, in the Tamil Nadu-
based Siva Industries and Holdings*, the CoC agreed to a 93.5% haircut
which the NCLT Chennai later rejected. Such practices of allowing high
rates of haircuts result in loss to the lenders and speak volumes against
giving unfettered power to the CoC in the name of commercial wisdom.

B. UNNECESSARY DELAY/ USE OF DELAYING TACTICS

Since resolution proposals are still being accepted by the COC after the
deadlines have passed, the timeframes are not properly adhered to. The
Supreme Court of India permitted the approval of the resolution plan after
the deadlines had passed in Kalpraj Dharamshi and Others v. Kotak
Investment Advisors Limited and Others,*® since the decision was based
on the COC's commercial judgement. More weight was placed on the
creditors' business acumen than the resolution plan's qualitative analysis.
In Ghanashyam Mishra and Sons Private Limited through the Authorized
Signatory v. Edelweiss Asset Reconstruction Company Limited through
the Director and Others,*’ the Supreme Court of India expressed a
similar opinion. Accepting such a resolution plan causes a delay in the
CIRP as a whole and may lead to criticism of the COC's arbitrary actions

43 Bank of Maharashtra Vs. Videocon Industries Ltd. & Ors., Company Appeal (AT)
(Ins.) No. 503 of 2021.
“d.
4 Vallal RCK Vs. M/s Siva Industries and Holdings, 2022 SCC OnL.ine SC 756.
46 Kalpraj Dharamshi v. Kotak Investment Advisors Ltd., 2021 SCC OnLine SC 204.
47 Ghanashyam Mishra and Sons Private Limited through the Authorized Signatory v.
Edelweiss Asset Reconstruction Company Limited through the Director and Others,
Civil Appeal No. 8129 of 2019.
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by the corporate debtors and court of law.

The major cause of delays is due to the fact that the members of the CoC
nominated by the financial institutions are not given decision-making
authority, leading to a time-consuming process of getting internal
approvals.*® There are also various other delaying tactics used by the
members of the CoC, like remaining absent from the voting and
postponing the issuance of Expression of Interest.*® Another less
discussed issue is the power of the CoC in accepting the delayed
resolution plans, which create tremendous procedural uncertainty, not
only discouraging genuine bidders but also causing significant delays.
These practices also laid the reason for the courts and the committees to
suggest a code of conduct for the CoC members.>°

C. DEPRECIATION OF ASSETS

It is crucial to bear in mind that delays in the Corporate Insolvency
Resolution Process (CIRP) can lead to a decrease in the value of the
assets of the corporate debtor. Moreover, prolonged delays can erode the
trust of stakeholders in the process. According to the Insolvency and
Bankruptcy Board of India (IBBI), out of the 4,500 cases permitted, only
14% of the CIRP applications have been resolved, while the remaining
cases have been either closed or are still under investigation.>! 75% of

48 Akaant Kumar Mittal, ‘Analysis of the Amendments to the CIRP Regulations’
<available at:  https://www.scconline.com/blog/post/2022/03/11/analysis-of-the-
amendments-to-the-cirp-regulations/> accessed 02 Dec 2022.

49 Ministry of Corporate Affairs, Report of the Insolvency Law Committee <available
at: https://www.mca.gov.in/Ministry/pdf/ICLReport_05032020.pdf> accessed 02 Dec
2022.

01d.

51 Ministry of Corporate Affairs, ‘32nd Standing Committee on Finance Report,
Implementation of Insolvency and Bankruptcy Code — Pitfalls and Solutions’ <available
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the current cases have already gone over the 330-day minimum
requirement.>?

However, there have been several instances where the members of the
CoC have caused such inordinate delays in the CIRP that it has turned
disastrous for the Corporate Debtor's assets.>® While a stay is in effect,
there is a risk that the value of the collateral belonging to the creditor may
decrease. This depreciation may adversely affect the priority that the
secured creditor will be accorded during the eventual distribution. To
prevent this prejudice to the interests of the secured creditor, various laws
require that the liquidator be obligated to compensate the creditor for the
amount of the depreciation. This compensation can be provided either by
arranging substitute collateral or by making periodic cash payments that
correspond to the decrease in value. The Standing Committee Report also
highlighted the problem of delay in the resolution process, with more
than 71% of cases pending for more than 180 days.>* This is clearly a
deviation from the originally intended objectives of the Code to preserve
and protect the assets of the corporate debtor, including the continued
business operations of the corporate debtor.*®

D. INABILITY TO TAKE DECISIONS INVOLVING OWNERSHIP AND

at:
https://www.ibbi.gov.in/uploads/whatsnew/fc8fd95f0816acc5h6ab9e64c0a892ac. pdf>
accessed Dec. 02 2022.

52 d.
%3 Faranaaz Karbhari and Akriti Shikha, ‘India: Commercial Wisdom Of Committee Of
Creditors’, Mondaq <available at:

https://www.mondag.com/india/insolvencybankruptcy/1080856/commercial-wisdom-
of-committee-of-creditors-> accessed Nov. 30 2022.
4 d.
% Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 25.
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CONTROL

The court in Essar Steel®® referred to the Bankruptcy Law Reforms
Committee (“BLRC”) Report of 2015 which clearly enunciated that
speed is of the essence while working for the insolvency law. This is
attributable to two major reasons: One, without full clarity of the
ownership and control, significant decisions cannot be made, making it
difficult to keep the organisation afloat. Second, the assets also suffer
from a high rate of depreciation with the passing of time, further lowering
the liquidation value.

E. UNDERVALUATION OF THE RESOLUTION PLAN

In the case of Maharashtra Seamless Limited v. Padmanabhan Venkatesh
and Others®’, where the COC approved a resolution plan with 87.10% of
the vote despite it being priced lower than the liquidation value, another
problem was brought up. The Supreme Court of India pointed out that
neither the IBC nor the regulations contain any provisions stating that
any resolution applicant's bid must match the liquidation value
determined in accordance with Clause 35 of the CIRP Regulations.
Furthermore, since the resolution plan was adopted based on the COC's
sound business judgement, courts cannot weigh in on its merits.®

The Committee of Creditors (COC) cannot adopt a resolution plan that
contradicts the code's goal, the court said in Committee of Creditors of

%6 Essar Steel India Ltd v. Satish Kumar Gupta & Ors., (2020) 8 SCC 531.
57 Maharashtra Seamless Limited v. Padmanabhan Venkatesh, 2020 SCC OnLine SC
67.
%8 Maharashtra Seamless Limited v. Padmanabhan Venkatesh, 2020 SCC OnLine SC
67.
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Essar Steel India Limited v. Satish Kumar Gupta and Others.® A
resolution plan bid that is less than the liquidation value cannot be
approved as allowing the recovery of an amount less than the liquidation
value results in loss to the lenders, which goes against the code's core
values and goals of protecting the interest of lenders.

F. LACK OF REASONING IN DECISIONS OF THE COMMITTEE OF
CREDITORS

The rationale behind the COC's commercial conclusion has gone
unnoticed by the courts. There are no rules or recommendations for
evaluating the COC's behaviour or decision-making process. The IBBI
has come to see the urgent necessity for such a code of conduct that will
outline and limit the COC's discretion, given their greater consequences
for the effectiveness of the IBC.*

G. LACK OF CODE OF CONDUCT/ GUIDELINES/ REGULATIONS

The current practice of Indian courts’ prioritization of “business acumen”
can be viewed as a precedent for COC's unrestricted power dressed up as
“commercial wisdom.” The Supreme Court of India has limited the
application of judicial review to Section 30(2) of the Code in relation to
COC rulings. A key goal of the legislation, the prompt resolution of the
corporate debtor, is not addressed by the provisions of Section 30(2). The
timelines are not mentioned, which has caused the COC to review

%9 Essar Steel India Ltd v. Satish Kumar Gupta & Ors., (2020) 8 SCC 531.
80 Gaargi Singh, Need for Judicial Scrutiny of the Commercial Wisdom of COC, The
Indian Review of Corporate and Commercial Laws (IRCCL) <available at:
https://www.irccl.in/post/need-for-judicial-scrutiny-of-the-commercial-wisdom-of-
coc> accessed 03 Dec 2022.
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resolution proposals filed beyond the deadlines, delaying the resolution
process and reducing the total amount owed.5!

IV. IBBIDISCUSSION PAPER ON CODE OF CONDUCT
FOR THE COMMITTEE OF CREDITORS

When the problem of massive haircuts was brought to the attention of the
government, the Secretary to the Ministry of Corporate Affairs responded
on behalf of the government by blaming the entire process on the CoC's
decision-making abilities, which play a key part in the process.® In light
of this, the 32nd Parliamentary Standing Committee on Finance, in its
report dated 3 August 2021, stated that a professional code of conduct is
urgently needed to regulate the conduct of the CoC.%® The Committee
believed the same to be crucial in order to ensure the overall efficacy of
the Code. Incorporating the feedback received on the issue from various
sources, on August 27, 2021, IBBI consequently released a discussion

paper.

The IBC has given the CoC an immense amount of power and authority,
including the authority to determine the best potential resolution plan for
acompany's long-term survival. According to the IBBI Discussion Paper,
it is only reasonable that such authority must be accompanied by

&1 Insolvency and Bankruptcy Board of India, Insolvency and Bankruptcy Regime in
India: A Narrative, <available at: https://www.ibbi.gov.in/uploads/whatsnew/2020-10-
01-210733-43cms-9224c9b668aac0d6149a5d866bfh4c79.pdf> accessed 04 Dec 2022.
b2 Ministry of Corporate Affairs, 32nd Standing Committee on Finance Report,
‘Implementation of Insolvency and Bankruptcy Code — Pitfalls and Solutions’
<available at:
https://www.ibbi.gov.in/uploads/whatsnew/fc8fd95f0816acc5b6ab9e64c0a892ac.pdf>
accessed 02 Dec 2022.

8 d.
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accountability. The CoC must make judgments that are fair and follow
the tenets of transparency. Members of the CoC shall perform their roles
with integrity and act in line with the Code's objectives while making
decisions. Furthermore, members shall not misrepresent any facts or
situations and disclose details of any conflict of interest.®

V. ISSUES RELATED TO THE IMPLEMENTATION
OF CODE

In India, the IBBI suggested the draft Code of Conduct, which calls for
the COC to uphold honesty and impartiality when making decisions,
refrain from any behaviour that would be counter to the IBC's goals,
avoid using illegal means, work with the resolution specialist, and other
things. The problem with the current draft is that the IBBI has not
specified how the IBC will be applied (i.e., whether it will be included in
the statute or regulation or whether it will only be in the form of
guidelines with no consequences in the event of non-compliance).
Additionally, the intent behind putting such a code of conduct into effect
was to restrain the COC's unfettered authority that had been granted
under the guise of “business acumen.” The words “objectivity” and
“integrity”” employed in the [xxx] code are fairly general and don't bring
any more clarity to the situation as it stands. The proposed code will
further slow down the CIRP process because it only adds one more basis
for contesting the resolution plan without offering any supporting

8 Insolvency and Bankruptcy Board of India, ‘Discussion Paper’, IBBI <available at:
https://ibbi.gov.in/Discussionpaper-CIRP-27Aug2021.pdf> accessed 01 Dec 2022;
Insolvency and Bankruptcy Code, 2016, No. 31, Acts of Parliament, 2016 (India),
Section 22.
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evidence.%

It becomes crucial to offer Code of Conduct amendments that further
solidify India’s insolvency system. This can be accomplished by limiting
the COC's ability to make decisions within a set of guiding principles.
IBBI may take into account adopting some guiding principles for the
COC that are comparable to those found in the US Code, such as Section
1129(a)(7), or establishing specific criteria to assess the COC's business
decisions, similar to what the UK has done for an Administrator.®®
Another crucial tenet would be that the COC's commercial judgement
must be supported by justification. Improved due diligence of proposal
resolution applicants will further aid in a quick resolution procedure. By
adhering to such principles, the COC will be better able to maximise
value for the corporate debtor while balancing the interests of different
stakeholders and using its commercial wisdom.

It is uncertain if the IBC will remain a prescriptive code of conduct with
no penalties for non-compliance or whether it will be included in the
Regulations/Acts as “law.” If the code of conduct will be mandatory or
merely prescriptive, to put it another way. There is a double-edged risk
since if the IBC is rendered just prescriptive without any obligations for
mandatory compliance, there is a high likelihood that it will be flagrantly
disregarded. On the other hand, there is a high possibility of further
lawsuits if the Code becomes mandatory. Making it necessary will
seriously undermine the widely accepted idea of commercial wisdom and
the time-bound goal of the Code, in addition to undermining the principle

85 1d. at 47.
% Section 1129, United States Bankruptcy Code, 2020.
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of commercial wisdom.%” According to the legal framework, the CoC
must approve each and every step of the CIRP, and adding more
procedural rules will only make the process take longer. Additionally, it
would enhance the amount of judicial review of CoC judgments.
Adjudicating processes were noted as one of the two significant drivers
of delay when identifying the factors of delay. Additionally, judicial
inaction jeopardises the goals and future of the IBC because it was one
of the main causes of our previous insolvency law framework's failure.®®

VI. CROSSJURISDICTIONAL ANALYSIS
A. USA:

Strengthening the COC's framework is crucial for reviving and resolving
the corporate debtor, and it's important to consider the position of
creditors in international insolvency schemes when deliberating their
powers.%® Under the US Bankruptcy Code, a resolution plan must fulfill
specific criteria, including obtaining approval from at least one impaired
class of creditors if there are such classes under the plan, as outlined in
Section 1129(a)(7). Additionally, the Code allows for the formation of a
committee of unsecured creditors to represent their interests.”® The US
Code also allows for the formation of an association of unsecured

67 Sriram, ‘A Code of Conduct for Committee of Creditors’, IBBI <available at:
https://ibbi.gov.in/uploads/resources/6736e357f5c139e6402b038f4492e10b.pdf> 04
Dec 2022.
88 Kamineni Steel & Power India Pvt. Ltd. v. Indian Bank, 2018 SCC OnLine NCLAT
654; Ministry of Corporate Affairs, Report of the Insolvency Law Committee
<available  at:  https://www.mca.gov.in/Ministry/pdf/ICLReport_05032020.pdf>
accessed 02 Dec 2022.
9 1d. at 47.
0 Section 1129(a)(7), Chapter 11, US Bankruptcy Code.
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creditors to represent their interests.

Some nations have implemented "pre-insolvency™ procedures, which are
essentially a combination of formal rehabilitation procedures and out-of-
court rehabilitation. For instance, rules have been made in the United
States that permit the court to approve a reorganisation plan under the
rehabilitation chapter (Chapter 11) of the insolvency law even though the
support from creditors needed as a requirement for court approval under
this chapter was obtained through a vote that took place prior to the start
of the formal rehabilitation proceedings.’* These so-called "prepackaged
bankruptcy" rules aim to reduce the expense and delay connected with
formal rehabilitation procedures while offering a mechanism by which a
rehabilitation plan can be approved, even in the absence of unanimous
support from the creditors.”

B. UK:

Under UK Insolvency Act 1986, the RP function is equivalent to the
Administrator function in the UK. The Administrator has extensive
authority and may take any action that is required or advantageous for
the management of the company's business, property, and affairs while
keeping the interests of the creditors in mind.

The "London Approach” is yet another approach. It is based on non-
binding recommendations made to commercial banks by the Bank of

I Legal Department, International Monetary Fund, Orderly & Effective
Insolvency Procedures <available at: https://www.imf.org/external/pubs/ft/orderly/>
accessed 07 Dec. 2022.
2 Irit Mevorach and Adrian Walters, ‘The Characterization of Pre-insolvency
Proceedings in Private International Law’, European Business Organization Law
Review, Volume 21, pages 855-894 (2020).
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England. According to this strategy, banks are urged to be sympathetic
to their debtors who are experiencing financial hardship; however,
decisions regarding the debtor's longer-term future should only be based
on detailed information that is shared among all the banks and other
parties involved in a work-out.”®> A standstill and subordination
agreement facilitates interim financing, and banks collaborate with other
creditors to determine whether and under what conditions to provide a
company with a financial lifeline.

C. FRANCE:

According to French law, a debtor may request that the court appoint a
"conciliator” to help expedite the conclusion of an amicable settlement
with its creditors. The conciliator has no special authority, but he or she
may ask the court to impose a stay of execution against all creditors if, in
their opinion, a stay would help them reach a settlement. The debtor is
not allowed to sell any assets outside of the normal course of business
while the stay is in effect (except for payments to employees).’* When an
agreement is reached with either all creditors or—with court approval—
just the major creditors, the process is over. In the latter scenario, the
court may extend the stay against nonparticipating creditors by giving the

8 John Armour, ‘Norms in Private Insolvency: The “London Approach” to the
Resolution of Financial Distress’, Journal of Corporate Law Studies, 2001, <available
at:
https://www.researchgate.net/publication/263383175_Norms_in_Private_Insolvency
The_London_Approach_to_the Resolution_of _Financial_Distress> accessed 09 Dec.
2022.
4 Paul Talbourdet and Joanna Gumpelson, ‘Restructuring and Insolvency in France:
Overview”  <available  at:  https://uk.practicallaw.thomsonreuters.com/1-501-
6905?transitionType=Default&contextData=(sc.Default)&firstPage=true> accessed 08
Dec. 2022.
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debtor a grace period of up to two years.

Several nations that have recently experienced financial crises have
adopted non-binding principles or guidelines that are intended to
encourage out-of-court restructuring of businesses through negotiations
with their domestic and international creditors, building on the success
of the London Approach (e.g., the Jakarta Initiative’). These rules create
an overall framework for negotiations, allow creditors to offer short-term
financing to firms, and mandate that these enterprises disclose
information so that creditors can properly assess their restructuring
proposals.’® Typically, the government plays the crucial but constrained
role of facilitating negotiations. Although this strategy aims to reduce the
need for recourse to insolvency law, the success of these informal
procedures depends on the law's efficient application because it creates
the necessary incentives for substantial negotiations.

VIil. WAY FORWARD -SUGGESTIONS AND
RECOMMENDATIONS

Following are some suggestions and recommendations that can be
adopted to regulate the unfettered discretion of the committee of creditors
and to make the corporate insolvency resolution process more transparent

75 The Organization for Economic Cooperation and Development, Insolvency Reforms
in Asia: An Assessment of the Implementation Process and the Role of Judiciary
(Conference Proceedings, Bali, Indonesia, 7-8 February 2001).
76 Jacqueline Ingram and Damilola Odetola, ‘United Kingdom: Core Elements of a Pre-
Pack Administration, The Art of the Pre-Pack - Edition 2’ <available at:
https://globalrestructuringreview.com/guide/the-art-of-the-pre-pack/edition-
2/article/united-kingdom-core-elements-of-pre-pack-administration> accessed 10 Dec
2022.
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and reliable: -

A. INTRODUCING A CODE OF CONDUCT BASED ON A COMPLY-OR-
EXPLAIN APPROACH

A Code of Conduct based on comply or explain approach will help in the
establishment of a transparent procedure and will increase the confidence
of the stakeholders in the members of the CoC. In this manner, the
purpose of the code can be achieved by ensuring a balance between the
introduction of the code of conduct and the commercial wisdom of the
committee of creditors.”’

B. EXTENDING THE REGULATORY FRAMEWORK TO SITUATIONS
CONTEMPLATED UNDER IBC

In most cases, the Securities and Exchange Board of India or the Reserve
Bank of India oversees the entities comprising the CoC. Working on
intersectional law could be a better approach than mandating the Code of
Conduct. This can be achieved by adapting the regulatory framework that
is applicable to CoC members (under RBI/SEBI, etc.) to the
circumstances under IBC.”® While offering this extension and deterring
non-compliance with the Code of Conduct, it should be remembered that
it is not regarded as "law" for the purposes of Sections 30(2) and 61(3)
of the IBC.”® This makes it possible to strike a balance between avoiding
the pitfalls of prescriptive nature and making sure a door to needless

T1d. at 9.
8 Rajat Sethi, An Alternative Approach to a Code of Conduct for the Committee of
Creditors in an IBC Process, S&R Associates <available at: https://www.snrlaw.in/an-
alternative-approach-to-a-code-of-conduct-for-the-committee-of-creditors-in-an-ibc-
process/> accessed 05 Nov 2021.
?d.
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litigation has not opened up.

C. EXPLORATION OF NEW PLATFORMS SUCH AS REAL ESTATE
INVESTMENT TRUSTS (REITS) AND INFRASTRUCTURE
INVESTMENT TRUSTS (INVITS)

The exploration of novel platforms like REITs and InvITs may provide a
remedy for the growing problem of haircuts. Due to their more stable
distribution cashflows, such platforms are attractive to a wider range of
investors. These investors include substantial global hordes of long-term
capital held by pension funds, endowment funds, sovereign wealth funds,
and other institutions.?’ In reality, some of the cashflows that are
generated over time may be employed to aid in completing some of the
delayed projects that were the original cause of the issue. The regulatory
framework of SEBI, which regulates REITs and InvITs, may provide
additional assurance to the CoC in regard to observing the ongoing
activities of the platforms. Incorporating certain enabling aspects into the
Code can also aid in promoting the use of these alternate methods rather
than the rigid formula of making drastic savings or moving through with
liquidation.8!

D. INCREASING THE PARTICIPATION OF STAKEHOLDERS WHO ARE
NOT A MEMBER OF THE COMMITTEE OF CREDITORS IN CIRP

When the CoC makes decisions, such as giving big haircuts, etc., the
stakeholders who are not CoC members are frequently left in the dark
and feel unjustified. One could argue that non-financial creditors are not
sophisticated enough to assess the viability and incentives of taking

80 Uday Kotak, ‘IBC How do we reach the promised land?’, Quinquennial of Insolvency
and Bankruptcy Code, 2016, (2021) Insolvency and Bankruptcy Board of India, p. 206.
8 d.
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haircuts, even if they are true. Having a route to facilitate more
engagement or contact with various stakeholders makes sense in this
context. As a result, another suggestion may be to establish an objections
window where parties not affiliated with the CoC can voice their
concerns, and the CoC will respond in writing.8? This will give the
interested parties a chance to comprehend the business justification for
the effective resolution plan, whether it involves cutting huge amounts of
cookies or anything else. While this might lengthen the CIRP process a
little, (a) it can be made to run concurrently with other CIRP stages to
prevent delay; (b) it will reduce the likelihood of needless litigation,
which frequently results from poor commercial decisions; and (c) it goes
a long way toward increasing transparency and CoC accountability.

VIIl. CONCLUSION

The proposed Code of Conduct is a step in the right direction toward
establishing an efficient system for enforcing India's insolvency laws and
guaranteeing openness throughout the whole resolution process. The
implementation of the Code of Conduct may also result in an increase in
lawsuits, which would slow down the dispute resolution process. The
unrestricted commercial wisdom of the COC must be regulated, but
caution must be taken to prevent abuse and a string of court cases.

The issue relating to the CoC's independence from the jurisdiction of
NCLT and NCLAT has been routinely addressed by the courts, and the
CoC's commercial wisdom has been granted precedence without judicial
intervention in order to guarantee that the CIRP would be completed

82 Shreya Prakash, ‘Increasing participation of non-financial creditors while approving
resolution plans’, Quinquennial of Insolvency and Bankruptcy Code, 2016, (2021)
Insolvency and Bankruptcy Board of India, p.239.
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within the allotted time frame. It is now established law that the CoC,
which alone can address the underlying technical complexity and merits,
is the expert body to evaluate whether the Resolution Plan is realistic and
feasible insofar as that is concerned. Therefore, the CoC cannot avoid the
responsibility that has been placed upon it and cannot be questioned, save
on very specific ground
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DECODING ALGORITHMIC TRADING
REGULATION: CRACKING THE CODE FOR FAIR
MARKETS

Gyanda Kakar and Sangita Sharma*
ABSTRACT

In the modern world, technology is an inseparable part of business and
trade. Securities markets work on the principle that companies can raise
funds from investors and in, turn, investors can get returns on the funds
invested. With the advancement of technology in securities markets, there
has been an increase in the use of algorithms for trading. These
algorithms primarily incentivize trading by employing complex
mathematical models to derive profits in the highly volatile securities
market expeditiously. Like any other technology, algorithmic trading has
its pros and cons and with all of its advancements, has gained
considerable attention of regulators worldwide, India being no
exception. In this paper, the authors provide an accurate profile of the
meaning of algorithmic trading, its evolution in India and its advantages.
Thereafter, the authors provide the various regulatory issues that have
caught the attention of regulators and policymakers. In this section, we
have argued that algorithmic trading should be regulated and not
entirely banned since it is not a fraudulent or illegal practice by
demonstrating the measures taken by regulators globally that can be
taken to meet these challenges.

* The authors are fifth-year students at the Gujarat National Law University,
Gandhinagar (GNLU).
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. INTRODUCTION

The advancement of technology has revolutionized the way securities
markets operate, and the way securities are traded. One of the significant
technological changes is that investors are using computers to automate
their trading process.* The speed, quality of access, market innovation,
and complexities encourage the use of computer algorithms to
automatically make trading decisions, place orders, and manage those
orders. This is known as algorithmic trading. In the current trading
landscape, algorithms have become ubiquitous to the extent that it is
unimaginable for a broker not to provide them because this is what
investors demand.

Algorithmic trading (“Algo trading”), or computer-directed trading, as
the name suggests, is the use of an algorithm in the form of a defined set
of instructions to generate and execute large orders in the securities
market.2 SEBI defines it as “any order generated using automated
execution logic.””® Usually, large institutional investors, funds, and major
brokers (generally, as opposed to retail investors) employ algorithms to
place large orders. Essentially, timing, pricing, quantity, or any statistical

1P K. Jain, ‘Financial Market Design and the Equity Premium: Electronic versus Floor
Trading’ (2005) 60 (6) Journal of Finance 2955.
2 What is Algorithm Trading? Definition of Algorithm Trading, Algorithm Trading
Meaning - The Economic Times (2022) <available at:
https://economictimes.indiatimes.com/definition/algorithm-trading>  accessed 2
October 2022; National Institute of Financial Management, A Study of Algorithmic
Trading/High Frequency Trading in the Indian Capital Markets <available at:
https://dea.gov.in/sites/default/files/NIFM%20Report%200n%20Algo%20trading.pdf
>accessed? October 2022.
3 Securities Exchange Board of India, ‘Broad Guidelines on Algorithmic Trading’.
(2012). Circular No. CIR/MRD/DP/09/2012 (30 March 2012) <available at:
https://www.sebi.gov.in/legal/circulars/mar-2012/broad-guidelines-on-algorithmic-
trading_22471.htmlI> accessed 1 October 2022.
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models are used to define sets of instructions to monitor and examine
stock market trades, converting the data into sound trading judgments.*
A deal using this algorithm can create profits at a rate and frequency that
a human trader cannot match. Aside from profit prospects, computer-
based trading increases the liquidity of the market (which is essential in
finance) and makes trading more methodical by eliminating the effect of
human sentiments on trading activity.®

A simple application of algorithmic trading is where a trader follows
criteria to buy a particular stock when the price reaches X amount and
sell that stock when the price reaches Y amount. These two instructions
can be fed into the algorithm, and the computer will monitor the amount
and execute the instructions. As a result, the human trader will not have
to i) monitor live prices and graphs; ii) make sound trading judgements
in fractions of seconds; or iii) manually enter orders. This is done by
automating the algorithmic trading system and accurately detecting
trading opportunities.

Technology is indispensable in today’s world, especially in a technology-
driven market like the securities market. Therefore, discouraging or
imposing a blanket ban on algorithmic trading because it can lead to fraud
and unfair trade practices cannot be a measure of a progressive market
regulator. This paper aims to firstly provide an overview of how
algorithmic trading got popular in India and its current status; second,
why algorithmic trading should be encouraged; thirdly the challenges

# Shift Markets, ‘Advantages of Algorithmic Trading’ (Nasdaq, 7 June 2019) <available
at: https://www.nasdag.com/articles/advantages-algorithmic-trading-2019-06-07>
accessed 1 October 2022.
> Motilal Oswal, ‘Algorithmic Trading Evolution in India’<available at:
https://www.motilaloswal.com/blog-details/algorithmic-trading-evolution-in-
india/20159> accessed 1 October 2022.
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posed by algorithmic trading and how they should be tackled. This paper
concludes by emphasising the importance of developing proper
regulations rather than simply issuing broad guidelines by SEBI.

1. EVOLUTION OF ALGORITHM TRADING
FRAMEWORK IN INDIA

Algo trading was introduced in India as early as 2008.° In a circular,’
SEBI opened the Indian markets to algorithmic trading. Direct Market
Access (DMA) was adopted in India. The DMA allowed brokers to
provide their infrastructure to non-retail customers (institutional
customers). Such consumers were permitted to place transactions that
were powered by programmes known as algorithms. This was the start of
algorithmic trading in India. Thereafter, models based on the arbitrage
mechanism were gradually developed. Since 2011, the percentage of
turnover based on algorithmic trading has climbed by more than 50% in
the BSE's Equities section.®

In 2010, a new chapter began for algorithmic trading in India when SEBI
established ‘Smart Order Routing.® It allowed investors to submit trading
orders virtually instantly without having to worry about which exchange

61d.
7 Securities Exchange Board of India, ‘Introduction of Direct Market Access Facility.’
(2008) Circular No. MRD/ DoP/SE/Cir- 7 /2008 (3 April 2008) <available at:
https://www.sebi.gov.in/legal/circulars/apr-2008/introduction-of-direct-market-access-
facility_6465.html> accessed 2 October 2022.
8 Motilal Oswal, ‘The Rise of Algo Trading Platforms & What You Need to Know’
<available at: https://www.motilaloswal.com/blog-details/the-rise-of-algo-trading-
platforms-&-what-you-need-to-know/20339> accessed 2 October 2022.
% Securities Exchange Board of India, ‘Introduction of Smart Order Routing’ (2010)
Circular No. CIR/MRD/DP/26/2010 (27 August 2010) <available at:
https://www.sebi.gov.in/legal/circulars/aug-2010/introduction-of-smart-order-
routing_382.html> accessed 2 October 2022.
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was providing better pricing for an asset. This allowed participants
to conduct transactions with renewed confidence, boosting the total stock
market. Gradually, the number of transactions on the BSE and NSE
increased, as did liquidity.

Co-location was introduced at a price to allow members to place their
servers on the exchange's facilities. In 2013, the BSE made co-location
facilities available.'® Following that, both the BSE and the NSE gave
retail traders the option of utilizing algorithms to place orders.

Since then, SEBI has come out with various guidelines, circulars, and
consultation papers surrounding various aspects of algorithmic trading.
The first one among them was in March 2012, when SEBI issued a
consultation paper on ‘Broad Guidelines on Algorithmic Trading’!
thereby encouraging stock exchanges to ensure that specific safeguards
were in place when allowing algorithmic trading. Following that, in May
2013,%2 SEBI urged Stock Exchanges to ensure that trading members
offering algorithmic trading subject their systems to audit every six
months for verifying that the conditions stipulated by SEBI/Stock
Exchanges for algorithmic trading are adequately executed. SEBI

10 Mehul Shah, ‘BSE's Co-Location Facility Begins To Get Brokers’ (Business-
Standard.Com., 20 January 2013), <available at: https://www.business-
standard.com/article/markets/bse-s-co-location-facility-begins-to-get-brokers-
111012000030_1.html.> accessed 29 September 2022.
11 Securities Exchange Board of India, ‘Broad Guidelines on Algorithmic Trading’
(2012) Circular No. CIR/MRD/DP/09/2012 (30 March 2012) <available at:
https://www.sebi.gov.in/legal/circulars/mar-2012/broad-guidelines-on-algorithmic-
trading_22471.html> accessed 1 October 2022.
12 Securities Exchange Board of India, ‘Broad Guidelines On Algorithmic Trading.’
(2013) Circular No. CIR/MRD/DP/16 /2013 (21 May 2013) <available at:
https://www.sebi.gov.in/legal/circulars/may-2013/broad-guidelines-on-algorithmic-
trading_24790.html> accessed 1 October 2022.
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recommended Stock Exchanges on May 13, 2015, to provide fair and
equal access to their co-location facility, and in December 2016,** SEBI
permitted direct connectivity between two stock exchange co-location
facilities. Since then, the Indian stock market has experienced a steady
increase in algorithmic Trading, although it is still far behind the
American stock market, which has 90% of all trades centred on
algorithms. In April 2018, a consultation paper was released that
somewhat strengthened the algorithmic trading framework and co-
location facilities. In December 2021,'® another consultation paper was
released to regulate algo-trading done by retail investors. The most recent
guidelines were published in September 2022,' when SEBI came out

13 Qecurities Exchange Board of India, ‘Co-Location / Proximity Hosting Facility
Offered By Stock Exchanges’ Circular No. CIR/MRD/DP/07/20 (13 May 2015)
<available at: https://www.sebi.gov.in/legal/circulars/may-2015/co-location-
proximity-hosting-facility-offered-by-stock-exchanges_29788.html>  accessed 1
October 2022.
14 Securities Exchange Board of India, ‘Review of guidelines for Co-location /
proximity hosting facility offered by stock exchanges’ (2016) Circular No.
SEBI/HO/MRD/DP/CIR/P/2016/129 (01 December 2016) <available at:
https://www.sebi.gov.in/legal/circulars/dec-2016/review-of-guidelines-for-co-
location-proximity-hosting-facility-offered-by-stock-exchanges_33747.html>
accessed 1 October 2022.
15 Securities Exchange Board of India, ‘Measures to strengthen Algorithmic Trading
and Co-location / Proximity Hosting framework” (2018) Circular No.
SEBI/HO/MRD/DP/CIR/P/2018/62 9 April 2018) <available at:
https://www.sebi.gov.in/legal/circulars/apr-2018/measures-to-strengthen-algorithmic-
trading-and-co-location-proximity-hosting-framework_38605.html>  accessed 1
October 2022.
16 Securities Exchange Board of India, ‘ Algorithmic Trading by Retail Investors’ (2021)
(09 December 2021) <available at: https://www.sebi.gov.in/reports-and-statistics/
reports/dec-2021/consultation-paper-on-algorithmic-trading-by-retail-
investors_54515.html> accessed 1 October 2022.
17 Securities Exchange Board of India, ‘Performance/return claimed by unregulated
platforms offering algorithmic strategies for trading” (2022) Circular No.
SEBI/HO/MIRSD/DOP/P/CIR/2022/117 (02 September 2022) <available at:
-131 -



NLIU JOURNAL OF BUSINESs LAWS VOLUME IV

with another circular that prohibited stockbrokers from misrepresenting
and luring gullible investors into believing that Algo trading has the
potential to yield high returns.

The general impression that can be taken is that SEBI has come up with
scattered guidelines to cater to problems associated with automated
trading.

1.  WHY ALGORITHMIC TRADING?

In technologically advanced countries, 70% of the trading volume is
generated through algorithmic Trading.'® In 2012, Algorithmic Trading
back in 2012 was running about 50% of US equity trading volumes.*®
Indian traders are also catching up with this evolving technology; rather,
it has become imperative for them to adopt such approaches to compete
with machine traders. The purpose of this type of trading is to take
advantage of computers’ speed and data processing abilities over human
traders. Algo trading is preferred because of the benefits it holds over
traditional manual trading.

The first and biggest advantage of using algorithms in trading is speed.
In algo trading, the conditions are pre-defined; therefore, the trades are

https://www.sebi.gov.in/legal/circulars/sep-2022/performance-return-claimed-by-
unregulated-platforms-offering-algorithmic-strategies-for-trading_62628.htmi>
accessed 1 October.
8 Harshit Singhal, ‘Algo Trading Has Become Extremely Popular Among Trader
Community’ (SS Corporate, 8 May 2020) <available at:
https://www.sscorporate.com/algo-trading-has-become-extremely-popular-among-
trader-community/> accessed 1 October.
1% Deepak Shenoy, ‘Algos are changing India’s stock markets’ (Livemint,13 January
2020) <available at: https://www.livemint.com/market/stock-market-news/algos-are-
changing-india-s-stock-markets-11578840300963.html> accessed 1 October.
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executed within a fraction of seconds automatically. No human can
execute this manually at this speed.? It is also possible to scan and
execute multiple indicators on multiple stocks at the same time; again,
this is something that is not possible for a human to do manually.?* The
faster analysis and execution provide the trader with more opportunities
to trade. The other advantage it provides is lower transaction costs.?
Unlike manual traders, who need to constantly supervise and monitor the
markets, algorithmic traders don't have to spend time on such constant
supervision. As a result of this time reduction, transaction costs are
reduced because constant monitoring of the markets is not required.?

The third benefit is accuracy.?* In manual trading, there are human errors
such as wrong orders, quantities or prices wrongly entered, etc.
Algorithms eliminate the risk of making a bad trade by automatically
executing trades using information based on the given conditions.

Algorithms are unaffected by human mistakes. In algo trading, human
interference is minimised, which reduces the chance of making

20 Harshit Singhal, ‘Algo Trading Has Become Extremely Popular Among Trader
Community’ (SS Corporate, 8 May 2020) <https://www.sscorporate.com/algo-trading-
has-become-extremely-popular-among-trader-community/> accessed 1 October.
2L Shift Markets, ‘Advantages of Algorithmic Trading’ (Nasdaq, 7 June 2019)
<available at: https://www.nasdag.com/articles/advantages-algorithmic-trading-2019-
06-07> accessed” 1 October 2022.
22 Gao; Wei & Yan; Ruzhen & Wu; Xu, ‘Research Progress of Algorithmic Trading at
Home’> and Abroad” (Research Gate, January 2016) <available at:
https://www.researchgate.net/publication/311609329_Research_Progress_of Algorith
mic_Trading_at_Home_and_Abroad> accessed 1 October 2022.
Bd.
24 Shift Markets, ‘Advantages of Algorithmic Trading’ (Nasdaq, 7 June 2019)
<available at: https://www.nasdaq.com/articles/advantages-algorithmic-trading-2019-
06-07> accessed 1 October 2022.
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mistakes.”® An example may be used to demonstrate this- traders lose
money because of irrational decisions they make under the influence of
human emotions; this factor is eliminated in algo trading. Thus, one
overcomes behavioural bias and avoids losses.?® This is the fourth benefit
of algo trading over manual trading.

A properly defined set of rules for entries and a predefined set of criteria
helps to backtest the strategy on historical data.?” It is tough for human
traders to understand what part of their trading system is working and
what is not, as they cannot run their system on past data. Algorithm
trading allows you to run algorithms on past data to assess whether an
algorithm would have worked in the past.?® This helps in determining
whether the approach will work or not. This ability is a huge advantage
as it allows the user to identify and fix any flaws in trading systems before
running them live, thus providing us with the fifth benefit.

Although algorithmic trading has several benefits, there have been
instances of misuse. One famous example of HFT misuse that prompts
its regulation is that of Athena Capital Research. Athena Capital
Research is an HFT-based trading firm in New York. In 2014, a
Securities Exchange Commission (SEC) discovered that Athena Capital
Research utilized an algorithm named ‘Gravy’ to indulge in “marking the
close.” “Marking the close” means the buying or selling of shares near
the time of closing the trade, thereby influencing the closing price of the
shares listed on Nasdag. Due to these trades near the end of trading,

5.
.
27 Shift Markets, ‘Advantages of Algorithmic Trading’ (Nasdaq, 7 June 2019)
<available at: https://www.nasdaq.com/articles/advantages-algorithmic-trading-2019-
06-07> accessed 1 October 2022.
8 d.
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Athena could influence the market price by engaging in a series of
layered transactions, thereby increasing the price of even those shares
that are hardly traded on the stock market. According to the SEC order,
the firm devised additional algorithms called “Collars” guaranteeing that
Athena’s orders were prioritized over other orders.?® As a consequence,
Athena’s imbalance-on-close orders were fulfilled 98% of the time. As a
result, Athena could estimate that almost every imbalance order would
be filled, allowing it to use the Gravy algorithm to trade stocks before the
end of the trading day. This was the first time an HFT manipulation was
used. The SEC fined Athena 1 million dollars for engaging in “marking
the close,” for a period of six months. Therefore, certain issues need to
be addressed before making it a primary trading method.

IV. REGULATORY CHALLENGES FOR SEBI AND
SOLUTIONS

The common issues that have drawn the attention of the regulators are
unfair access and inequity to the participants’ not using algo trading,
systematic risks of market manipulation, contribution to price volatility,
market noise (excessive order entry and cancellation), technological arms
race, limited opportunities for regulators to intervene during high
volatility, strengthening of the surveillance mechanism, etc.®® Apart from
these, there are other challenges that need to be addressed.

2 FICC Markets Standards Board, ‘Behavioural Cluster Analysis: Misconduct in
Financial Markets’ <available at: https://fmsb.com/wp-
content/uploads/2018/07/BCA_v32_1.pdf> accessed 30 June 2023.
%0 National Institute of Financial Management, ‘A Study of Algorithmic Trading/High
Frequency Trading in the Indian Capital Markets’ <available at:
https://dea.gov.in/sites/default/files/NIFM%20Report%200n%20Algo%20trading.pdf
>accessed 2 October 2022.
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A. AMPLIFYING SHORT-TERM VOLATILITY

Algorithmic trading involves rapid intraday trading with positions held
for mere seconds. The traded volumes are generally a high percentage of
overall trading; this strategy can amplify volatility in the market. In
programmed trading, one gets short-term movements based on a very
specific set of data that is released and creates noise. This leads to
volatility without any basis in the fundamentals.®! The infamous May
2010 US flash crash is an example of this, where the index plunged 1000
points and regained most of those losses in less than 20 minutes.*

The regulators can employ ‘killer switches’ as a part of market integrity
rules to avoid this kind of market instability. A kill switch enables
members to cancel all pending and sent orders at the exchange by
pressing a single button. Invoking the facility will cancel any pending
orders entered by the invoking user. This facility will prevent the
algorithm from Trading in the event of a “flash crash.”*® Australia®* and
USA® have adopted this practice. Employing a kill switch can increase

31 ‘Market Volatility and Algorithm Trading’ (Carver Financial Services) <available at:

https://carverfinancialservices.com/market-volatility-and-algorithm-trading/> accessed

1 October 2022.

32 Jane Wardell, ‘Australia introduces “kill switch” for computer share trading’

(Reuters.com, 20 November 2012) <available at:

https://www.reuters.com/article/australia-trading-idUKL4N09015L.20121120>

accessed 1 October 2022.

3 Clancy Yeates, ‘Government approves ‘kill switch® power on high-speed trading’

(The Sudney Morning Herald, 21 November 2012) <available at:

https://www.smh.com.au/business/government-approves-kill-switch-power-on-high-

speed-trading-20121120-2900z.html > accessed 1 October 2022.

3 Jane Wardell, ‘Australia introduces “kill switch” for computer share trading’

(Reuters.com, 20 November 2012) <available at:

https://www.reuters.com/article/australia-trading-idUKL4N090151L.20121120>

accessed 1 October 2022.

% Gary Stone, ‘Need More than a Kill Switch’ (Bloomberg Professional Services, 16
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the price of the exchange’s index products, as NASDAQ’s introduction
of a kill switch in 2013 led to the creation of two new indices.*® In India,
NSE has deployed kill switch functionality,®” however, till now, a kill
switch has not been employed on NSE trades. BSE has not deployed a
kill switch; in case the exchange detects any rogue behaviour by any
algorithm, it informs the member to deploy the switch. The exchange
must regulate the design and use of kill switches in addition to simply
deploying them.

B. LACK OF CLARITY ON APPLICATION PROGRAMMING
INTERFACE (API)

An application programming interface (API) is a set of programming
codes for traders who wish to run algorithmic models on their trading
systems.®® SEBI, in its consultation process, intends that stock-brokers
stop offering any APIs by proposing that all orders emerging from API
be considered as an algo order and to be subjected to control by stock-
broker.®® SEBI’s stand is understandable given that not regulating API

January 2014) <available at: https://www.bloomberg.com/professional/blog/need-

more-than-kill-switch/> accessed 1 October 2022.

% Dr. Steve “Suppan, ‘Kill switches and price limits: Safety valves of legalized

excessive speculation’ (Institute of Agriculture & Trade Policy, 10 May 2021)

<available at:  https://www.iatp.org/kill-switches-and-price-limits-safety-valves>

accessed 1 October 2022.

37 National Institute of Financial Management, ‘A Study of Algorithmic Trading/High

Frequency Trading in the Indian Capital Markets’ <available at:

https://dea.gov.in/sites/default/files/NIFM%20Report%200n%20Algo%20trading.pdf

>accessed?2 October 2022.

3 CNBCTV18.com, ‘Explained: Why is SEBI concerned about rise in algo trading by

retail investors’ (CNBCTV18.com, 10 December 2021) <available at:

https://www.cnbctv  18.com/market/explained-why-is-sebi-concerned-about-rise-in-

algo-trading-by-retail-investors-11775452.htm> accessed 1 October 2022.”

39 “Securities Exchange Board of India, ‘Algorithmic Trading by Retail Investors’

(2021) (09 December 2021) <available at: https://www.sebi.gov.in/reports-and-
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can be misused for systematic market manipulation. The issue here is that
there is no way for the broker to identify whether the trade executed by
the API is because of an algo trader or a human unless the user itself
admits it.*° A restriction on APIs might also make brokers shift from
APIs to third-party automation tools, which aren't under their control.*!
This step of SEBI to put the entire onus of algo trading on brokers would
force the brokers to be responsible for something that is not under their
control. Excessive regulation would take us two steps back in this
technology-first future. SEBI rather than excessively regulating them,
can bring them under the Registered Investment Advisers (RIA)
framework.*?

C. UNREGISTERED THIRD-PARTY TRADING APPS

The real threat to the securities market is the use of third-party trading
apps that are not registered with the stock exchanges. A proliferation of
these apps has been facilitated by the ease of access to APIs, and they are
luring gullible retail investors with their promises of lucrative returns. As
these unregulated trading apps do not have checks and balances, if their
algorithms contain a defect, thousands of incorrect trades could be

statistics/reports/dec-2021/consultation-paper-on-algorithmic-trading-by-retail-
investors_54515.html> accessed 1 October 2022.
40 Rajiv Ranjan Singh, ¢ SEBI takes aim at algo trading, investors caught in crossfire’
(Fortune India, 15 December 2021) <available at:
https:/www.fortuneindia.com/investing/sebi-takes-aim-at-algo-trading-investors-
caught-in-crossfire/106380> accessed 1 October 2022.
1 Business Standard, ‘Sebi’s proposal can restrict growth of algo trading in India:
Brokers’ (Business Standard, 14 December 2021) <available at: https://www.business-
standard.com/article/markets/sebi-s-proposal-can-restrict-growth-of-algo-trading-in-
india-brokers-121121300864 1.html> accessed 1 October 2022.”
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triggered, resulting in an avalanche of unwanted trades.** SEBI should
provide a separate mechanism for regulating such apps, different from
the one that regulates the listed trading apps so that technological growth
is not hampered and investor protection and market integrity are ensured.

D. Misuse OF HIGH-FREQUENCY TRADING (HFT)

HFT can be understood as a category of algorithmic trading.** A
significant disadvantage of HFTSs is that they give major corporations an
unfair advantage in trading. To counter and somewhat restrict the use of
HFT, France imposed a nationwide tax on some financial transactions
involving French shares and cancelled orders in the context of ‘HFT’ in
2012.% Thereafter, in 2013, Italy imposed a 0.02% fee on order
adjustments and cancellations that occurred in less than 0.5 seconds.*®
Following France and Italy, Germany introduced the HFT Act in 2013,
which among other measures, mandated licensing for firms engaging in

43 Rajiv Ranjan Singh, @°SEBI takes aim at algo trading, investors caught in crossfire’
(Fortune India, 15 December 2021) <available at:
https:/www.fortuneindia.com/investing/sebi-takes-aim-at-algo-trading-investors-
caught-in-crossfire/106380> accessed 1 October 2022,
4 James Chenn, High-Frequency Trading (HFT) <available at:
https://www.investopedia.com/terms/h/high-frequency-  trading.asp> (Investopedia,
25 August 2021) accessed 1 October 2022.
% Veryzhenko, 1. et al. (2017) ‘The Impact of The French Financial Transaction Tax on
HFT Activities And Market Quality,” Economic Modelling, 67, pp. 307-315. doi:
10.1016/j.econmod.2017.01.021.
46 Matt Clinch, ‘Italy launches tax on high-frequency transactions’ (CNBC, 2 September
2013), <available at: https://www.cnbc.com/id/101002422> accessed 29 September
2022.
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HFT.#” On April 15 2014, the European Parliament*® adopted new laws
for limiting HFT by limiting price increments for securities and
necessitating the testing of algorithms for any front-running behaviour.

E. CO-LOCATION AND ACCESS TO TECHNOLOGICAL ISSUES

HFT enterprises use specialized services, including co-location facilities
and raw data streams. Currently, a trading member who wishes to use co-
location services is assigned space (racks) in the Exchange’s co-location
facility. Along with the one-time setup fee for getting the server
operational at the colocation facility, and other expenses like charges for
data connectivity, among other things, the price may cost up to Rs. 10
lakh per year for a member.*® This amount makes these facilities often
inaccessible to smaller enterprises and retail investors due to the
significant investments that these facilities require. Thus, creating an
access gap, thereby putting them in a disadvantageous position.

Another significant problem is the collusion between stock exchange
members and brokers. One example is the NSE co-location scam,* in

47 High-Frequency ‘Trading: New Rules for Trading Participants’ (Bafin, 26 March
2013) <available at:
https://www.bafin.de/SharedDocs/Veroeffentlichungen/EN/Meldung/2013/meldung_1
30322_hft-gesetz_en.html> accessed 29 September 2022.
48 Meps Vote Laws to Regulate Financial Markets and Curb High-Frequency Trading
Parliament’. 201 <available at: https://www.europarl.europa.eu/news/en/press-
room/201404111PR43438/meps-vote-laws-to-regulate-financial-markets-and-curb-
high-frequency-trading.> accessed 2 October 2022.
49 Securities Exchange Board of India, ‘ Algorithmic Trading by Retail Investors’ (2021)
(09 December 2021) <available at: https://www.sebi.gov.in/reports-and-
statistics/reports/dec-2021/consultation-paper-on-algorithmic-trading-by-retail-
investors_54515.html> accessed 1 October 2022.
%0 Rashmi Rajput, ‘NSE Co-Location Scam: Lens on Role of Brokerages.” (ET Bureau,
1 July 2022) <available at: https://feconomictimes.indiatimes.com/news/india/n se-co-
location-scam-lens-on-role-of-brokerages/articleshow/92582420.cms?from=mdr>
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which hand-picked players obtained market price information ahead of
the rest of the market through the co-location facility of the NSE, thereby
engaging in front running. This alleged collusion of insiders in
manipulating the NSE’s algo-trading and usage of co-location servers
secured large gains for a group of brokers.>!

Instead of each member setting up a server at the co-located facility and
paying individual expenses, exchanges may provide these services as a
shared service® in the co-location facility. This arrangement provides
qualifying vendors with space/rack as well as the ability to receive market
data broadcasts. The vendors will be responsible for future data
transmissions to their clients, or trade members. This will address issues
concerning unequal access by making co-location more affordable.

F. LATENCY ADVANTAGE

In capital markets, latency is the time it takes for an order communication
to go from the trading member’s terminal (sender) to the exchange’s
matching engine (recipient) and back (vice-versa).>® Latency advantage
refers to the use of algorithmic trading (in terms of access to market
information and data) to respond to market events faster than others and
have an edge over competitors to enhance profit.

To counter this advantage, the priority of new/updated orders received
over a set period (say, 1-2 seconds) is randomly arranged, and a queue of
orders with a random time priority is delivered to the matching engine of

accessed 1 October 2022.
.
2 d.
%3 ‘Understanding High-Frequency Trading Terminology’ (Investopedia) <available at:
https://www.investopedia.com/articles/active-trading/042414/youd-better-know-your-
highfrequency-trading-terminology.asp> accessed 1 October 2022.
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the exchange.®

The evidence consists of a random batching window of a predetermined
time interval, during which all messages sent during this period are
gathered and then randomly released to the matching engine.

Another technique to nullify latency advantage is the Frequent Batch
Auctions technique, whereby the orders are gathered for some
milliseconds. In the United States, the Securities Exchange Commission
(SEC) has subjected Immediate-or-Cancel (execute  the  order
immediately and cancel the rest) orders to a sub-millisecond delay before
reaching the exchange system.>® The goal is to choose a period for
matching orders that are brief enough to allow intraday price discovery
but long enough to reduce HFT's latency advantage significantly. The
Taiwan Stock Exchange (TWSE)®® used to employ a continuous auction
process as the order matching technique, with orders batched at different
time intervals. For normal trading, the TWSE has switched to the
continuous limit order book method.

It is suggested that stock exchanges share further information on the
delay found inside their trading systems. Furthermore, exchanges may be
urged to publish reference latency between a reference rack in the co-

% National Institute of Financial Management, ‘A Study of Algorithmic Trading/High
Frequency Trading in the Indian Capital Markets’ <available at:
https://dea.gov.in/sites/default/files/NIFM%20Report%200n%20Algo%20trading.pdf
> accessed 2 October 2022.”
% Immediate-Or-Cancel Order, (Investor.Gov., 2022)
<https://www.investor.gov/introduction-investing/investing-
basics/glossary/immediate-or-cancel-order> accessed 02 October 2022.
% Lee, ‘Yi-Tsung and Ricco, Roberto and Wang, Kai, Frequent Batch Auctions vs.
Continuous Trading: Evidence from Taiwan’ (November 19, 2020). <available at:
http://dx.doi.org/10.2139/ssrn.3733682n.3733682> accessed 2 October 2022.
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located facility and the exchange’s core router.’’ These techniques
significantly nullify the latency advantage that co-located participants
have due to their physical closeness to the trading platform, thereby
discouraging latency-sensitive tactics and providing a level playing field
to all participants irrespective of their financial strength and location.

G. FLEETING LIQUIDITY OR MARKET INSTABILITY

Another significant issue that has caught the attention of the regulators is
the liquidity generated by this sort of trading (particularly HFT) - it
vanishes in seconds, making it hard for traders to profit from it and
hindering price discovery.>® Decisions are made in milliseconds, leading
to considerable market movements for no apparent cause. For example,
on May 6" 2010, one mutual fund corporation submitted an ETF order
erroneously, and within minutes, the information flashed throughout the
market, and liquidity vanished without human involvement. Some stocks
had no bids and were trading at $0.01.%° Later in the day, the market
rebounded, but the damage was done.®® A government probe blamed the
crash on a huge order that caused a sell-off. In June 2010,5! Reliance
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Industries' shares dropped over 20% when an algo executed a large sell
order.

As a result, securities market regulators have resorted to eliminating
“fleeting orders,” meaning the orders that appear and disappear in a brief
interval. For this purpose, the Minimum Resting Time method is adopted.
Here, the orders received by the stock exchange cannot be changed or
cancelled before a predetermined length of time has passed.

There are no examples of regulators mandating the ‘resting time” method.
However, the Australian Securities and Investment Commission (ASIC)
requested comments on the topic a few years ago but chose not to proceed
with the plan. According to the NSE, the resting time method may be
counterproductive, resulting in more orders being fed into the system,
longer lines and waiting times, and more complexity in trading software.
The authors opine that a minimum resting time will offer the market a
more accurate indication of the current market price, which is obscured
by ‘flickering quotations’ produced by numerous order cancellations.

H. INTENTIONAL MARKET MANIPULATION

There are multiple market manipulation techniques like layering,
spoofing, round-tripping and market ignition.8? To differentiate algo
orders from non-algo orders, all algo orders now have a unique code.
Each algo, on the other hand, is built for a distinct trading strategy, and a
code that applies to all algo orders fails to recognize the many methods

62 “Market  “Manipulation,  (Investor.Gov,  2022)  <available  at:
https://www.investor.gov/introduction-investing/investing-
basics/glossary/marketmanipulation#:~:text=Market%20manipulation%20may%20inv
olve%?20techniques,security%20than%20is%20the%20case”> accessed” 2 October
2022.
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that underpin different algos.®® Since algorithms are increasingly being
used for manipulative actions such as spoofing, layering, round-tripping,
and so on, it is critical from a surveillance standpoint that each algorithm
be assigned a unique identification. This would not only aid in the
establishment of an audit trail but would also aid in improving market
surveillance.

V. CONCLUSION

Algo trading gained popularity due to low errors; however, the software
is expensive, and the market has become crowded in terms of investors
using algorithms to detect and outbid each other and the regulatory
spiderwebs resulting from new regulations and the imposition of new
taxes. This has resulted in investors looking for alternatives that do not
attract regulatory attention, like the firm development model and
momentum trading, or they might as well gradually return to traditional
trading.

As of today, algo trading accounts for more than 70% of international
trade volumes. However, in India, the contribution is still less than half
of the total trade volume.®* While algorithmic trading is considered
efficient and profitable, reports of extravagant gains from such
transactions have placed the regulator on high alert. SEBI has been
proactive and has expressed its openness to encouraging this. However,
by issuing broad recommendations in the form of scattered guidelines,
circulars, and consultation papers and leaving the remainder to the

84 Aparna Iyer, “SEBI chief shows displeasure on Algo Trading,” (Money Control,
September 30, 2022) <available at:
https://www.moneycontrol.com/news/business/markets/sebi-chief-madhabi-puri-buch-
shows-displeasure-on-algo-trading-9259451.htmI> accessed 30 June 2023.
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exchanges to find out, SEBI has left loopholes in the regulatory
system. Instead, the regulator should develop a uniform algo trading
code or come up with a master circular that is applicable throughout
India. This will prevent the exploitation of algo trading.

While other governments, including France and Italy, have attempted to
restrict algo trading, India has supported it, and this is due to SEBI’s
proactive approach in terms of adopting technology. It is suggested that
SEBI’s pro-technology stance not be substituted by anti-HFT actions.
The authors believe that in the absence of this, the investors might return
to traditional trading or look for alternatives that have considerably
similar benefits and attract little regulatory scrutiny, and India might be
deprived of the immense benefits this technology has to offer.
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OVERHAULING THE CSR FRAMEWORK - TIME
FOR A QUINTUPLE-BOTTOM-LINE APPROACH
AND EXPANDING THE SCOPE OF CSR

Megha Bhartiya*

ABSTRACT

Corporate Social Responsibility (CSR) has been making headlines since
the 2013 amendment to the Companies Act. The amendment mandated
every company to have a Corporate Social Responsibility Committee if
they fulfilled either of the three criteria mentioned under Section 135(1).
This is largely because of the growing corporate consciousness in light
of the alarming global warming among various other different reasons
which include growing awareness about the social, moral, and ethical
obligations of companies. Large corporations and companies’
contribution to CO2 emissions is undeniable, and several reports also
present data on how and which companies are the significant
contributors. The frequency of publication of such reports by non-profit
institutions has increased in recent years. This is because as we move
towards 2050, the need to reduce our emissions becomes increasingly
urgent. Hence, ensuring CSR in India is constantly evolving and remains
a dynamic law that is modified to achieve its end goal is extremely
important.

This article proposes that it is high time we overhaul the CSR framework

* The author is a third-year student at the Rajiv Gandhi National University of Law,
Punjab (RGNUL).
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in India., the author proposes a Sufficiency & Efficiency Test to gauge
the success of the current laws. Further, a new Quintuple-Bottom-Line
approach is propounded with two additional parameters to Bowen's
triple-bottom-line — Profit, People, and Planet, adding Pace and
Proportionality. This change is proposed to achieve a more dynamic and
equitable CSR regulation. For this to work and to achieve the most out
of it, existing loopholes in the framework must be plugged in. Three of
the key issues in the framework are also discussed and solutions have
been provided as alternatives. The article aims to revive the discussion
on the importance of corporate social responsibility, its need and how to
impart flexibility to it. It does so by first discussing what CSR and the
triple-bottom-line are, then elaborating on the flaws of the framework
and then ultimately propounding on the parameters of Pace and
Proportionality to make the quintuple-bottom-line.

. INTRODUCTION

In 2013, India became the first country in the world to mandate Corporate
Social Responsibility (“CSR”) through section 135 of the Companies
Act, 2013! and the Companies (CSR Policy) Rules, 2014.2 In recent
years, the concept of CSR has gained increasing importance in economic
policy matters, making it a tool used to ensure companies function in a
manner that aims at the sustainability of the environment and complies
with societal values and ethics.

The CSR framework functions on John Elkington’s Triple-Bottom-Line

! The Companies Act 2013, s 135.
2 The Companies (CSR Policy) Rules 2014,
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(“TBL”) concept.> TBL was coined by Elkington in 1994 to measure
corporate performance in America. It propounds that companies have
three bottom lines instead of one. ‘Bottom Line’ from an economic
perspective refers to a company’s ultimate goal or motive, which is most
often gaining profits. ElIkington in his concept adds two more parameters
to the bottom line to make a triple-bottom-line structure, these are —
Profits, People and Planet.

The last few decades have witnessed increasing emissions of Green-
House Gases (“GHG”) and consequently a rapid increase in irreversible
damage to the environment. A large chunk of these emissions can be
attributed to fossil fuel companies, tech giants, MNCs and large
corporations.*

In this context, this article argues to expand the triple-bottom-line
approach into a quintuple-bottom-line approach by supplanting two
additional parameters to be considered by the companies to meet their
CSR requirements. These additional parameters will not only expand the
scope of the regulations but will also make it more dynamic. The result
would be a more equitable and efficient CSR framework that has a
significant impact on the reduction of climate change. Before expanding
the TBL, certain problems in the system need to be identified and fixed.
Three of these major issues are elaborated herein. It must be kept in mind

3 John Elkington, 25 Years Ago I Coined the Phrase “Triple Bottom Line.” Here’s Why
It’s Time to Rethink It.” (Harvard Business Review, 25 June, 2018) <available at:
https://hbr.org/2018/06/25-years-ago-i-coined-the-phrase-triple-bottom-line-heres-
why-im-giving-up-on-it> accessed 15 January 2023.
4 Matthew Taylor, Jonathan Watts, ‘Revealed: the 20 firms behind a third of all carbon
emissions’ (The Guardian, 9 October 2019) <available at:
https://www.theguardian.com/environment/2019/oct/09/revealed-20-firms-third-
carbon-emissions > accessed 10 April 2023.
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that while the quintuple-bottom-line approach is bound to yield better
results even without fixing the listed problems, fixing them before
adopting it will allow for the best results. The article is divided into four
broad parts. Part | will deal with the concepts of CSR and the triple-
bottom-line approach as they are in the existing legal framework. The
need to focus on corporate responsibility and the parameters of
judgement to gauge its success are also elaborated. Part Il will discuss
the flaws of the current framework and argue for the necessity and
urgency of the proposed parameters to supplant the former in the context
of different companies' and corporations’ contributions to emissions. Part
111 will elaborate on the two additional proposed parameters, including
their scope and implementation. Part IV aims to conclude the article by
summarising the argument and re-emphasising the need to work in a
targeted manner, with pace and purpose.

A PART I -WHAT ARE CSR AND TBL?

CSR is an umbrella term presently used to refer to several goals sought
to be achieved by companies under their domestic CSR framework. Since
the term itself covers a variety of objects, theorising CSR into a single
universal definition remains a contested idea.> One can attempt to grasp
its idea by focusing on the “R” i.e., the responsibility aspect of it.
Essentially, CSR implies an obligation or duty towards the environment,
society, and towards the planet in its entirety. It is a legal, social,
environmental, and most importantly conscious responsibility that the
companies owe towards their surroundings. This responsibility largely
stems from the fact that the mega-corporations that are involved in a

> Adaeze Okoye, ‘Theorising Corporate Social Responsibility as an Essentially
Contested Concept: Is a Definition Necessary?’ (2009) JBE 89:613-627 <available at:
http://www.jstor.org/stable/27735215> accessed 15 January 2023.
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lion’s share of the business transactions in any financial year are utilizing
a proportionally large chunk of the scarce resources on the planet® whilst
creating a disproportionately adverse impact on the environment.

TBL was introduced by Elkington to instil a more comprehensive
approach towards business in the people. History is witness to the fact
businesses have been founded on and functioned solely with the motive
to grow and garner as much profit as they can. Providing services and
products based on people's needs and wants to be started as a commercial
activity. It is still largely a profit-driven activity, but the outcome of it
has impacts spanning different realms of life — be it society or the
environment. This is where Elkington added the ‘People’ and ‘Planet’
parameters to the ‘Profit’ bottom line to make the TBL.

The need to modify the existing CSR framework is rooted in the answers
to the following questions — Is the current framework sufficient and
efficient and why is there a need to focus on corporate responsibility?

A. WHY SHOULD WE EVEN FOCUS ON CORPORATE
RESPONSIBILITY?

We live in an era of platform economies, globalization, and digitalization.
Even as the world recovers from the pandemic, countries across the
continents remain connected because we have built an interdependent
global chain of supply and demand throughout the recent decades. This
is precisely why blockage of the Suez Canal in Egypt could disrupt USD
400 million worth of trade per hour.” The existing market framework of

® Riccardo Pravettoni, ‘Multinational networks to exploit natural resources’ (2011)

UNEP GRID-Arendal <available at: https://www.grida.no/resources/6433> accessed

10 April 2023.

7 Jade Man-yin Lee, Eugene Yin-cheung Wong, ‘Suez Canal Blockage: an analysis of

legal impact, risks and liabilities to the global supply chain’ (2021) ISTSML 2021
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the globe functions in a way that allows for even minor deviations from
economic equilibriums to have a butterfly effect on different parts of the
world. Major companies and the bulk of smaller start-ups thus have an
increasing presence in our life. The demand and supply of their products
and services is not merely an economic parameter, it is now, due to the
above-mentioned factors, also a social parameter. The economic
parameters influence lifestyle, living conditions, expectations etc. They
also influence environmental factors through the methods they adopt to
manufacture and distribute at the cheapest possible rate. Ultimately,
economic, social and environmental aspects of life are now deeply
intertwined which makes the concept of CSR even more relevant now.

In 2017, Carbon Disclosure Project (“CDP”) published a report® that
showed how merely 100 companies were the source of more than 70%
of global emissions. A lesser-known and more recent report by CDP®
delved deeper into corporate functions and focused on the supply-chain
impacts. As per the latter report, the GHG emissions of the supply-chain
networks of different companies were 11.4 times (average) higher than
their operational emissions. The report also emphasised the insufficiency
of the voluntary actions being taken by the companies to reduce their
environmental impacts. This serves as concrete evidence of why

<available at: https://doi.org/10.1051/matecconf/202133901019> accessed 15 January
2023.
8 Paul Griffin, ‘The Carbon Majors Database — CDP Carbon Majors Report 2017
(2017) <available at: https://cdn.cdp.net/cdp-
production/cms/reports/documents/000/002/327/criginal/Carbon-Majors-Report-
2017.pdf?1501833772> accessed 15 January 2023.
® CDP, ‘Engaging the Chain: Driving Speed and Scale CDP Global Supply Chain
Report 2021° (2022) <available at: https://cdn.cdp.net/cdp-
production/cms/reports/documents/000/006/106/original/CDP_SC_Report_2021.pdf?
1644513297> accessed 15 January 2023.

-152 -



NLIU JOURNAL OF BUSINESs LAWS VOLUME IV

corporate responsibility must be viewed as an integral function of
companies and must not be shunned away as a mere management tool. It
is alarming to note that as the supply-chain network expands, it also has
adverse implications on the environment and consequently, society.

B. THE SUFFICIENCY & EFFICIENCY TEST

The existing framework should be judged on two parameters to conclude
the need to modify it. First, the sufficiency of the existing CSR
framework is to be judged on the yardstick of success in reducing the
adverse impact on the environment and society. Efficiency, though
similar in some sense, is a different concept. The former is to be seen as
a measure of whether working at the existing efficiency would yield
desirable results in the long run, while the latter is to be calculated from
an economic perspective based on the input of capital and whether the
estimated outputs are met or not.

This aspect is where the issues lie and escape the eye. A positive policy
perspective allows one to appreciate the fact that India mandated CSR
first, however, this also means we have had the longest run with a
statutory CSR framework compared to other countries. Thus, our analysis
ought to be independent of any comparison, and instead dependent on
whether in 8 years of the statutory CSR policy we’ve achieved efficiency
to allow for sufficiency.

1.  PART Il -THE GROWTH OF CSR AND PROBLEMS
WITH THE EXISTING FRAMEWORK IN INDIA

Howard Bowen, the “father of CSR”, was an American economist who
coined the term in his book ‘Social Responsibilities of the Businessman’

- 153 -



NLIU JOURNAL OF BUSINESs LAWS VOLUME IV

published in 1953.1° However, the genesis of the concept can be traced
further back to the last chapter of Bowen’s previous book ‘Toward Social
Economy’ in 1948 where he, as his son quotes, “calls for the building
of a new knowledge that is sensitive to the “subtleties of human nature”
and ‘ethical values”.'? There were also important positions opposing the
idea of attributing social and environmental responsibilities to
businessmen during this time. Acknowledging these opinions is
important from an academic discourse perspective since their
juxtaposition with Bowen’s ideas helps one understand the need for and
growth trajectory of CSR. To name a few, Theodore Levitt in his work
‘The Dangers of Social Responsibility’®® stated that the main
responsibility of businesses was to achieve material gain, while another
one was Milton Friedman stated that business people were not (and
should not be) concerned with social issues and these should be resolved
through a laissez-faire approach.!* CSR was thus introduced as a cross
between a management tool and a welfare economics principle.

Today, it has proliferated into the market at a fast pace, largely catalysed
by environmental alarm. It has crossed the strict frontiers of an economic
concept into a broader market obligation that requires a statutory
framework and proper regulation. This is where India became the first

10 Howard Bowen, Social Responsibilities of the Businessman (first published in 1953,
Harper & Brothers) 298.
11 Howard Bowen, Toward Social Economy (first published in 1948, Rinehart) 336.
12 Howard Bowen, Social Responsibilities of the Businessman (first published in 1953,
reprint 2013 University of lowa Press).
13 Theodore Levitt, ‘The Dangers of Social Responsibility’ (1958) HBR, 36, 41-50.
14 Milton Friedman, ‘Capitalism and Freedom’ (first published in 1962, from the book
‘Democracy’) University of Chicago Press 2016 <available
at:https://doi.org/10.7312/blaul7412-074> accessed 15 January 2023.
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country to make CSR mandatory in 2014,

In India, Section 135(1) of the Companies Act, 2013 mandates CSR for
“every company”. The section reads as follows —

“(1) Every company having a net worth of rupees five hundred or
more, or turnover of rupees one thousand crores or more or a net
profit of rupees one thousand crores or more or a net profit of
rupees five crores or more during any financial year shall
constitute a Corporate Social Responsibility Committee of the
Board consisting of three or more directors, out of which at least

one director shall be an independent director.”*®

Another important section is section 135(5) —

“(5) The Board of every company referred to in sub-section (1),
shall ensure that the company spends, in every financial year, at
least two per cent. of the average net profits of the company made
during the three immediately preceding financial years, in
pursuance of its Corporate Social Responsibility. 16

The academic discourse on the pros-cons of CSR and the problems that
it faces is largely rooted in corporate-philanthropic jurisprudence and
compositional issues of the CSR committee. This essay will however
identify and deal with three lesser discussed issues in the framework.,
These issues must be fixed before adopting a quintuple-bottom-line
approach.

15 The Companies Act 2013, s 135 (1).
16 The Companies Act 2013, s 135 (5).
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A. PROBLEM 1 —LACK OF AN OVERARCHING CSR PoLicy
SPANNING COMPANIES AND THEIR HOLDINGS.

Subsidiaries and holdings of companies are not mandated to comply with
the CSR requirements unless the subsidiary or holding itself fulfils the
criteria to qualify for it under section 135(1). This itself is rational and
sound since compliance with CSR requirements is company-specific,
however, what the regulations currently lack is a guideline that the parent
company must mandate or formulate a policy bandwidth for the
subsidiaries to build their own CSR policy.!” Even if the holding itself
does not fulfil the criteria, the company, by falling under the regulations
and governance of the parent company ought to have a certain minimum
level of social and environmental duties it should fulfil. Parental
institutions exist in many different spheres of society and they formulate
and provide guidelines that the institutions under them abide by. One can
find prominent examples in the education sector and draw a parallel with
them to understand how an overarching policy formulated by the parent
company for its subsidiaries is essential. In India, the famous Delhi
University (“DU”) has several colleges affiliated with it. It acts as a
‘parent’ institute that issues the final higher education degree of the
students no matter which colleges they’re enrolled in. The colleges under
it have to abide by the guidelines, rules and regulations it issues. Hence,
while the colleges themselves do not fall under the bracket of
‘University’, they, by being affiliated with it or falling under its
regulations also have to follow its guidelines. This parallel finds more
relevance in the business context because the subsidiaries are owned by

17 Frequently Asked Questions (FAQs) on Corporate Social Responsibility (CSR) -reg.
Ministry of Corporate Affairs General Circular No. 14/2021 <available at:
https://www.mca.gov.in/Ministry/pdf/FAQ_CSR.pdf>.
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the parent company. Ultimately, policies must be framed in a manner that
disallows companies to escape their CSR contribution simply because
they do not meet the benchmark requirement stipulated whilst still having
a significantly high turnover and contribution to emissions. Further, the
aim of the change must be to ensure every company fulfils their
contribution, as small as it may be in absolute terms.

B. PROBLEM 2 — THE MINIMUM REQUIREMENT PHRASING.

The current structure is a base/minimum system wherein the
qualifications or eligibility for CSR requirements, as well as the CSR
obligation itself, is mandated in a minimum requirement phrasing. This
needs to be replaced with a bands/categories system. The dichotomy of
the two can be understood as follows —

Base/Minimum Structure Bands/Category Structure

This is the existing structure. It This is the proposed structure. It is
functions on a minimum similar to the categorisation of
threshold value that is stipulated. —enterprises into Micro (Turnover
Any company crossing this up to Rs. 5 Cr.), Small (Turnover
threshold qualifies to abide by the = between Rs. 5 to Rs. 75 Cr.) and
CSR requirement. Currently, the Medium (Turnover between Rs.
determined thresholds are — 75 to Rs. 250 Cr.). This structure
divides the companies into
different bands depending on their

turnover. Such a structure needs to

net worth of Rs. 500 Cr or more,
or

or companies under the CSR
net profit of Rs. 5 Cr or more framework as well. The parameter
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Pros & Cons

A minimum threshold allows for
incorporation of all companies
that may qualify under either of
the parameters set. It is easier to
prescribe and execute. That being
said, it allows companies that
may not met either qualification
but have a significantly large net
worth, turnover or net profit to
escape CSR requirements.

for such categorisation can be
either net worth, turnover or net

profit since each is already
mentioned in  the existing
provision.

Pros & Cons

A bands structure allows for more
specific categorisation and thus
eventually requirements catered

towards each band can be
formulated. This is a more detailed
structure  compared to the

minimum threshold system but
allows for more efficiency and
equitable distribution of
obligations.

C. PROBLEM 3 — LIMITED SCOPE OF THE CSR REQUIREMENTS. WHAT
ABOUT LLPs AND PSBs?

The current CSR regime excludes Limited Liability Partnerships (LLPS)
and Public Sector Banks (PSBs). This is because CSR has statutory
recognition through the Companies Act and LLPs and PSBs are not
registered as companies. In 2021, reports suggested that the government
was considering amending the laws to make it mandatory for LLPs and
PSBs to qualify for CSR activities. This was debated to solve the problem
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of corporations forming LLPs to avoid CSR expenditures.’® The LLP
Act, 2008%° and the Banking Regulation Act, 1949%° were silent on CSR
and thus companies were opting for this route to bypass the CSR laws.
This discussion, however, never materialized into a proper amendment
and thus even now this loophole remains. To expand the scope of the
CSR laws, and their applicability and to ensure every significant
institution in the market contributes their fair share towards CSR
activities, it is important to widen the scope of the law and restart the
discussion concerning LLPs and PSBs. If a loophole that allows
businessmen to opt for shortcuts and choose the LLP routes to avoid CSR
is allowed to stay, then even a comprehensive overhaul of the provisions
of the Companies Act, 2013 may not yield the desired result.

V. PART Il = THE QUINTUPLE-BOTTOM-LINE APPROACH

Supplanting the TBL with two additional parameters to make it a
quintuple-bottom-line system would allow for a positive change in the
structure of the additions made to improve dynamism and equitable
distribution of responsibilities. Another requirement is forming policies
and guidelines to allow for the proper execution of the changes. To impart
a more functional approach to the company functioning, the following
two elements are proposed —

A. PACE

18 Rajeev Jayaswal ‘Govt mulls proposal to bring LLPs, PSBs under CSR ambit’ Live
Mint (18 August 2021).
19 The Limited Liability Partnership Act 2008.
20 The Banking Regulation Act 1949.
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The need of the hour is speed and steadiness. One crucial element in
every strategy — be it corporate or managerial is time. This element is
presently missing in the TBL and should presently be viewed as the most
integral missing feature of all CSR policies. Currently, setting deadlines
for individual companies’ own CSR aims is a voluntary process. There is
no ‘statutory’ pace per se, there is simply a requirement for a minimum
yearly contribution. The steady growth of CSR requirements depending
on a company’s growth trajectory is not considered. The issue of pace is
a vital one, and the importance of it can be understood by analysing the
different climate change models and their predictions. The
Intergovernmental Panel on Climate Change (IPCC)?! estimated five
different graphs for projected temperature increase by 2100. These five
scenarios are categorised based on Carbon-dioxide emissions ranging
from ‘no increase in CO2 beginning in 2050’ to ‘Highest CO2 amounts.’
The former’s graph is the best-case scenario allowing for a 1-1.5°C
increase in global temperatures while the latter is the worst-case scenario
leading to an increase of 4.5-5°C. One can conclude from this that even
after achieving a near-impossible feat of stagnation of CO2 emissions by
2050, an increase in global temperatures is inevitable. This is a testament
to the urgency of increasing actions and preparing a proper CSR policy
by integrating the most crucial element, the one factor that we’re scarce
on — time.

1) How should a company incorporate Pace in the bottom-line
approach though?
The previous paragraph discussed why we should value time and

21 predictions of Future Global Climate, UCAR Centre for Science Education <available
at: https://scied.ucar.edu/learning-zone/climate-change-impacts/predictions-future-
global-climate#:~:text=1f%20we%20reduce%20C0O2,(red%201ine%20in%20graph)>
accessed 15 January 2023.
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incorporate the Pace parameter in the TBL, but the question of how to do
it remains. What approach should be opted for it and what are some issues
that ought to be kept in mind?

Framing and modifying CSR policies in the current decade is largely
similar to a reverse-engineering process. The end goals or objectives are
deliberated and decided on first, and then the process and statutory
requirements to achieve them are reverse engineered. One can argue that
this is seen in several, or even most of the policies that are framed today.
This is because the objective of any framework is the foundation of it.
However, this purpose and process are more prominent in the context of
CSR because it is closely linked to the planet’ and humanity’s betterment
as well as survival. This same process ought to be followed to incorporate
the Pace aspect. The first step is to analyse the existing data to understand
current compliance by the companies, and whether their cumulative
would be sufficient (as discussed previously) to meet the domestic goals
of reduction in CO2 emissions or not. The second step is to then divide
the coming decades until 2050 into smaller segments with targeted goals
for reduction. While the ultimate goals aimed to be achieved by 2050 are
stated by many countries, there is a need for further fractional division of
time until the middle of the century. This needs to be changed. Smaller
segments of time with targeted goals from a company’s perspective make
it easier and smoother to achieve the larger long-term goal.

B. PROPORTIONALITY

One way to ensure equitable distribution of responsibilities and a
dynamic corporate responsibility framework is to take a proportional or
percentage-based approach. This approach will also serve as a tool to
incorporate the bulk of smaller subsidiaries into the CSR framework,
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those companies which would otherwise escape such obligations due to
lack of qualifications under section 135(1). Presently, every company
must mandatorily spend at least 2% of its net profits towards CSR
activities. This minimum requirement means that companies with a net
profit of Rs. 5 Cr as well as companies with a net profit of Rs. 45 Cr were
each required to spend a minimum of 2% of their net profits. This proves
to be an inequitable and regressive system. The argument is similar to
that propounded by the progressive taxation supporters, the absolute
amount contributed by a company with higher net profit when it spends
2% may be large, but since the net profit it keeps to itself is larger the
balance is not maintained. Proper equity is hence only achievable through
a proportional or percentage-based system where, depending on the
band/category a company falls in, the per cent of net profit to be
contributed to CSR activities increases.

The proposal is to ultimately mandate a minimum level of CSR
contribution for different companies based on which category of turnover
the company falls in. This element thus requires a prior step — shifting to
a bands/category-based structure instead of the existing base/minimum
structure as has been proposed earlier.

V. PART IV-MOVING FORWARD WITH PACE AND
PURPOSE.

The famous CDP report stated ExxonMobil, Shell and more companies
in the likes as those having contributed the most to the global emissions.??
These companies also have several holdings and subsidiaries which,

22 Carbon Disclosure Project (CDP), New report shows just 100 companies are source
of over 70% of emissions, 10 July 2017  <available at:
https://www.cdp.net/en/articles/media/new-report-shows-just-100-companies-are-
source-of-over-70-of-emissions> accessed 10 April 2023.
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under the existing Indian laws, either escape the CSR framework if they
do not meet the requirements or end up having to contribute the bare
minimum 2% even if their turnover is huge. This is one policy issue that
ought to be solved before companies start to actively attempt to bypass
the CSR provisions by opting to go the LLP route. The gravity of this
problem is larger than it appears on paper, and the true impact of it can
only be felt by those who’ve lived through decades and are witness to the
growing temperatures each season. The contribution of different
companies to the global emission levels cannot be downplayed, and while
an individualistic approach to climate change must also be propelled, one
must realize and know that quicker and substantial changes can only be
brought about by ensuring substantial entities such as the mega-
corporations change their workings.

The issues in the existing framework are largely latent, one may only
identify them after crossing the flood of positive media content regarding
the long-run Indian CSR laws. Time is of the essence, and it is important
we integrate this element into the foundational approach of Corporate
Responsibility. While doing so, ensuring equity is another important
function the government must observe.

The ultimate goal is to ensure positive changes are continuously
incorporated in any legal framework, including CSR which becomes one
of the most important issues in this decade since it has a direct impact on
the long-term survival of the people. It is hence time to increase the pace
of CSR and do it with a strong purpose.
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PRICE PARITY CLAUSES IN INDIA:
RELEVANCE, COMPARISON, AND ANALYSIS
WITH REFERENCE TO THE MAKEMY TRIP
AND OYO CASE STUDY

Muskaan Aggarwal®
ABSTRACT

‘Price Parity Clauses’ (“PPCs”), also known as ‘Across Platform Parity

Agreements’ or ‘Most Favoured Nation Clauses’ (“MFN” Clauses),
have recently become the focus of several anti-trust and anti-competitive
investigations around the world. Despite the discussion around PPCs
being at a preliminary stage in India, in the recent case of MakeMyTrip
and OYO (“the MakeMyTrip case”), the Competition Commission of
India (“CCI1”) explicitly called PPCs out for their anti-competitive
practices. Therefore, India too recognized the importance of PPCs and
is making an effort to organise the legal framework around them.

Regulation of PPCs involves consideration of their wide scope and the
way the service providers and the intermediaries are capable of
exploiting their dominant position in the market putting barriers to entry
for other emerging distribution channels. However, important questions
related to the nature of PPCs, their relation to dominant entities and the
Indian understanding of PPCs has been in question time and again.

This article aims to study the concept of PPCs, along with the recent
growth of its jurisprudence in India, in reference to the MakeMyTrip case

* The author is a fourth-year law student at Jindal Global Law School.
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to assess the CCI’s understanding of PPCs. It then concludes by
investigating the regime of PPCs in foreign jurisdictions and provides
suggestions on how India can benefit from the experiences of others.

l. INTRODUCTION

In essence, PPCs refer to parties (the intermediary and the service
provider) that enter into contractual agreements to ensure that sellers of
products offer the best product price on the relevant platform, and do not
offer cheaper product prices on any alternative sales platforms.
Therefore, if a room is available for a certain price on a hotel booking
platform, a retail PPC can prohibit the hotel from offering a lower price
for the room through any other distribution channel, which is mostly the
rival platform. This can further be understood through a sample third-
party seller clause from Amazon’s erstwhile third-party seller clause:

“If you choose to sell on Amazon.co.uk, you need to ensure that the total
price and corresponding item price of each product you offer on
Amazon.co.uk are not higher than the lowest total price and
corresponding item price at which you or your affiliates offer that product
on any other non-physical sales channel.”?

Sectors that make use of these contractual terms include e-commerce,
food delivery, entertainment, insurance, payment systems, energy
supplies, and digital goods.

On one hand, these terms offer advantages to parties involved, for
instance, prospective buyers are provided access to offers that are not
available elsewhere, the problem of free-riding (i.e., the problem of one

! Richard Whish and David Bailey, Competition Law (7th ed, OUP 2012) 334.
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firm enjoying the benefits obtained from the actions of another firm,
without incurring or sharing any costs) is prevented and service providers
are precluded from exploiting the platforms’ user-friendly web pages and
ensuring that original content and deals are provided for the prospective
buyers.?

However, agreement by the intermediaries between buyers and sellers to
such clauses ends up having a far-reaching anticompetitive effect on the
market, especially those having few dominant players (oligopolistic
markets).® This is mainly because, even if the intermediary ends up
increasing their commission charges or using unfair means with the
contracted seller, the seller would still be obliged to ensure that the
product has the best price available on that platform only. Further, any
other competing intermediary would not be allowed to offer any better
prices, as the market price would be fixed according to the intermediary
having a PPC.

1. WIDE V. NARROW PPCS

PPCs can be divided into two main categories, depending on the strength
of restraint present in the agreement. In a ‘wide PPC’, the price of the
commaodity or service offered to the relevant platform is expected to not
be more than what the seller offers on any other platform, which is
inclusive of the retail store of their website (the restriction is thus
applicable on both online and offline channels). On the other hand, a
‘narrow PPC’ means that the restriction of not providing lower prices

2 Ariel Ezrachi, ‘The competitive effects of parity clauses on online commerce’ (2015)
11 European Competition Journal, 492.
3 Andrea Mantovani, ‘On the economic effects of price parity clauses - what do we
know three years later?’ (2018) 9(10) Journal of European Competition Law & Practice,
2.
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than the platform is limited to the service provider’s website only.*

A wide PPC puts the relevant platform in a superior position, taking away
the autonomy of the service provider to set their prices. Further,
considering that the service providers are restricted by such clauses, they
are unable to take advantage of deals offered by new entrants and
industries. In extreme situations, it is also possible for market giants to
come together and set up identical terms in their respective PPCs, leading
to an overall increase in price in the market.®

The existence of narrow PPC, however, is often accepted by many
countries, considering that the service providers still have the option of
other open platforms. Narrow clauses often discourage the giants to
invest within their web portals since it becomes unfair for them to
undergo lesser sales despite putting more money into their portals.
Generally, this issue is faced by the hospitality sector alone,® as wide
PPCs are more dominant in India.

It is important to note that the effect of parity clauses is further contingent
on various other factors, such as government policies, subsidies, etc.
Therefore, until and unless adequate laws are enacted, it is not possible

4 Samantha Catalina Guerrero Putz and Josep Peya Ballesteros, ‘Price Parity Clauses:
Setting a new legal standard’ available at: <https://thevoice.bse.eu/wp-
content/uploads/2018/09/guerrero-peya-2018.pdf> accessed 31 October 2022.

® Tanisha Mishra, ‘Market Study on E-commerce, a survey by the CCI — An Analysis’,
Manupatra Articles available at: <https://articles.manupatra.com/article-details/Market-
Study-on-E-Commerce-a-survey-by-the-CCI-An-Analysis> accessed 31 October 2022.
® Trivago Business Blog, ‘What’s Happening with Rate Parity in the Hotel Industry?’,
Trivago Business Blog (14 March 2019) available at:
<https://businessblog.trivago.com/rate-parity-hotel-industry-status/>  accessed 31
October 2022.
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to give preference to any one type of PPCs in existence.’
I1l.  NEGATIVE EFFECTS OF PPCS

The German Federal Court, in the decision of HRS-Hotel Reservation
Service,® recognised the negative effects of PPCs on three levels: “(i)
restrictions on price competition among OTAs (Online Travel Agents) as
well as creation of a market barrier for new entrants; (ii) restrictions on
price competition among the hotels; and (iii) restrictions on consumer
welfare”.® The observations have also been upheld by the Appellate
Court of Dusseldorf Higher Regional Court.

In the Indian context, concerns were raised by the CCI in Federation of
Hotel & Restaurant Associations of India (“FHRAI”) v. MakeMyTrip
India Pvt. Ltd & Ors. (Order dated 28" October 2019),'° where the CCI
noted that PPCs result in the reduction of incentives for competing
platforms to compete on commissions, and rather, end up giving leeway
to the imposing platform to further increase their commission. This is
because most platforms have an agency model for charging a
fee/commission for every sale of the seller, made through their platform.

" Mark-Oliver Mackenrodt, ‘Price and Condition Parity Clauses in Contracts Between
Hotel Booking Platforms and Hotels’ (2019) 50 IRIPCL International Review of
Intellectual Property and Competition Law 50 (2019), 3.
8 ‘HRS-Hotel Reservation Service’, Bundeskartellamt (9th Decision Devision),
available at:
<http://www.bundeskartellamt.de/SharedDocs/Entscheidung/EN/Entscheidungen/Kart
ellverbot/B9-66-10.pdf%3F__blob%3DpublicationFile%26v%3D3> accessed 31
October 2022.
% Kritika Dobhal, ‘Most Favored Nation Clauses: What is the Way Ahead?’, IRCCL (06
May 2020) available at: <https://www.irccl.in/post/most-favored-nation-clauses-what-
is-the-way-ahead> accessed 31 October 2022.
10 Federation of Hotel & Restaurant Associations of India (FHRAI) v MakeMyTrip
India Pvt. Ltd., 2019 SCC OnLine CCI 37.
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Eventually, this results in an inflation of the price that is paid by the
customer.

PPC concerns have been particularly prevalent in the online platforms or
e-commerce industry in recent years. It started with the OECD
Discussion in October 2015.!' Other concerns had further been
highlighted by the CCI in their report titled, “Market Study on E-
commerce in India: Key Findings and Observations”,'? where it pointed
out that the existence of PPCs takes away any incentives that any rival
platform might have used to entice sellers towards their platforms.t3
Further, the CCI highlighted that it acts as an entry barrier within the
market, even for those platforms that might have provided the vendors
with lower commissions, and this results in such platforms setting a
separate standard for themselves within the industry due to collusion.'*
Lastly, even though online platforms spend money on their web portals
and undertake all measures, consumers end up preferring cheaper
products available on other platforms, leading to a disruption of healthy
competition in the market.”® Therefore, PPCs were described to be
anticompetitive vertical agreements by the CCI, however, the final

11 Organisation for Economic Co-operation and Development, ‘Summary Record:
Annex to the Summary Record of the 124th Meeting of The Competition Committee
Held On 27-28 October 2015, Daf/Comp/M(2015)2/Ann3/Final’ (30 March 2016)
available at:
<https://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=DAF/CO
MP/M(2015)2/ANN3/FINAL&doclanguage=en> accessed 31 October 2022.
12 “Market Study on E-commerce in India: Key Findings and Observations, Competition
Commission of India’ 01 January 2020)
<https://www.cci.gov.in/images/marketstudie/en/market-study-on-e-commerce-in-
india-key-findings-and-observations1653547672.pdf> accessed 31 October 2022.
131d. 25.
141d. 31.
51d. 32.
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assessment was always to be done on a case-by-case basis.*°

It was only after the publishing of the CCI report that the first official
investigation related to PPCs was undertaken by the CCI in the FHRAI
case.!’

IV. THE GROWTH OF INDIAN JURISPRUDENCE ON
PPCS

The Competition Act, 2002 (“Competition Act”), does not expressly
regulate PPCs. However, according to the CCI’s 2020 report on e-
commerce,®® PPCs can be assessed under section 3(4) (vertical
agreements) and section 4 (abuse of dominant position) of the
Competition Act since such clauses are capable of disrupting the free
competition of the market.'® This would be done under the rule of reason
framework, where like vertical restraints, PPCs would not be directly
presumed to be anticompetitive in nature.?® They would instead be
assessed on the presence of any actual or potential appreciable adverse
effect on competition (“AAEC”), according to factors provided in section
19(3) of the Competition Act. Section 19(3) of the Competition Act is

16 «CCI’s study on E-Commerce in India: Antitrust Issues and Recommendations’,
Khaitan & Co (09 January 2020) available at: <https://www.khaitanco.com/thought-
leaderships/CCls-study-on-E-Commerce-in-India-Antitrust-1ssues-and-
Recommendations> accessed 31 October 2022.
" FHRAI (n 10).
18 Market Study on E-commerce in India (n 12).
% Dr. Rajwant Kaur, ‘Competition Act 2022: An Assessment with Reference to Anti-
Competitive Agreements and Abuse of Dominant Position’ available at:
<https://www.icsi.edu/media/webmodules/CSJ/May/15ArticleDrRajwantKaur.pdf>
accessed 01 June 2023.
2d. 58.
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inclusive of both — the potential anticompetitive effects (due to creation
of entry barriers, driving out of existing competitors and market
foreclosure) and pro-competitive benefits (due to scientific, technical,
and economic development, development in the means of production and
distribution, and consumer benefits).?

Therefore, it is possible for cases related to PPCs to be dealt with by the
CCl, along with the assistance of the Director General (the investigative
arm of the CCI is present under section 26(1) of the Competition Act),
and they can further be appealed before the National Company Law
Appellate Tribunal (“NCLAT”), and thereafter, the Supreme Court of
India.

While the FHRAI case is the first case that deals with PPCs, the CCI has
started ordering necessary investigations into the conduct of other
platforms as well — such as the online food delivery platforms of Zomato
and Swiggy- to analyse whether it has resulted in an adverse impact on
the competition prevalent in the market.??

A. THE NECESSITY OF DOMINANCE?

In most cases, PPC agreements are inclusive of a dominant market entity
as a party. Since the most bargaining power exists with them, it results in
them being able to restrict the service providers for their benefit.

2l Rahul Rai, ‘Cases and Precedents: Vertical Restraints’, AZB & Partners (23
September 2020) available at: <https://www.azbpartners.com/bank/cases-and-
precedents-vertical-restraints/> accessed 31 October 2022.
22 MM Sharma, ‘CCI directs investigation against Zomato and Swiggy for alleged Anti-
Competitive Practices’, Amazon AWS (06 April, 2022) available at:
<https://s3.amazonaws.com/documents.lexology.com/1990d67f-f6db-40bc-889f
686a575985hd.pdf?AWSAccessKeyld=AKIAVYILUYJ754JTDY6T&Expires=1667
234453&Signature=zuOWEVIGDp71pStkP3gKMWnQ1Ls%3D> accessed 31 October
2022.
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However, dominance is not a fixed requirement to be proved in PPC
cases, since they may also be investigated under the ambit of vertical
restraints u/s 3(4) of the Competition Act.?® The same was noted by the
CCl in their prima facie opinion on the FHRAI case, holding that PPCs
are generally imposed as vertical restraints, applied by the platforms onto
the sellers.?

It is also important to note that while PPCs may be assessed under section
4 of the Competition Act, the CCI has already denied the application of
Section 4 to e-commerce platforms like Amazon, since they were not
dominant players in the market.®> However, PPCs are still free to be
evaluated u/s 3(4) of the Competition Act, as the aspect of AAEC is also
important for PPCs.2

B. THE MAKEMYTRIP AND OYO CASE?

The case commenced with the CCI obtaining information from FHRAI
u/s 19(1)(a) of the Competition Act, against MakeMyTrip India Pvt. Ltd.,
Ibibo Group Private Limited (collectively called “MMT-Go”), and
Oravel Stays Private Limited (“OYO”). FHRALI alleged that MMT-Go
and Oyo had contravened the provisions of Sections 3 and 4 of the
Competition Act.?8 It was further alleged that by abusing their respective

23 Dr. Rajwant Kaur (n 19).
24 Kritika Dobhal (n 9).
%5 Mohit Manglani v Flipkart/Snapdeal [2015] 131 SCL 18 (CClI).
% A. Agarwal, ‘Assessing the Impact of MFNs or PPCs on Competition in Online
Marketplaces: An Indian Competition Law Perspective’, Competition Forum Law &
Economics (22 July 2021) available at: <https://competition-forum.com/assessing-the-
impact-of-mfns-or-ppcs-on-competition-in-online-marketplaces-an-indian-
competition-law-perspective/> accessed 31 October 2022.
27 Federation of Hotel & Restaurant Associations of India (FHRAI) v MakeMyTrip
India Pvt. Ltd., 2019 SCC OnLine CCI 37.
28 1d., para 1.
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dominant positions, MMT-Go, OYO, cleartrip.com, yatra.com,
booking.com, etc., have all entered into anti-competitive arrangements
by cartelizing and operating as Online Travel Agents (“OTAs”).?® The
merger of MMT and Golbibo, had given rise to their dominance within
the OTA market, and they engaged in price parity impositions (one out
of the various allegations made against them).*® Therefore, if Treebo and
FabHotels (hotels that were delisted from the MMT platform in 2018
after an agreement was entered into between MMT-Go and OYO - a
classic example of predatory behaviour) wanted to enlist one of their
properties with some different aggregator at a lower price, or a lower
price on their own website, they could not do so.3! Further, there had also
been a room parity arrangement, where the inventory that was made
available to other OTAs was restricted.

On receiving this information, the CCl an examination of the parity
obligations between the parties, the CCI’s perplexing finding was the
conjunction of PPCs with other impositions — including deep discounting
strategies, room parity obligations, and exclusivity conditions. The CCI
found that the conjunction of parity conditions, along with the aspect of
deep discounts, strengthened the dominant position of MMT-Go in the
market.®® This is because such an arrangement not only increases the
retainment and further increase of consumers who are in search of the
best deals available, but it also hinders the competitive practice of the

21d., para 5.
301d., para 31.
311d., para 31.
32 Prerana Amitabh, ‘CCI issues directions under Section 26(1) against MakeMyTrip
and OYO’, Argus & Partners (05 November 2019) available at: <https://www.argus-
p.com/updates/updates/cci-issues-directions-under-section-261-against-makemytrip-
and-oyo/> accessed 31 October 2022.
33 FHRAI (n 27) para 226.
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OTA:s since no one is allowed to function at lower commission rates.>*
This is supported by the prevalence of the unequal bargaining power
present between the parties considering the unilateral determination of
higher commission rates and discounts, resulting in an adverse impact on
the prices being offered to the consumers.®

Further, service providers such as Treebo and FabHotels were prohibited
from the MMT platform post the agreement. Therefore, the CCI
highlighted that independent hotel, in order to gain more recognition, end
up tying with such service providers, which further allows them to gain
recognition through platforms like MMT.3® However, prohibiting such
service providers, adversely affects the independent hotel owners as well,
since they would have to break ties with Treebo and FabHotels, to
associate with OYO and continue on the MMT platform.®” Not only does
this switch have a negative financial impact on such independent hotels,
but it also results in a decline in choices for the customers.®

Therefore, according to the CCI, the conduct of MMT-Go was in
contravention of Sections 4(2)(a)(i) and 4(1) of the Competition Act. The
CCI recommended that MMT-Go remove the PPCs present in their
agreements and provide its platform access in a non-discriminatory and

3 1d. para 226.
% Competition Commission of India, ‘CCI imposes monetary and non-monetary
sanctions on MakeMyTrip, Golbibo and OYO for indulging in anti-competitive
conduct’ (10 October 2022) available at:
<https://pib.gov.in/PressReleasePage.aspx?PRID=1869330> accessed 31 October
2022.
3 FHRAI (n 27) para 252.
371d. para 253.
3 “The Big Fine: Why CCI pulled up MakeMyTrip and OYQ’, Finshots (25 October
2022) available at: <https://finshots.in/archive/makemytrip-and-oyo-are-partners-in-
crime/> accessed 31 October 2022.
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transparent manner.3 Therefore, if any independent hotels want to offer
booking services to Booking.com, they would not be bound by the
unilateral rules of MMT anymore. Besides this, monetary penalties were
also imposed on the platforms, with a total of Rs. 392 crore (equivalent
to $47 million) being collectively imposed on MMT-Go and OYO.
Through this order, MMT was also asked to relist Treebo and FabHotels
on their platforms.*

In this case, MMT-Go was said to have a dominant market share in the
‘online intermediaries’ industry with a share of more than 63%, while the
other meta-search engines and offline markets were not taken into
consideration to determine the dominant nature of MMT-Go. Therefore,
it is possible that MMT-Gomay appeal the decision of the Commission
by claiming that the total market share should be an aggregate of both
online and offline channels. This is justified because, even when a
consumer looks into the suitable options available, they go through all
the relevant channels. Thus, consciously excluding a huge market
channel, which is equally important in the hotel booking industry, is a
contestable decision. To understand this issue, we can take the example
of the Taj Hotel. While the hotel provides higher priced bookings at their
help desk, however, it is a possibility for other OTAs to offer relevant
discounts on hotel bookings by including additional benefits like free
breakfast. Therefore, the consumer is bound to compare all the available
options before deciding on the most favourable one.*!

3 FHRAI (n 27) para 312(a).

0d.
41 Salman SH, ‘CCI order on MakeMyTrip, Oyo spurs fresh debate on price parity
agreements’,  Financial  Express (31  October  2022) available at:

<https://www.financialexpress.com/lifestyle/travel-tourism/cci-order-on-makemytrip-
oyo-spurs-fresh-debate-on-price-parity-agreements/2759348/> accessed 31 October
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C. RELATIONSHIP BETWEEN PPCs AND HUB-AND-SPOKE
CARTELS

A Hub-and-spoke cartel is a unique kind of agreement where a third party
(hub), organises or facilitates collusion between two or more competitors
(spokes), and causes the sharing of information between the spokes. For
instance, if retailer A discloses to supplier B about its future pricing
intentions, and supplier B passes that information to retailer C, the said
practice shall be known as a hub-and-spoke cartel.

As had been the case, through their dominant positions, MMT-Go and
OYO had denied access to Treebo and FabHotel. This further
disincentivised the hotel owners from continuing with them. Therefore,
PPCs may result in a hub-and-spoke cartel-like situation, since the
presence of PPCs means that hotel owners lose their intra-brand
competition, which means the absence of competition between the online
platforms and their respective websites. This may result in a negative
effect on the inter-brand competition as well, which is the competition
between the hotel owners themselves. This is mainly because there would
be less downward pressure on the price, and the behaviour pattern of the
competitors would become predictable, eventually resulting in the
formation of a ‘tacit’ hub-and-spoke cartel.*2

Some of the main requirements of the hub-and-spoke cartel include: “(1)
Hub, such as a dominant player; (2) spokes, such as competing
manufacturers or distributors that enter into vertical agreements with the

2022.
42 Rhea Abraham and Yash Mehta, ‘The Implications of Price Parity Imposition In
India: A Perusal Of MMT-GO Case’, The ICLRAP Blog (09 July 2020) available at:
<http://iclrap.in/the-implications-of-price-parity-imposition-in-india-a-perusal-of-
mmt-go-case/> accessed 31 October 2022.
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hub; and (3) the rim of the wheel, which consists of horizontal
agreements among the spokes.”*® Therefore, in the present factual
scenario, MMT-Go and OYO act as the hub, and the hotel owners act as
spokes. Now, through the inter-brand competition restraint, the rim
requirement would also be fulfilled, if the situation is analysed per se.

As per the amendment made to Section 3 under the Draft (Competition)
Amendment Bill, 2020, hub-and-spoke cartels have been included within
the definition of cartel.** Therefore, in case the bill is enacted as law, PPC
agreements shall undertake a higher level of scrutiny since their indirect
impact would result in a hub-and-spoke cartel.*

V. PPCS IN FOREIGN JURISDICTIONS

PPCs have been the subject of scrutiny of many jurisdictions across the
globe, especially since 2010.%¢ For instance, Amazon came under the
scrutiny of the European Commission (“EC”) in 2015, when the EC
decided to undertake a formal investigation into the e-book distribution
arrangements of Amazon.*’ Eventually, in 2017, Amazon elected to go

3 In Re: Musical Instruments and Equipment Antitrust Litigation, 798 F.3d 1186, para
" A.

4 The Competition (Amendment) Bill, 2020.

4 Karan Chandhiok and Deeksha Manchanda, ‘A look at the Draft (Competition)
Amendment Bill, 2020 — Clarity, transparency, robustness, and bit more to be desired’,
Bar & Bench (01 March 2020) available at:<https://www.barandbench.com/columns/a-
look-at-the-draft-competition-amendment-bill-2020-clarity-transparency-robustness-
and-bit-more-to-be-desired> accessed 31 October 2022.

4 Anand Sree and Charms Mathew, ‘India: Parity Clauses and The E-commerce Market
In India- A Competition Law Perspective’, Mondaq (30 July 2020) available
at:<https://www.mondag.com/india/antitrust-eu-competition-/971054/parity-clauses-
and-the-e-commerce-market-in-india-a-competition-law-
perspective#:~:text=Parity%20clauses%2C%20in%20essence%2C%200blige,0r%200
n%20their%20o0wn%20websites> accessed 31 October 2022.

47 Press Release, ‘Antitrust: Commission accepts commitments from Amazon on e-
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forward with the absence of any parity clauses with their respective
publishers.*

Another significant case was when the Italian, French, and Swedish
Competition Law authorities undertook a formal investigation into the
PPCs of Booking.com.*® Eventually, Booking.com had to accept to make
the necessary changes to its ‘wide parity clauses’ and convert them into

‘narrow parity clauses’.>

In another case, the German Competition Regulator (Bundeskartellamt)
prohibited the OTA market to make use of wide parity clauses.”* The
decision was later upheld by the Dusseldorf Higher Regional Court as
well.>?

It can be seen that there is no uniformity when it comes to PPCs in various
jurisdictions.>® Germany and the UK seem to be in favour of allowing
narrow parity clauses, since the clauses provide online platforms with the

books’, European Commission (04 May 2017)
<https://ec.europa.eu/commission/presscorner/detail/en/IP_17_1223> accessed 31
October 2022.
“1d.
49 Swedish Competition Authority, Bookingdotcom Sverige AB and Booking.com
(unofficial translation) (15 April 2015) Ref: 596/2013, Point 30; French Competition
Authority, Decision no 15-d-06 of 21 April 2015; Francisco E. Beneke Avila, ‘The
German Federal Supreme Court’s Judgment in Booking.com as a Case Study of the
Limitations of Competition Law’ (2022) 53 International Review of Intellectual
Property and Competition.
0 d.
51 Bundeskartellamt (n 8).
52 d.
T A. Agarwal, ‘Assessing the Impact of MFNs or PPCs on Competition in Online
Marketplaces: An Indian Competition Law Perspective’, Competition Forum Law &
Economics (22 July 2021) available at: <https://competition-forum.com/assessing-the-
impact-of-mfns-or-ppcs-on-competition-in-online-marketplaces-an-indian-
competition-law-perspective/> accessed 31 October 2022.
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opportunity to earn the necessary returns on their technological
investments.>* Swedish authorities seem to favour narrow parity clauses
as well, but purely due to procedural and evidentiary reasoning.>® On the
flip side, countries like France, through their Macron Law, completely
outlaw all forms of PPCs and deem such agreements to be void.>®
Jurisdictions like Italy, Austria, and Belgium also impose a blanket ban
on all PPCs.*" Interestingly, the EU in itself has been unable to obtain a
uniform consensus on the matter, despite there being an overwhelming
acceptability towards narrow PPCs not having any anti-competitive
effects.”

V. RECOMMENDATIONS AND CONCLUSION

While India has taken a step in the right direction regulating PPCs, it can
also take inspiration from the balanced approach adopted by the United
Kingdom (“UK”) on the matter.”® The Competition and Markets

% Lukas Solek, ‘Price Parity Clauses and Online Platforms: Is There a New Way

Forward?’, Linklaters (14 November 2019) available at:

<https://www.linklaters.com/en/insights/blogs/linkingcompetition/2019/november/pri

ce-parity-clauses-and-online-platforms-is-there-a-new-way-forward> accessed 31

October 2022.

%5 Booking.com B.V. and Bookingdotcom Sverige AB v Visita TFEU, Decision of

Court of Appeal (Svea Hovrétt Patent-och marknadséverdomstolen) 9 May 2019 — Case

No. PMT 7779-18.

% HOTREC, ‘France forbids rate parity clauses by law - HOTREC Reports’,

hospitalitynet (29 July 2015) available at:

<https://www.hospitalitynet.org/news/4071216.html> accessed 31 October 2022.

51 A. Agarwal (n 53).

%8 Khushi Bhardwaj and Apurva Vats, ‘Price parity clauses: The MMT-Oyo debacle’,

NLUJ Law Review (05 June 2020) available at: <http://www.nlujlawreview.in/price-

parity-clauses-the-mmt-oyo-debacle/> accessed 31 October 2022.

% Deepti Pandey and Sushant Singh, ‘Assessing the Competition Law Impact of

Platform Price Parity Agreements’, The CBCL Blog (02 June 2020) available at:

<https://chcl.nliu.ac.in/competition-law/assessing-the-competition-law-impact-of-
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Authority (“CMA”) of the UK, in their Digital Comparison Report of
2017,%9 undertook a deep analysis of both the narrow as well as wide
parity clauses. The wide parity clause was found to have no efficiency
basis, and therefore proposed to be completely banned. The justification
for allowing narrow parity clauses was curbing of free-riding advantage.
However, there might still be legitimate concerns about narrow PPCs
expanding themselves and becoming anti-competitive. This allows
online platforms to have an even-playing field.

Disclosure mechanisms in relation to PPCs might be another example
that India may refer to. The EU Regulation 2019/1150% is a prime
example of how India can strive to have transparent legislation related to
PPCs. Article 10 of the Regulations provides that any online platform,
which seeks to impose price restrictions on the service providers, is
required to make public disclosures for the same (inclusive of the
commercial, legal, and economic justifications for such a move).

While India has taken the approach of analysing PPCs on a case-by-case
basis, it is imperative for India to undertake a detailed investigation for
such cases, and maybe even combine them with the hub-and-spoke
cartelisation concept in the form of inter-brand competition. This would
allow India to be able to relevantly distinguish between wide and narrow

platform-price-parity-agreements/> accessed 31 October 2022.
80 ‘Digital Comparison Tools Market Study: Final Report’, Competition & Markets
Authority (26 September 2017), available at:
<https://assets.publishing.service.gov.uk/media/59c93546e5274a77468120d6/digital -
comparison-tools-market-study-final-report.pdf> accessed 31 October 2022.
61 ‘REGULATION (EU) 2019/1150 OF THE EUROPEAN PARLIAMENT AND OF
THE COUNCIL’, Official Journal of the European Union (11 July 2019) available at:
<https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:32019R1150&from=EN> accessed 31 October
2022.
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parity clauses, and hence, further, allow the clarity of the concept of Price
Parity Clauses within India’s competition regime.
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MAPPING THE CONTOURS - MULTIPLE
DIRECTORSHIPS, DERIVATIVE ACTION,
RESTRAINING MEMBER-DIRECTORS FOR
FAMILY-CONTROLLED PRIVATE COMPANIES

Sarbesh Chaudhury*

ABSTRACT

Owing to India s strong-family system, the shareholders of family-owned
private companies also serve as the director-managers of such
companies. However, such confluence of family and business dynamics
results in blurring the grounds between corporate and relational
governance. Familial relations significantly impact the corporate
governance of a company, especially when multiple directorships of a
shareholder-director in rival or competing companies are also involved.
While the Delhi High Court decision in the case of Rajeev Saumitra v.
Neetu Singh is a less-complicated example of a situation where such
agency problems converge, the decision, as well as the subsisting
Jjurisprudence in company law, posits some valid questions for such
private-companies. This paper examines three questions by using the
decision of Rajeev Saumitra v. Neetu Singh as a paradigm for relational
and corporate governance problems in family-controlled private
companies. Firstly, shall the member/director of such a private company
breach their fiduciary duty on account of holding multiple directorships
in rival companies? Secondly, what would be the apposite course of relief

* The author is a law student at the Jindal Global Law School, Sonepat.

- 183 -



NLIU JOURNAL OF BUSINESS LAWS VOLUME IV

when disputes arise amongst such member-directors, such that the
effective functioning of such a family-controlled private company is not
Jjeopardized? In other words, should an aggrieved party opt for individual
or derivative action? Thirdly, does the National Company Law Tribunal
have the power to deprive a member-director of such a private company
from exercising their membership rights in voting and claiming a share
of the profits, especially in scenarios where the concerned member-
director has acted against the company's interests? This paper analyzes
the complex interplay amongst membership rights, fiduciary duties of
directors, and how the roles of an individual as member and director
intertwine to prejudice the functioning of such family-controlled private
companies, which arises as a consequence of the decision in Rajeev
Saumitra v. Neetu Singh.

l. INTRODUCTION

The confluence of family and business dynamics is a prominent scenario
in the Indian economy. While family businesses range from micro-scale
enterprises to gigantic conglomerates, the Supreme Court has rightfully
observed that smaller scaled private limited companies seek to contain
both ownership and control within the family or a close-knit group of
friends.! This helps in mitigating agency problems which may arise
owing to the disparity in interests between owners (members of the
company) and managers (the directors of the company, who are deemed
agents acting in furtherance of the interests of the members and the
company).” An efficient way of identifying a family-based company is

! Dale and Carrington Investment Pvt. Ltd. v. P. K. Prathapan, (2005) 1 SCC 212, [11].
2 John Armour, Henry Hansmann, & Reinier Kraakman, ‘Agency Problems, Legal
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by satisfying the presence of three requisites — a) the family has a major
shareholding in the company, which grants them a clear majority in
voting rights; b) the family members are also represented in the top
management of the company, and they thereby have an executive and
administrative control over the affairs of the company; c) the business is
also perceived as a family-driven business.®

The position of family relations in the top management of a family-
managed company blurs the contours between corporate and relational
governance. Relational governance is criticized for placing greater trust
in relations and thereby failing to take note of the dwindling reliability
and accountability of the actions of such family-managers.* While it is
admitted that adequate research is not available in the chinks offered by
relational governance in a corporate structure,” it is critical to maintain
and boost family relationships within the business to enhance the
efficiency and productivity of the company. Rajeev Saumitra v. Neetu
Singh® is a fine example of a case where waning familial relations mar
the management and conduct of affairs of a private limited company.

A husband and wife owned equal shareholdings in a private limited
company ‘Paramount’, conducting business in the coaching industry. The
two members thereby decided to appoint themselves as the directors of
the private company. However, the marriage turned sour, and the husband
sought a decree of annulment of their marriage. The wife was the

Strategies And Enforcement’ (2009) 3 HARVARD L REV. 7.

3 Mike Wright, Donald Seagal, Kevin Keasay, Igor Filatotchev, Oxford Handbook of
Corporate Governance (1st ed., Oxford 2013) 365.

41d., 380.

°1d., 381.

® Rajeev Saumitra v. Neetu Singh, 2016 SCCOnline Del 512, (hereafter referred to as
‘Rajeev Saumitra’).
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majority shareholder and director in two other companies — another
private limited company and a one-person company. Owing to the marital
fallout, the wife used her identity as an associate of ‘Paramount’ to
advertise and divert students to the other two enterprises. The husband,
suing in his own name, sought an injunction against the wife to prevent
her from using the trademark ‘Paramount” in her companies’
advertisements, as well as for breach of her fiduciary duties under Section
166 of the Companies Act, 2013. The Delhi High Court considered the
wife’s actions of leveraging her identity as the director of Paramount to
promote her companies as violative of her fiduciary duties.

This paper is not a discussion of the case per se, but the facts of the case
may serve as a useful comparative paradigm to analyze three chief
theoretical questions which arise as a consequence of this decision.
Firstly, does holding a directorship in a competing business ipso facto
result in a breach of fiduciary duty? Secondly, in private limited
companies where the shareholdings are concentrated among members
sharing familial relations or close friends, the above-mentioned
arrangement of the family members appointing themselves as directors
is a very plausible scenario.” However, when disputes arise among such
directors, who may also happen to be members of the company, the
course of relief to be taken also becomes an issue of dispute. In other
words, the choice of the apposite course of relief poses a series of
questions. Should the company, represented by the directors, sue as the
plaintiff against the defaulting directors? Should the majority of the
directors of such a company act against the interests of the company?
Should the dissenting directors bring the action under the company’s

" Dale and Carrington Investment Pvt. Ltd. and Ors. v. P. K. Prathapan and Ors., (2005)
1 SCC 212, [11].
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name, or should the members of the company sue on behalf of the
company and thereby pursue a derivative action? The choice of relief
pursued is essential to ensure that the effective functioning of the
company is not jeopardized. Thirdly, if directors, who also happen to be
members with a significant (if not an equal or majority) shareholding, are
found to be in breach of their duties, should the Court direct the removal
of such directors and restrain their membership rights, or refrain from
interfering with the internal management and administration of the
company, even when it finds that the defaulting member-directors’
actions were against the company’s interests? This paper shall endeavor
to address these questions while referring to the Rajeev Saumitra
paradigm as a comparative instrument, as well as assessing the existing
jurisprudence in the realms of company law.

1. DIRECTORSHIPS IN COMPETING COMPANIES -
ANALYZING FIDUCIARY DUTIES

Section 166(4), Companies Act 2013, prescribes a statutory duty for a
director to not be involved in a situation in which there would be a “direct
or indirect or potential conflict” with the interests of the company. The
fiduciary nature of the director’s duties emanates from common law,
which has been significantly imbibed within Indian jurisprudence.

Lord Denning stated that no person, who has duties of a fiduciary nature
to discharge, can be allowed to enter into an engagement by which “they
bind themselves to disregard those duties or to act inconsistently with
them”.® Under Section 166, Companies Act 2013, the fiduciary duties of
a director inter alia include acting in good faith; exercising due care,

8 Denning, J. in Boulting v. Association of Cinematograph Television and Allied
Technicians, 1963(2) Q.B. 606.
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reasonable prudence, and independent judgement; avoiding a situation
having a conflict of interest; and refraining from achieving any advantage
either to themselves or to their relatives, partners, or associates. Fiduciary
duties are owed by a director to the company only, and the company
thereby can enforce these duties.® Such fiduciary duties are not owed to
any of the members of the company™® or to fellow directors.'! The House
of Lords cemented the universal application of the rule of fiduciary
duties, holding that no one in a fiduciary capacity shall be allowed to
enter arrangements in which such director shall have a personal interest
which conflicts with those the director is bound to protect.? Further,
Section 172(2) of the English Companies Act, 2006 stipulates the
director’s statutory duties to promote the success of the company. The
test is whether the director honestly believed or intended that his ‘act or
omission was in the interests of the company’ — the test is not objective,
but subjective in nature where the director’s state of mind is to be
determined for assessing the substantial detriment to the company.™
Promoting the success of the company includes the welfare of its
members as a whole and the employees and stakeholders of the
company’* — an outlook which has resulted in the contemporary rise of a
‘stakeholder approach’ in the management of companies.'® Thus, this

® Stephen Mayson, Derek French & Christopher Ryan, Company Law (32nd ed., Oxford

2016) 479.

10 Multinational Gas and Petrochemical Co. v. Multinational Gas and Petrochemical

Services Ltd. (1983) Ch 258.

11 Brant Investments Ltd. v. KeepRite Inc. (1991) 80 DLR 4th 161.

121 ord Cranworth, J. in Aberdeen Railway Co. v. Blaikie Bros, (1854) 1 Macq 461

(HL).

13 Regentcrest plc. v. Cohen (2001) 2 BCLC 80.

14 Section 172(1)(b), Companies Act 2006.

15 Mihir Naniwadekar & Umakanth Varottil , ‘Stakeholder approach in The Stakeholder

Approach Towards Directors’ Duties Under Indian Company Law: A Comparative
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underlying principle to the rule of fiduciary duty in common law,
following a Dworkinian jurisprudential approach,'® arises from equity,
whereby the duty of care owed to the company arises from the
circumstances that the director assumes responsibility for the affairs of
the company.

In India, too, it was held that a director, who also happens to be a member
of a private company, cannot enter into arrangements and contracts that
would go against the fiduciary duties of such director and thereby act
against the interests of the company.!’ Any such arrangement which
would thereby fetter the administrative discretion of the directors in
managing the affairs of the company in good faith would be invalid.®
The fiduciary duties of the director are statutory in nature, and no
agreement, whether between the shareholders or with third-party entities,
would sterilize or mar such duties.!® Even in private limited companies
with concentrated shareholding amongst family members, this fiduciary
duty restrains directors from having unfettered freedom in the
management of the company’s affairs.?’

However, a pertinent question does arise from the Rajeev Saumitra
paradigm — in a position of multiple directorships under Section 165,
does serving as a director for two or more rival or competing companies

Analysis’ (2016) NUS.

16 Ronald Dworkin enshrined upon the significance of legal principles, which form the

base of legislative enactments and judicial adjudication. His theory postulates that these

principles point towards an objective right answer, which must be upheld by judges and

legislators.; Brian Bix, Jurisprudence : Theory and Context (2nd ed. Sweet & Maxwell

1999) 39.

17 Rolta India Ltd. v. Venire Industries Ltd., 1999 SCCOnline Bom 706, [12].

18 1.

¥1d., [32].

20 Dale and Carrington Investment Pvt. Ltd. v. P. K. Prathapan,(2005) 1 SCC 212, [11].
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amount to a breach of fiduciary duty?

A director working for a competing company is not in breach of fiduciary
duties when they have been ‘effectively excluded’ from the management
and administration of the company.? Whenever there is a conflict of
interest, the court needs to ascertain on the basis of the facts of every
case. Thus, even if the person holds the position of the director who has
been effectively excluded from the everyday life and functions of the
company, his working for a competing company should not result in a
breach of fiduciary duties if he never made use of the original company’s
assets and there was no exchange of information or opportunity
pertaining to the original company.?? Palgrave posits that the breach of
fiduciary duties by a conflict of interest becomes evident if the private
interest of the director comes in conflict with the company’s interests or
if there is a usage of information or opportunity flowing from the original
company even if the director distances himself from the company by
acting in a private capacity or resigns from the directorship.?® As long as
the non-conflicting directors provide their consent to the director serving
in two rival companies, there should be no conflict of interest arising.?*

The director’s actions are also contingent upon the opportunity being
pursued by them. Bhullar v. Bhullar® postulated the doctrine of diversion
of business opportunity in the context of a family-owned and managed
firm. Any opportunity that would’ve been ‘worthwhile’ for the company,

2L In Plus Group Ltd. v. Pyke (2002) EWCA Civ 370.
221d., [90] and [94].
23 Janet Dine & Marios Koustias, Palgrave Company Law (6th ed. Macmillan Law
2010) 193.
24 paul L. Davies and Sarah Worthington, Gower Principles of Modern Company Law
(10th ed. Sweet & Maxwell 2016) 16-101; 967.
2 Bhullar v Bhullar, (2003) BCC 711.
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if diverted by the directors for their vested interests, would be tantamount
to a breach of their fiduciary duties. A director’s resignation would not
absolve them of their fiduciary duties if they pursued a maturing business
opportunity instead of a fresh initiative.?® An obligation to not disclose
confidential or sensitive information of the original company flows even
after resignation, as it would attract the doctrine of ‘maturing business
opportunity’ by a faithless fiduciary, as enshrined by the Supreme Court
of Canada.?’” Such maturing business opportunity must have germinated
during the tenure of the director’s involvement with the original
company, and the director had participated or was aware of the
negotiations being undertaken on behalf of the company, i.e., their
position in the erstwhile company allowed them to pursue the
opportunity.?® An opportunity would be deemed as a fresh initiative if it
was not relevant to the company or had no conflict with their ‘one and
one capacity’ as a director.?® Further, in V.S. Puri v. K.K. Puri®® the
Bombay High Court had clearly established that the safe harbor provision
of informing the Board would be immaterial when the company was in
no position to avail the opportunity. Rajeev Saumitra must be
harmoniously construed with this decision of the Bombay High Court.

Therefore, whenever the director exercises multiple directorships in
competing companies, it ipso facto will not amount to a breach of
fiduciary duties — but then, the director is, as Gower writes, treading on

2 Foster Bryant Surveying Ltd v Bryant, Savernake Property Consultants Ltd, (2007)

BCC 804.

27 Canadian Aero Service Ltd v O'Malley, (1974) SCR 592.

2 d.

29 Industrial Development Consultants Ltd v Cooley, (1972) 1 WLR 443.

30 Vaishnav Shorilal Puri v. Kishore Kundan Sippy, (2006) 6 Comp LJ 74 (Bom).
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a ‘tight rope’.3! While it is prudent to inform the Board of a possible
business opportunity which the director may be interested in pursuing,
the director would be absolved under Indian law if he can prove that the
opportunity was a fresh initiative or an opportunity that could not have
been availed by the contending company. However, the paradigm in
Rajeev Saumitra is relatively simpler, as the wife flouted her fiduciary
duties by incorporating her company which would compete with
‘Paramount’. Furthermore, future cases may pose a challenge as the
capacities of a director in multiple companies may be difficult to
demarcate for every company. The conflicting interest becomes murkier
when the director may be employed by a rival or interested company, as
in Foster v. Bryant, though the director, in that case, was forced to resign
as a result of internal hostilities. However, if the director continues their
position in the initial company, then the rope becomes tighter as they
would then have the burden to prove the presence of a fresh initiative
without the presence of any maturing business opportunity or ulterior
motive, 1.e., the onus now lies on the director to clearly demarcate their
capacities for specific opportunities vis a vis the companies they are
affiliated to.

I. HOWSHALL MEMBERS SUE -DIRECT OR
DERIVATIVE SUITS?

The discretion in pursuing enforcement of fiduciary duties against a
director lies with the company, which should be obtained by an ordinary
resolution.®? However, the conflict arises when the perpetrating directors

31 n.23, 968.

32 Starlite Real Estate (ASCOT) Mauritius Limited and Ors. v. Jagrati Trade Services

Private Limited and Ors., G.A. No. 2437/2014 & CS No. 284/2014, Calcutta High Court

(2015), Para-34; Foss v. Harbottle, (1843) 2 Hare 461 (hereafter referred to as ‘Foss v.
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also control and influence voting shares in the general meetings. In such
cases, the plaintiff should establish that the company, or the collective
membership rights, suffer owing to the wrongs of such managers, who
are in ‘control’ of the affairs and voting of the company. Foss v. Harbottle
allows such derivative actions to be enforceable only if the actual
commission of the serious wrong could be proved.* Further, the plaintiff
initiating the derivative action must also prove and establish that those in
control of the company had prevented the company from suing in its own
name.® Thus, the tussle between individual membership and corporate
membership rights becomes prominent here.

Following the ratio of Foss v. Harbottle, the court will not interfere with
the ordinary management of a company where the directors were acting
within their powers.® A shareholder will have no locus standi in such
cases unless they seek to enforce their individual corporate rights.
However, if the shareholder seeks to obtain redress for their corporate
rights in respect of a wrong done to the company, or to recover debts
owed to the company, then such action should be ordinarily brought by
the company itself.*

The Kerala High Court has previously distinguished between corporate
and individual membership rights.>” Corporate membership rights are
rights asserted in conformity with the decision of the majority
shareholders — the rights of the member to enforce and be bound by the
decision of the majority shareholders, provided such resolutions were

Harbottle’).

31d.

3 Birch v. Sullivan, [1958] 1 All ER 56.

$n.31.

% 1d.

37C.L. Joseph v. Jos, 1963 SCCOnline Ker 223.
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taken legally.® If a member’s corporate membership right is violated, the
remedy lies in filing a suit either individually or one that is representative
of a number of sharcholders but in the name of the company. An
individual membership right of a member, on the other hand, is a right to
maintain himself in full membership with all the rights and privileges
appertaining to that status — this right implies that “the individual
shareholder can insist on the strict observance of the legal rules, statutory
provisions and provisions in the memorandum and articles which cannot

be waived by a bare majority of shareholders”.>®

The enforcement of individual membership rights is different from a case
initiated by the shareholder for a personal claim for damages, which is
distinct from the loss suffered by the company. The individual member’s
right to bring a personal claim is separate from the harm caused by the
infringement of his membership rights. In the Rajeev Saumitra paradigm,
there was no personal loss, but there was a diversion of business
opportunities and obstruction in decision-making, which harmed the
company’s prospects. Hence, the violation of the corporate membership
rights by the wife resulted in a derivative suit, where the company was
also made a party to the transaction.

Thus, in such conflicts related to family-business companies, the subject
of the effect of the harm must be considered — if the actions of the family
member-director violate a member’s individual membership rights,
which does not allow them to exercise their rights, then an individual suit
lies against the company and the concerned director. However, if the
actions harm the prospects of the member(s) by being prejudicial against

3 1d., [4].
914,
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the interests of the company, it will result in a violation of corporate
membership rights, and the members would be entitled to sue on behalf
of the company in a derivative action.

IV. RESTRAINING MEMBER-DIRECTORS IN
FAMILY-MANAGED COMPANIES

Section 242, Companies Act 2013, provides powers to the Tribunal to
pass orders if the complainant proves that the ‘affairs of the company
were being conducted in a manner that was prejudicial to the public
interest’ and oppressive against any member. To claim relief under
Section 242, the applicant must prove that the conduct of the majority of
the shareholders lacked probity and prejudiced the applicant from
exercising their legal and proprietary rights as a shareholder.®® Thus,
following a Rajeev Saumitra paradigm, the other members (here, the
husband with equal shareholding) must prove that the actions of a
significant member (here, the wife with equal shareholder) were
unreasonable against the interests of the company and the member(s)
themselves.

The Company Law Board dealt with a similar situation where the
petitioner prayed for the winding up of the company as the conduct of
her respondent-manager-husband was oppressive and amounted to
mismanagement.*’ The Board acknowledged that the matrimonial
discord had resulted in the petition, and it was often impossible to
separate personal relations from business administration and

40 Chatterjee Petrochemicals Pvt. Ltd. v. Haldia Petrochemicals Ltd., (2011) 10 SCC
466, [141].
41 Heena Dutt v. Chavi Designs Pvt. Ltd., 2007 SCCOnline CLB 25.
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management.*? The directors who misuse their powers so as to obtain
benefits for themselves at the expense of the shareholders, without
acquainting them of the opportunities and facts, cannot retain those
benefits and must account for them to the company so that all the
shareholders may participate accordingly.*® The Board has the duty to set
right the wrongs and take remedial action to prevent the occurrence of
wrongs in the company, and thus it can thereby take preventive or
curative action to regulate the conduct of the company’s affairs.**

However, such remedial or curative actions do not always extend to the
restraint of the exercise of membership rights of a member. Section
242(2) grants the Tribunal the power to make an order to terminate or
modify any arrangement or contract between a company, private or
public if it deems it just or equitable. But there is no mention of
restraining a member from participating in the decision making of the
company, such as participation in the annual and extraordinary general
meetings. In the Rajeev Saumitra paradigm, the wife’s continuous
obstruction in allowing member meetings was critical. However, the
closest way in which the court can tackle the insurmountable hurdle
posed by the wife’s presence in the company is by restricting her from
exercising her voting rights under the vague overarching wordings of
Section 242(2)(a) that allows orders for “the regulation of the conduct of
affairs of the company in future.” If a member has paid-up the share
capital required from them, their limited liability is exhausted, and their
right to participate in the decision-making and profits is cemented,
pursuant to the Articles of the company. Hence, in such cases, under

214., [19].
431d., [20].
“1d., [23].
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Section 242(2), the Tribunal may also ensure the removal of the member
by directing a sale of the shares of such member to other members under
sub-clause (b) or purchase of the shares by the company accompanied
with a reduction in share capital under sub-section(c), read with Section
66.% Thus, the concept of restraining member-directors for abuse of
voting rights or misfeasance that harms the affairs of the company is not
a concrete express idea, and the court has to operate within the broad
provisions of Section 242(2)(a) to restrain a member’s activity. Hence,
there is still want for adequate legal jurisprudence on how the
participatory rights of an influential member may be curbed or
temporarily restricted in the best interests of such family-managed
private companies.

V. CONCLUSION

The discussion on family governance conflicting with corporate
governance becomes relevant owing to the changing times. While India
has a strong family value system which is often reflected in family
businesses, often a lack of succession planning and divergent interests
amongst the owner-managers act as an impediment to the administration
of affairs and failure to look out for the long-term performance and
continuance of the company as a going concern.*® These conflicts may
not play on a grand scale, but measures are necessary for dispute
settlement occurring in such private-limited companies. While recourse
may often be found in non-legal measures such as family therapy and
retreats,*’ it is often recommended to have independent or quasi-

4 Section 66, Companies Act 2013 provides the procedure for reduction in share capital.
% Neha Dewan, ‘Indian Family Businesses can take a cue from Germany and Japan:
Deloitte India’s K.R. Sekar’, The Economic Times (October 14, 2021).

47 Sonu Bhasin, ‘What Family-Run Businesses do to resolve conflicts within’, The
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independent board members who shall act as a safe harbor in case of
mismanagement by family member-directors. Reconciling family
disputes with corporate governance must be taken up as an initiative by
judicial institutions. Further, instead of burdening the Tribunals,
committees and councils may be legally recommended to supervise
disputes and reconcile family members. After all, the acts of oppression
and mismanagement mostly stem from weakening ties and trust among
family members, who often occupy the positions of members and
directors. Ultimately, the Rajeev Saumitra paradigm is indicative of a
floodway of litigation concerning family-based private companies, and it
is imperative that the legal doctrines are postulated clearly for the
concerned parties to gauge prospective remedies.

Economic Times (October 30, 2018). <

https://economictimes.indiatimes.com/news/company/corporate-trends/what-family-

run-businesses-do-to-resolve-conflicts-within/articleshow/66423804.cms?from=mdr>.
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IMPLICATIONS OF SAT’S ORDER IN THE
TERRASCOPE VENTURES LTD. CASE: DEATH OF
DISCLOSURE-BASED REGULATIONS IN INDIA?

Samaahith Addoor and Sanjana Kattoor*
ABSTRACT

Disclosure-based regulations is a regulatory approach which seeks to
ensure full and accurate disclosure of information. These regulations
help overcome information asymmetry, ensure transparency in the
functioning of listed companies, and protect the structural soundness of
the capital markets. Accurate, timely, and continuous disclosure of
specific information forms a key part of the Indian securities law
framework. In Terrascope Ventures Ltd. v. SEBI (hereinafter
“Terrascope Ventures”), the Securities Appellate Tribunal passed an
order (hereinafter “Terrascope order”) approving post-facto
shareholder ratification (a concept that finds no statutory basis in a
securities law context) for the use of proceeds in an unauthorised
manner, thus diluting the effectiveness of disclosure-based regulations.

The implications of the Terrascope order have been previously examined
in the limited context of directors’ duty of disclosure under company law.
However, there is little available literature from a securities law
perspective. Thus, the present case comment seeks to fill this gap in
literature by analysing the Terrascope order in the context of securities

* The authors are fifth-year law students at Symbiosis Law School, Pune.
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law, specifically its ramifications on disclosure-based regulations in
India. Given the importance of regular disclosures from a regulatory
perspective, this comment studies how Terrascope Ventures changes this
position by potentially providing companies with the leeway to evade
their disclosure obligations. Part-1l of this comment provides an
overview on the concept of disclosure-based regulations in a securities
law context. Part-111 examines the reasoning of the Terrascope order and
provides a critique of the same. In Part-1V, the authors examine in detail
the various implications of the Terrascope order on disclosure-based
regulations.  Finally, Part-V  concludes and contains the
recommendations of the authors. As concluded by the authors, this
decision potentially undermines the Securities and Exchange Board of
India’s (hereinafter “SEBI”) disclosure-based approach as a regulator
and has wide ramifications for the greater push towards increased
transparency and information symmetry in the capital markets.

l. INTRODUCTION

Disclosure-based regulations are key to the modern regulatory
framework for securities law globally. These regulations help overcome
information asymmetry in capital markets and empower investors to
make investment decisions from a more level position through greater
access to important information. Disclosure obligations that are
continuous in nature, requiring periodic sharing of specific information,
form a key part of the regulatory framework for companies to ensure
transparency and structural soundness in the capital markets. Clause 43
of the Listing Agreement of the Bombay Stock Exchange- which calls
for quarterly disclosures on the projected use of funds for the objects
stated in the notice for a general meeting to consider preferential
allotment of securities versus the actual use of funds from such allotment-
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is a significant example of such disclosure obligations and also forms the
crux of the analysis that follows.

In Terrascope Ventures,! the Securities Appellate Tribunal passed an
order approving post-facto shareholder ratification for the use of
proceeds in an unauthorised manner. From a securities and investment
law perspective, the Terrascope order is significant because it allows the
company to evade its disclosure obligations under the SEBI framework,
specifically Clause 43, by simply obtaining subsequent shareholder
ratification so as not to fall within the scope of the terms of these
regulations. While existing literature has studied the implications of the
Terrascope order in the company law context (concerning directors’ duty
of disclosure),? this case comment focuses on analysing the securities law
aspect of the order.

1. AN OVERVIEW OF DISCLOSURE-BASED
REGULATIONS

In the context of securities law, disclosure-based regulations require
companies to make full disclosure of their affairs to the public at large.
The principle underlying disclosure-based regulations is that of caveat
emptor, which stipulates that the onus is on the investor to make
investment decisions based on the information disclosed by the issuer.®

! Terrascope Ventures Ltd. v. SEBI, 2021 SCC OnLine SAT 150.
2 Arjun Tyagi, ‘Ratification of Director’s Breach of Duty: Opportunity to Evade
Liability?’ (IndiaCorpLaw, 16 September 2022), available at
<https://indiacorplaw.in/2022/07/ratification-of-directors-breach-of-duty-opportunity-
to-evade-liability.htm1> accessed 1 October 2022; Harshit Joshi, ‘Ratification of Breach
of Duty by Shareholders — Case Analysis’ (The CBCL Blog, 12 September 2022)
available at: <https://cbcl.nliu.ac.infuncategorized/ratification-of-breach-of-duty-by-
shareholders-case-analysis/> accessed 2 October 2022.
% Hans Tijo, ‘Enforcing Corporate Disclosure’ (2009) SJLS 332, 337.
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Lawmakers and regulators around the globe have turned to information
as a regulatory tool because not only is it politically acceptable but it also
ensures minimal interference with individual choice and operation of
markets.* Disclosure-based regulations serve two purposes: firstly, it
ensures that securities prices fully reflect all relevant information, which
in turn helps in efficient allocation of capital,® and secondly, it is an
inexpensive regulatory mechanism, in so far as extending its scope does
not involve an excessive burden on government expenditure.® The reason
why a disclosure-based approach is rather successful in the context of
securities law is because it operates in a highly developed and relatively
efficient market with an enormous support structure of intermediaries.’
In such an environment, disclosed information reaches its intended
audience in an efficient and cost-effective manner.

In the Indian context, the adoption of disclosure-based regulations
coincided with SEBI's assumption of regulatory responsibilities in 1992.
Prior to 1992, merit-based regulations were followed, wherein companies
intending to offer securities to the public were required to obtain the
approval of the Controller of Capital Issues, which would approve each
public offering by assessing its merits.® Presently, though public
offerings require SEBI’s approval, there is no assessment of merits or

4 Paula J Dalley, ‘The Use & Misuse of Disclosure as a Regulatory System’ (2007) 34
FSU LR 1089, 1090 accessed 30 September 2022.
5 Luca Enriques & Sergio Gilotta, ‘Disclosure & Financial Market Regulation’ in
Niamh Moloney (ed), Oxford Handbook on Financial Regulation (Oxford 2015).
& Omri Ben-Shahar & Carl Schneider, ‘The Failure of Mandated Disclosure’ (2011) 159
UOPenn. LR 647.
" Dalley (n 4).
8 G. Sabarinathan, ‘Securities and Exchange Board of India and the Indian Capital
Markets — A Survey of the Regulatory Provisions’ IIM Bangalore Research Paper No.
228/2004 https://ssrn.com/abstract=2152909 accessed 30 September 2022.
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suitability of the offering. Ever since the transition, SEBI’s emphasis on
disclosure-based regulations has resulted in the proliferation of norms
requiring accurate and timely disclosure of various corporate actions. The
importance of disclosure-based regulations in the Indian context was
explained by the Securities Appellate Tribunal in the following words,
“...purpose of these disclosures is to bring about transparency in the
transactions and assist the Regulator to effectively monitor the
transactions in the market.”® In another case before the Securities
Appellate Tribunal, the following observations were made:

“True and timely disclosures by a company or its promoters are
very essential from two angles. Firstly, investors can take a more
informed decision to invest or not to invest in a particular scrip.
Secondly, the Regulator can properly monitor the transactions in
the capital market to effectively regulate the same.” 1

From this discussion, it becomes evident that disclosure-based
regulations assume a key role in the Indian securities market. Given this
backdrop, the decision in Terrascope Ventures poses intriguing questions
for the future of disclosure-based regulations.

I1l.  TERRASCOPE VENTURES LTD. CASE

A. FACTS

The appellant made a preferential issue of shares, the proceeds of which
were utilized for purposes other than what was set out initially.
Subsequently, a special resolution was passed, whereby majority
shareholders ratified all acts done by the appellant, thereby giving effect

° Milan Mahindra Securities Pvt. Ltd. v. SEBI, Appeal No. 66/2013.
10 Coimbatore Flavours & Fragrances Ltd. & Ors. v. SEBI, Appeal No.209/2014.
- 203 -



NLIU JOURNAL OF BUSINESS LAWS VOLUME IV

to the utilization of proceeds which was in variance to the original objects
of the preferential issue. A show-cause notice alleging the non-disclosure
of variance between projected utilization and actual utilization was
issued. After considering the reply and evidence, the Adjudicating
Officer (hereinafter “AQO”) held that the variance of the utilization of the
proceeds cannot be legitimized by ratification by passing a special
resolution and such utilization of proceeds has misled investors and
consequently was violative of Regulation 3 and 4 of the PFUTP
Regulations.’!. The AO further held that Clause 43 of the Listing
Agreement*? was violated.

B. SECURITIES APPELLATE TRIBUNAL ORDER & REASONING

The Securities Appellate Tribunal held that the AO had erred in holding
that past illegal acts cannot be legitimized by a subsequent ratification by
passing a resolution by the shareholders of the company. Remarking that
ratification meant making valid of an act already done, the Securities
Appellate Tribunal held that even though the appellant utilized the
proceeds of the preferential issue for a different purpose in variance with
the original objects, such variance in the utilization of the proceeds stood
ratified and became valid pursuant to the subsequent special resolution.
It was, thus, ruled that there was no variance in the utilization of the
proceeds and consequently, there was no violation of Clause 43 of the
Listing Agreement. Consequently, the impugned orders were quashed.

11 Securities and Exchange Board of India (Prohibition of Fraudulent and Unfair Trade
Practices relating to Securities Market) Regulations, 2003.
12 Clause 43 of the Listing Agreement requires a company to furnish on a quarterly basis,
a statement to the Stock Exchange indicating the variations between projected
utilization of funds and the actual utilization of funds available at:
<www.bseindia.com/downloads1/listingagreement_30092014.pdf >.
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C. CRITIQUE OF THE TERRASCOPE ORDER

Upon a closer examination of the Terrascope order and besides the
implications on disclosure-based regulations, the following grounds of
criticism can be raised:

1. Firstly, the Securities Appellate Tribunal has opened a Pandora’s box
by holding that shareholders have the power to ratify the directors’
breach of duty. While most common law countries statutorily
recognize the competence of shareholders’ power to ratify directors’
breaches of duty,'® Indian laws do not provide any such power to
shareholders. Only the courts are competent to acquit directors of
their violation of duty after consideration of the circumstances.'*
Thus, the Terrascope order has effectively created a mechanism
under which ratification of illegal acts of the company is legally
effective, despite there being no statutory mention of shareholders’
power to ratify directors’ breach of duty.

2. Secondly, the decision relied upon by the Securities Appellate
Tribunal is not even remotely related either to company law or
securities law. To arrive at the conclusion that past illegal acts of a
company can be subsequently ratified by its shareholders, the
decision of the Supreme Court in National Institute of Technology v.
Pannalal Choudhury,’® wherein, the expression “ratification” was
explained, was relied upon. That decision, however, is clearly
distinguishable on facts and was in the context of dismissal of an
employee from the services of an educational institution.

13 Companies Act 2006 s 239 (United Kingdom); Section 239, Corporations Act, 2001,
No 50, Acts of Parliament, 2001 (Australia).
14 The Companies Act, 2013 (No. 18 of 2013) s 463.
15 National Institute of Technology v. Pannalal Choudhury, (2015) 11 SCC 669.
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Furthermore, the reasons for rejecting the decisions®® relied upon by
SEBI have not been recorded. This is rather crucial because both the
decisions relied upon by SEBI relate specifically to improper
utilization of funds by a company.

IV. IMPLICATIONS OF THE TERRASCOPE ORDER
ON DISCLOSURE-BASED REGULATIONS

A. RENDERS DISCLOSURE-BASED REGULATIONS MEANINGLESS

One of the most alarming implications of the Terrascope order, apart
from the legalization of post-facto ratification of an action, is that it
throws out of the window the very philosophy of disclosure-based
regulations. As mentioned earlier, India adopted disclosure-based
regulations for its capital markets in 1992, and ever since then the
philosophy of disclosure has underpinned all of SEBI’s actions. This
emphasis on disclosure-based regulations has resulted in the proliferation
of norms that require accurate and timely disclosure of various corporate
actions. However, the Terrascope order has effectively rendered
disclosure-based regulations meaningless on two grounds. Firstly, it has
allowed companies to disclose a particular set of objectives at the time of
raising capital and use the proceeds thus raised for entirely different
objectives from what was initially set out. Secondly, it has also done away
with the requirement of subsequent/recurring disclosure in relation to
variation in the utilization of funds by holding that since the utilization
of proceeds had been ratified, there was no variation in the utilization of

16 Ajay Jain v. Registrar of Companies NCT of Delhi & Haryana, 2010 (119) DRJ 545;
A. Lakshmanaswami Mudaliar & Ors. v. Life Insurance Corporation of India & Anr.,
AIR 1963 SC 1185.
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funds in the first place. Therefore, we see that the Terrascope order has
virtually rendered disclosure-based regulations meaningless.

B. ADVERSELY AFFECTS INVESTORS’ INTERESTS AS WELL AS
CURTAILS SEBI’S POWERS

Another implication of the Terrascope order is in relation to its adverse
effect on investors’ interests and SEBI’s powers. In the context of
investors’ interests, this order has the potential to increase information
asymmetry, whereby the investors, especially retail investors, would be
at a significant disadvantage. Among other things, two of the most
important requirements for disclosure-based regulations to be effective
are accuracy and timeliness. Accurate and timely disclosures protect
investors in that it discourages fraud and various other kinds of
opportunistic behavior on the part of companies and its promoters.’
However, the Terrascope order, by doing away with the requirement of
subsequent/recurring disclosures, has the effect of depriving investors of
valuable information pertaining to how the company is run, how their
funds are used, etc., thereby adversely affecting their interests. While the
onus is still on investors to navigate through the voluminous disclosures
made by the companies, depriving them of the information in the first
place puts them in a seriously disadvantageous position.

Further, the Terrascope order could result in SEBI’s powers being
curtailed. SEBI was set up with a three-fold objective: firstly, protecting
investors’ interests in securities; secondly, promoting the development of
the securities market; and finally, regulating the securities market.*®

7 Tijo (n 3).
18 Statement of Objects & Reasons, Securities & Exchange Board of India Act, 1992,
No 15, Acts of Parliament, 1992 (India).
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Consequently, SEBI has been endowed with certain powers to make
regulations as well as investigate and punish those market participants
that violate them. However, the Terrascope order curtails these powers
exercised by SEBI as it permits post-facto ratification of actions,
irrespective of their legality. As a result, an invalid/illegal act stands
retrospectively legalized and there remains no illegal act left for SEBI to
pursue.

C. DELEGITIMIZES THE PREDICTABILITY AND LEGITIMACY OF
THE REGULATORY FRAMEWORK

Predictability in the interpretation of regulations is key to the
dispensation of justice. Adjudicatory bodies, in enforcing regulations,
must uphold the principles of regularity and predictability in order to
further the rule of law and prevent arbitrariness.® A party ought not to be
permitted to abuse the process of adjudication and evade liability.?

In this background, the Terrascope order has adverse consequences on
the certainty and legitimacy of SEBI’s regulatory framework. The plain
language of Clause 43 requires quarterly disclosures of variations as
detailed in the clause. The Securities Appellate Tribunal itself has
consistently imposed penalties for violations of this disclosure-based
regulation.?! Notably, in one case, a company had variations in the
projected and actual use of certain funds?® and failed to make its
disclosures per Clause 43 but claimed that its penalty should be lowered
because it ultimately received the funds back with interest.?® Even so, the

19 SEBI v. Sunil Krishna Khaitan, 2022 SCC OnL.ine SC 862.
20 Ramachandra Ganpat Shinde v. State of Maharashtra, AIR 1994 SC 1673.
2L In Re: Midfield Industries Limited, MANU/SB/0051/2018.
22 The funds were used largely in extending loans to various other companies.
23 Radford Global Ltd v. SEBI, 2020 SCC OnLine SAT 108.
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Securities Appellate Tribunal held that there had been a violation of the
disclosure requirement of Clause 43 and, therefore, attracted a penalty.

The crux of Clause 43 is to provide information at regular intervals to
ensure transparency. In Terrascope Ventures, the Securities Appellate
Tribunal relied on a convoluted understanding of what stage the violation
of Clause 43 occurred to absolve the appellants of their liability. It held
that subsequent ratification of the company’s actions pulls the originally
non-compliant action out of its position of non-compliance, i.e., the post-
facto ratification acted retrospectively, meaning there was no variation in
the use of the proceeds at all. However, even if there was subsequent
ratification of variations in the use of proceeds, the fact remains that for
the years where such ratification did not exist, there were continuous
violations of the disclosure requirements of Clause 43, which calls for
the imposition of penalty.

While legitimate ratification by shareholders in a limited set of
circumstances has been found to date back to the act being ratified,?* this
principle of post-facto ratification cannot be applied when the action
sought to be ratified is an invalid/illegal one. Given this context, to use
the concept of post-facto shareholder ratification (which does not have
statutory backing in India) as a shield against the requirements of
legitimate legal instruments is to misalign the concept of corporate
independence against the larger public interest.

The Securities Appellate Tribunal, in failing to give effect to the purpose
and plain language of Clause 43, has deviated from precedents in similar
cases. Effectively, this destabilizes the predictability of the interpretation
of any disclosure requirement akin to Clause 43 and delegitimizes the

24 parmeshwari Prasad Gupta v. Union of India, 1973 AIR 2389.
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entire point of disclosure-based regulations. Companies can easily evade
their disclosure obligations using the Terrascope order as justification for
the same.

V. CONCLUSION

On analysing Terrascope Ventures and its implications for securities law
regulations, it is evident that this decision may set a dangerous precedent.
Not only does this decision attack the very foundation of the disclosure-
based regulatory approach adopted by SEBI but it also shakes the
stability that disclosure obligations afford the capital markets in terms of
ensuring greater transparency and information symmetry.

The authors contend that the Securities Appellate Tribunal’s approach in
Terrascope Ventures should not be followed as a precedent. The authors
further recommend that SEBI prefer an appeal to the Supreme Court of
India.?®> Not only do post-facto ratifications of the kind in the present
matter find no statutory backing but the Terrascope order also conflates
the effects of post-facto ratification with the original occurrence of a
violation of the disclosure obligation. The plain language of Clause 43
should be given effect, and SEBI’s approach of disclosure-based
regulations must not be delegitimized.

It is true the Terrascope order may stem from a larger and welcome
intention of allowing companies to function without excessive regulatory
interference. However, its implications are too detrimental to disclosure-
based regulations to be accepted. Instead, the authors recommend that
disclosure obligations be streamlined only by the regulatory authority,

% As of 16 August 2023, an appeal against the Terrascope Order preferred by SEBI
before the Supreme Court is pending.
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i.e., SEBI, to ensure clarity and predictability, and prevent misuse of
potential legal loopholes by companies seeking to evade their
obligations.
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TRACING THE CONTOURS OF MATERIAL
ADVERSE CHANGE UNDER MERGERS AND
ACQUISITIONS TRANSACTIONS

Bhimireddy Chamanthi*

ABSTRACT

In the present competitive world, where everyone is striving for success,
the corporate world is playing an extremely vital role in contributing
towards development in the world. A lot of studies suggest that there is a
significant influence with regard to the wealth of the buyer and seller
companies on a merger or acquisition (“M&A”) transaction.
Considering the same, M&A transactions with respect to companies have
seen a lot of increase, where both parties try to define and negotiate their
terms for such agreements. Material adverse change has gained a lot of
significance in terms of M&A of companies, as they aid companies in
their respective interests/fields when detrimental circumstances arise in
the unforeseen future. The clause allows parties to the agreement to walk
out of the transaction in case they find that some material change has
drastically affected/impacted them or would affect/impact them in the
proposed long-term. Due to less-than-ideal market conditions or issues
with the target company, many purchasers have been using the material
adverse change provision to terminate their acquisition agreements.
While the majority of these terminations went down without any
objections, there were some litigation cases involving the use of the
material adverse change clause to terminate deals that witnessed

* The author is a fifth-year law student at Symbiosis Law School, Hyderabad
-212 -



NLIU JOURNAL OF BUSINESS LAWS VOLUME IV

unexpected verdicts from courts for some corporations. The study
expresses the role of material adverse change with regard to mergers and
acquisitions. The paper scrutinizes the improving importance of such
clauses in M&A, explaining the purpose and advantages these clauses
provide to the parties to such agreements. Further, it discusses the
material adverse change provisions with regard to the unexpected Covid
19 pandemic and the developments the pandemic may have brought to
the material adverse change clauses in mergers and acquisitions
agreements.

. INTRODUCTION

Material adverse change clauses are those provisions which provide
corporations with an opportunity to withdraw from an agreement in
circumstances where unforeseen incidents extensively affect any of the
merging companies.! ‘Material Adverse Change’ means any material
adverse change in the business, results of operations, assets, liabilities, or
financial condition of the seller, as determined from the perspective of a
reasonable person in the buyer's position.”?

These clauses have been incorporated in various monetary commitments

! Kari K. Hall, How Big Is the Mac: Material Adverse Change Clauses in Today's
Acquisition Environment (2003), 71 U. CIN. L. REV. 1061, 1062 <available at:
https://heinonline.org/HOL/LandingPage?handle=hein.journals/ucinlr71&div=48&id=
&page=> accessed on 25 September 2021.

2 Kenneth A. Adams, A Legal Usage Analysis of “Material Adverse Change” Provisions
(2004), 10 FORDHAM J. CORP. & FIN. L. 9, 21 <available at:
https://ir.lawnet.fordham.edu/jcfl/vol10/iss1/2/> accessed on 27 September 2021.
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besides merger deals.® The material adverse change provisions were
primarily just “boilerplate provisions”, which have progressed into
profoundly collaborated and finely prepared clauses.* The increased and
frequent failure of deals due to improved monetary vulnerability and
trouble in ‘syndicating debt’ caused purchasers to depend on the adverse
material change provisions in order to terminate their responsibilities to
secure target firms under merger arrangements.®

The paper aims to brief with respect to the concept of material adverse
change in M&A transactions. Chapter Il of the study will discuss the role
of material adverse change clauses in M&A transactions. Chapter 1ll
deals with the rising significance of material adverse change with respect
to different aspects of merger transactions. Finally, Chapter IV of the
paper analyses Covid 19 as a material adverse change with regard to
M&A transactions.

II.ROLE OF MATERIAL ADVERSE CHANGE CLAUSES
IN MERGER & ACQUISITION TRANSACTIONS

A. MATERIAL ADVERSE CHANGE AND ITS CONSTITUENTS

Being one of the vital events for any corporate entity, M&A not only
affect and amend the structure and governance of the corporation but also

3 Alan M. Christenfeld& Shepard W. Melzer, Material Adverse Change Clauses: The
Big MAC, N.Y.L.J. 1, 5 (2002).
4 Yair Y. Galil, MAC Clauses in a Materially Adversely Changed Economy (2002),
COLUM. BUS. L. REV. 846, 865-66 <available at:
https://heinonline.org/HOL/LandingPage?handle=hein.journals/colb2002&div=26&id
=&page=> accessed on 27 September 2021.
5> Kenneth M. Wolff & Cason A. Moore, In the Wake of the Crunch: Credit Market
Turmoil and the Potential Effects on MAC Provisions, M&A LAW., Nov-Dec. 2007,
at7.
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impact and change the lives of those people working in the companies
that are parties to such an M&A agreement.® “M&A enumerate the
parties’ legal rights and obligations in four primary components -
representations and warranties, covenants, conditions to closing, and

indemnification.”’

When speaking of M&A of companies, a material adverse change
provision objects to providing the purchaser with the merit to exit an
agreement prior to shutting if at all incidents disadvantageous to the
target firm occur.® It provides the purchaser with the right to exit from
the agreement without essentially providing an opportunity to the other
party to treat the material adverse change or wait for the party to end the
transaction.®

The material adverse change clauses are very carefully drafted after a lot
of negotiation between parties to the agreement with enough possible
exclusions, which are not meant to be qualified as material adverse

6 Celia R. Taylor, When Good Mergers Go Bad: Controlling Corporate Managers Who
Suffer a Change of Heart (2003), 37 U. RICH. L. REV. 577, 577 <available at:
https://core.ac.uk/download/pdf/232786502.pdf > accessed on 27 September 2021.
" Garrett, M.S.,Efficiency and certainty in uncertain times: The material adverse change
clause revisited(2010),COLUMBIA J. LAW SOC. PROBL. 333, 335< available at:
http://jlsp.law.columbia.edu/wp-content/uploads/sites/8/2017/03/43-Garrett.pdf>
accessed on 25 September 2021.
8 Material Adverse Change (MAC) Clause, Thomson Reuters Practical Law, <available
at: https://uk.practicallaw.thomsonreuters.com/0-107
68247transitionType=Default&contextData=(sc.Default)&firstPage=true.>  accessed
on 24 September 2021.
® Brian JM Quinn, Mergers, MACs, and COVID-19(2021), 55 U. RICH. L. REV. 565,
575 <available at: https://scholarship.richmond.edu/lawreview/vol55/iss2/5/>accessed
on 3 October 2021.
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changes.!® These exclusions could include variations in the economic
conditions, financial or credit or capital market situations, legislative or
political or administrative conditions of a corporation, acts of terrorism
or war or military related, or changes in the geopolitical state of affairs,
or natural disasters such as floods, earthquakes, landslides due to changes
in the weather, or any modifications proposed with respect to the
Generally Accepted Accounting Principles (“GAAP”), and various
others depending on the parties involved in the transaction.

The pertinence of the material adverse change clause is affected by its
ambit, provoking the targets to haggle for a pronounced detailing along
with purchasers making every effort for more extensive, comprehensive
material adverse change provisions which offer trouble-free exit.!! Even
if the provisions of the agreement relating to the material adverse change
clause do not clearly provide for termination of the agreement, the
prospect of the occurrence of a material adverse change might give some
weight to the re-evaluation of the terms of the agreement.

Amongst the numerous stipulations included in merger agreements,
material adverse change provisions are often included. The material
adverse change clauses are frequently provided with the stipulations at
the ‘closing portion of the agreement’. They establish the requirement for
completion of the agreement in case of the non-existence of a material

10 Material Adverse Change: The ABC of MAC, WallStreetPrep, <available at:
https://www.wallstreetprep.com/knowledge/material-adverse-change-mac/>accessed
on 26 September 2021.
11 Bradley C. Sagraves&BobakTalebian, Material Adverse Change Clauses in
Tennessee: Genesco v. Finish Line (2008), 9 TRANSACTIONS: TENN. J. BUS. L.
343, 347 <available at:
https://ir.law.utk.edu/cgi/viewcontent.cgi?article=1132&context=transactions>
accessed on 3 October 2021.
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adverse change provision.!> The parties to the merger agreements
negotiate with regard to the stipulations that must be sustained ahead of
which the purchaser may walk out of the agreement. Additionally, these
conditions are usually limited, apart from the alteration to the projections
of the future of the party to the agreement.*®

Due to the chance that speculative developments could allow the buyer
to back out of the contract, sellers typically seek to eliminate
‘prospects.’1* While in contrast, the buyers are thoughtfully apprehensive
with regard to the potential variations that could affect the target
company. To get through this impasse between seller and buyer needs,
developments that can fairly be anticipated to have a Material Adverse
Effect are frequently included.®®

B. PURPOSE OF MATERIAL ADVERSE CHANGE

Typically, the fundamental purpose of a material adverse change
provision relates to providing the buyer a way out of a transaction under
a set of circumstances.® It can be explained as the distribution of risks
associated with the transaction between the buyer and seller between the
signing and closing of the transaction.!’” The value of the firm which is

12 Richard A. Goldberg & Steve J. Lee, Negotiating the Purchase Agreement (2009),
MERGERS & ACQUISITIONS 2009: TRENDS & DEVELOPMENTS 11, 19
<available at: https://plus.pli.edu/Details/Details?fq=id%3A(18748-CH1)> accessed on
3 October 2021.
13 Garrett, M.S., supra note. 7, at 336.
14 Garrett, M.S., supra note 7, at 336.
151d. At 336.
16 Joseph B. Alexander, Jr., The Material Adverse Change Clause (2005), 51 PRAC.
LAW. 11, 11 <available at: https://www.yumpu.com/en/document/view/11314248/the-
material-adverse-change-clause> accessed on 3 October 2021.
17 Rod J. Howard, Deal Risk, Announcement Risk and Interim Changes—Allocating
Risks in Recent Technology M&A Agreements, in DRAFTING CORPORATE
AGREEMENTS 2000-2001, at 217, 221 (PLI Corporate Law & Practice 2000).
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being sold might show variation between the period of signing and
closing of the transaction.'® This duration might extend from a period of
two months to a year, depending on the scope of the due diligence process
and observance of monitory procedures of the government.!® As the
duration increases, the risk of variation in the value increases. So one of
the primary causes of the material adverse change is to give the buyer the
option of termination of the agreement in case the value of the firm
changes adversely.?

Once the merger transaction has started, there is a possibility that the
seller does not make tactical and investment decisions due to the lack of
enough inducement, and the inclusion of a material adverse change
clause would threaten him to keep up with his decisions, and make sure
that the value of the corporation does not diminish between the period of
signing and closing of the merger transaction.

The material adverse change clause is more of a tool for gaining a trading
point for the process of renegotiation rather than just a feasible
mechanism to just simply terminate the agreement.?? These provisions

81d.
19 Ronald J. Gilson & Alan Schwartz, Understanding Macs: Moral Hazard In
Acquisitions(2005), 21 J.L. ECON. & ORG. 330, 331 <available at:
https://www.jstor.org/stable/3554959> accessed on 3 October 2021.
20 Andrew C. Elken, Rethinking The Material Adverse Change Clause In Merger And
Acquisition Agreements: Should The United States Consider The British
Model?(2009)82 SOUTH. CALIF. LAW REV.291, 295 <available at:
https://southerncalifornialawreview.com/2009/01/02/rethinking-the-material-adverse-
change-clause-in-merger-and-acquisition-agreements-should-the-united-states-
consider-the-british-model-note-by-andrew-c-elken/> accessed on 5 October 2021.
2 1d. At 339.
22 Jessica Hall, Scuttling Deals? More a Threat than Reality, REUTERS (Sept. 18,
2007),
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are used as leverage to re-negotiate transactions because parties have
already committed a significant amount of time and money, and the
transaction costs for finding a new strategic partner could be high.?

C. THE STANDARD MATERIAL ADVERSE
CHANGE PROVISION

Speaking of a material adverse change provision in mergers and
acquisitions agreement, a standard material adverse change provision
comprises primarily of three components, (i) material adverse change is
explained as any occurrence that has had or could reasonably be
anticipated to have a substantial adverse effect on the business, financial
condition, or operational results of the firm along with its subsidiaries
(taken as a whole),? (ii) the stipulation provides for the exclusion of
particular occasions like the acts of God, or weather conditions, or
economic depressions, or acts of terrorism, or military actions, or credit
or financial market situations, or existing company conditions, and
others. A few agreements particularly exclude pandemics, epidemics,
health emergencies, or diseases, and in some, particularly the Covid-19
pandemic (in the recent Morgan Stanley — E*TRADE agreement), (iii)

<available at:
http://www.reuters.com/article/reutersEdge/idUSN1845894020070918?sp=true>acces
sed on 3 October 2021.
2 The Art of Walking Away from the Deal, KNOWLEDGE@WHARTON (Jan. 11,
2006), <available at: https://knowledge.wharton.upenn.edu/article/the-art-of-walking-
away-from-the-deal/>accessed on 5 October 2021.
24 Gail Weinstein, Warren de Wied, Steward Kagan, Fried, Frank, Harris, Shriver &
Jacobson LLP, COVID-19 as a Material Adverse Effect (MAC) Under M&A and
Financing Agreements, Harvard Law School Provision on Corporate Governance (Apr.
4, 2020), <available at: https://corpgov.law.harvard.edu/2020/04/04/covid-19-as-a-
material-adverse-effect-mac-under-ma-and-financing-agreements/>accessed on 3
October 2021.

-219 -



NLIU JOURNAL OF BUSINESS LAWS VOLUME IV

The clause normally specifies that the company and its subsidiaries
(considered as a whole) will not be excluded from any or all of the listed
exclusions to the extent that this has caused disproportionate harm to the
company and its subsidiaries relative to others operating in the same
industry.? Usually, there is a cross-reference to the merger agreement’s
description of the material adverse clause in an acquisition finance
agreement, and it is a requirement for closing that there has not been a
target company material adverse clause.?®

The impact of industry-wide conditions is usually excluded from the
meaning of a standard material adverse change provision with regard to
acquisition agreements, unless the scope of such conditions inexplicitly
impacts the corporation. Generally, for falling under the ambit of material
adverse change provisions, the change ought to be with regard to
conditions that are company based.

I11.  EVOLUTION AND IMPROVING SIGNIFICANCE OF
MATERIAL ADVERSE CHANGES WITH RESPECT
TO DIFFERENT ASPECTS OF MERGER
TRANSACTIONS

A. COURTS AND THE MATERIAL ADVERSE CHANGE CLAUSE

In most cases, when parties achieve an agreement on a contract, the
agreement is enforced by the courts. Just because the situations have
varied between the signing and closing of the agreement, that does not
imply that parties have the right to terminate their obligations under the
provisions of the agreement. The courts have evolved some alternate
theories like the frustration of contract, impracticability, and force

3 d.
% |d. MAC is Material Adverse Change.
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majeure, which would excuse contractual performance. The parties
preferably depend upon the material adverse change provision in merger
agreements to contract around the commitment to close in situations
when impracticability or frustration may surface instead of the doctrines
of excuse. Courts, on the other hand, are unwilling to conclude that there
has arisen a material adverse change, allowing buyers to exit from the
merger transaction.?’A couple of decades ago, the hesitancy could have
been attributed to the ambiguity associated with the material adverse
change provisions. Recent decisions, nevertheless, show that courts and
dealmakers have been cautious in connection with the enforcement of the
material adverse change provision not because of the ambiguity
surrounding it but because the nature of the purpose of the provisions has
varied.

According to research performed in 2005,%2 material adverse change is
one of the fundamental reasons that caused about 69% of the acquisition
transactions to be terminated and about 80% of the acquisition
transactions to be re-negotiated. However, it has been extremely difficult
to enforce the material adverse change clauses legally while the court’s
opined that the material adverse change clauses have to be decided based
on individual cases.?®

27 Timothy Harkness, Kate Apostolova& Nathan Hembree, Do | Have to Go Through
with This? A Summary of Recently Filed MAE/MAC Cases, Freshfields (Apr. 19,
2020), <available at: https://blog.freshfields.us/post/102g53qg/do-i-have-to-go-through-
with-this-a-summary-of-recently-filed-mae-mac-cases>accessed on 7 October 2021.
% David J. Denis & Antonio J. Macias, Material Adverse Change Clauses and
Acquisition Dynamics(2013), 48 J. FINANC. QUANT. ANAL. 819, 820-821
<available at: https://www.jstor.org/stable/43303823>accessed on 7 October 2021.
2% Mani Gupta & Sajal Mendiratta, Renewed focus on MAC and MAE clauses in light
of Covid 19, The legal 500 (June 11, 2020), <available at:
https://www.legal500.com/developments/thought-leadership/renewed-focus-on-mac-
and-mae-clauses-in-light-of-covid-19/>accessed on 12 October 2021.
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B. LITIGATION IN MATERIAL ADVERSE CHANGE CLAUSE

In In Re IBP, Inc. Shareholders Litigation v. Tyson Foods,* the court of
Delaware chancery had to interpret the material adverse change clause
that was drafted between the parties with regard to a merger agreement
that was ended by Tyson Foods. The court, while interpreting the clause,
said that that loss protected the buyer from “unknown events” which
“substantially threatened” the potential of earning of the target company
but not with respect to the obstacles that are short term. It was held that
an occurrence that is considered a material adverse change must be
perceived from a long-term standpoint of the purchaser, and there is a
burden to prove that even if the impact is industry-wide, the material
adverse change has occurred.3!

The court, in the case of Akorn, Inc. v. Fresenius Kabi AG,% observed
that a) the target company Akorn's abrupt and prolonged reduction in
business performance represented a Material Adverse Change, and b)
Akorn's representations with respect to regulatory compliance were not
truthful and correct and that this divergence would reasonably be
expected to lead to a material adverse change.

The process of suing with regard to a material adverse change provision
is risky not just because of the negative legal and financial ramifications
of a loss but because the reputation of the party would also be affected if
the case is lost. It could be argued that the negative financial impact on
the losing party does not necessarily indicate a reputation loss; however,

30 In re IBP, Inc. Shareholders Litigation v. Tyson Foods, Inc., 789 A.2d 14 (Del. Ch.).
31 Mani Gupta & SajalMendiratta, supra note 29.
32 Akorn, Inc. v. Fresenius Kabi AG, C.A. No. 2018-0300-JTL, 2018 Del. Ch. LEXIS
325 (Del. Ch. Oct. 1, 2018).
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since proving material adverse change has an exceptionally high
threshold, the party invoking it must present extremely strong evidence
that, if proven, could have a negative effect on the party that has suffered

material adverse change and, as a result, the confidence of the public in
it.33

IV. COVID-19 AS AMATERIAL ADVERSE CHANGE
WITH REGARD TO MERGER AND ACQUISITION
TRANSACTIONS

With the unexpected arrival of the Covid- 19 pandemic, companies have
been in a dilemma, reconsidering the agreement, whether or not they
could terminate their agreement due to the situations that have arisen due
to the pandemic.

Usually, the interpretation of the material adverse change provisions has
been quite constricted. Due to the “high bar” set, it has become difficult
to find a circumstance where it could be proven that a material adverse
change has occurred and that it could invoke the termination of an
agreement. Again, with the oncoming unexpected, unusual and unique
pandemic, Covid-19, which has turned out to have a lot of ability to cause
destruction and damage to every individual, various corporations have
been affected very deeply. It is very disparate from any kind of
occurrences which have been formerly accessed by the courts. One
cannot, as such, generalize whether or not the epidemic would fall under
the ambit of the material adverse change provisions. The clauses of the

3 Narine Lalafaryan, Material Adverse Change uncertainty: costing a fortune if not
corporate lives,21 J CORP LAW STUD 39 (2021), <available at:
https://www.tandfonline.com/doi/full/10.1080/14735970.2020.1781484>accessed on
12 October 2021.
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agreement, the provisions it encompasses, and the effect the pandemic
has on the parties to the agreement all of these are specific to every case
and cannot be the same for all. Additionally, the estimation would not
remain stable as well; it changes as the pandemic unravels and whether
or not it would pass in the ‘relative near-term’.

Further, another point to be considered would be that other stipulations
of the agreement would have an impact, like being-downs of
representations and warranties, covenants to operate in the ordinary
course, end dates, and others, due to the pandemic. Moreover, the
assessment of the changes with regard to Covid-19 would also be
influenced by the duration of persistence of the pandemic, the responses
taken up by the government with regard to the pandemic, and the
collective impact the corporation faced due to the pandemic over time, in
comparison with other firms involving in the same industry.

A. INVOKING THE MATERIAL ADVERSE CHANGE CLAUSE

When a party to the agreement tries to invoke a material adverse change
clause, a huge burden is placed on the party by the court. The courts put
forth an inquiry that is fact-based in order to make sure and check
whether the claimed situations at that time had such an impact on the
target company with regard to the financial situation and other conditions
as claimed by them. In a case from the state of Delaware in 2018, it was
elucidated that for an incident to come under the ambit of material
adverse change provision, it should ‘substantially threaten’ the earning

ability of the company in a ‘durationally significant manner’.>*

Mergers and acquisitions agreements are generally considered as a long-

3% M&A Trends: COVID-19 As A Material Adverse Change, Goulston& Storrs,
<available at: https://www.goulstonstorrs.com/publications/ma-trends-covid-19-as-a-
material-adverse-change/>accessed on 12 October 2021.
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term investment by the courts. It is assumed that the risks associated with
respect to economic conditions and developments are known and
understood by the purchaser when accepting to enter into a transaction,
except if the agreement lucidly stipulates that the parties have agreed in
contrast. However, practically, in the current situation, the material
adverse change provision providing the purchaser with an easy way out
of the agreement is highly not probable because of the post-signing as
well as pre-closing pressures and hassles caused due to the coming of the
unpredictable Covid-19 pandemic.®®

B. COVID-19, FACTORS, AND THE POSSIBLE DEVELOPMENTS

Other than invoking the material adverse change provision, the
contracting parties must also take into account the other possible
contractual remedies in place of the material adverse change clause, such

99 C6y

as “frustration of contract”, “impossibility of performance”, and others.

In general, getting a material adverse change has been at least as difficult
as locating these types of resolutions. The courts could observe that the
implied duty of good faith forbids a party from protesting non-
performance for grounds related to the Covid 19 pandemic, though it
would be a withdrawal from the previous standard.

Parties to various agreements should be prepared for the possibility that
there may be circumstances where a court, after considering all the
factors, decides that a material adverse change occurred even though it
would not have done so under more usual circumstances, considering the
horrifying global pandemic and its outrageous effect. It is plausible that
a statute might be approved which impacts the enforceability of specific
classes of agreements dependent on the impacts of the pandemic, like

®1d.
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suspension of interest on educational loans and suspension of lease and
home loan instalments in Italy. Considering the swift development in
connection with COVID-19, there could be extra improvements that will
illuminate the examination regarding material adverse changes in both
the prosecution and arrangement settings and the evaluations would have
to be revised from time to time, considering the pace of developments.®

V. CONCLUSION

Material adverse change has evolved with time and has become
increasingly important. While the provisions have been widely used and
are crucial in mergers and acquisitions, and other transactions, there exist
controversies and disagreements on their application and
construction. Due to the ambiguity of provisions, courts interpret them
narrowly and fail to carry out the meaning and intention of the contractual
parties, resulting in uncertainty in merger agreements and failure to
achieve the contracting parties’ intentions.

Material adverse change clauses arose in part as a substitute for asserting
force majeure and causing frustration. The goal was to include a lower-
barrier option that would make it easier for a side to back out of a deal.
However, because of the judicially developed criteria for interpreting a
material adverse change provision, parties will find that enforcing it
presents its own set of difficulties.

Conventional wisdom holds that parties to merger transactions would
rely on material adverse change clauses to uphold the agreements through
renegotiation of terms of the agreement in the wake of adversity shocks
such as the COVID-19 pandemic that struck the world. Nevertheless, in

3% Gail Weinstein, Warren de Wied, Steward Kagan, Fried, Frank, Harris, Shriver &
Jacobson, supra note 15.
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the current scenario, there exists no haste for renegotiation between
parties to merger transactions following the rapid onset of the COVID-
19 pandemic.
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FRACTIONAL OWNERSHIP OF PROPERTY IN
INDIA AND THE INEVITABLE NEED FOR
LEGISLATION

Benaisha Hansotia*

ABSTRACT
Fractional ownership of property is an emerging concept in India;
however, the lack of legislation in this field hampers its success. Fintech
platforms advertise commercial properties on their websites to attract
investors who apply for the same. Fractional ownership schemes
substantially differ from the concepts of REITs and co-ownership.
Usually, the investors are not the owners of the property but receive
debentures or shares in the Special Purpose Vehicle incorporated as a
company for the purposes of owning and managing the said property.
Therefore, the use of the terminology ‘fractional owmership’ is a
misnomer. The Special Purpose Vehicle can also be instituted as a
Partnership, LLP or Trust. Although the fractional ownership scheme
falls within the definition of a ‘Collective Investment Scheme’, such
schemes can be regulated by the SEBI (Collective Investment Schemes)
Regulations, 1999, only if the Special Purpose Vehicle is incorporated as
a company under the Companies Act, 2013. However, the provisions of
the Collective Investment Schemes Regulations and the Companies Act
2013 are conflicting, which creates a grey area and requires the
legislature to provide suitable guidelines. Further, the fintech platforms
should be registered as ‘real estate agents’, and the SPV must be
registered as an ‘allottee’ under the Real Estate (Regulatory and
Development) Act, 2016. However, the same remains a grey area due to

* The author is a fifth-year student at the Government Law College, Mumbai.
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the lack of clear regulations. There exists an ambiguity regarding the
investors’ rights with respect to pledge, transfer and transmission. In
order to protect investors’ interests and attract larger investments, the
fractional ownership model must be regulated at the earliest. SEBI has
taken the first step in this direction by inviting public comments on
fractional ownership being regulated by the SEBI (REITs) Regulations.

I. INTRODUCTION

Fractional ownership or fractional investment of property (‘fractional
ownership”) is a novice concept in India. It refers to an investment model
which allows investors to choose and invest, either directly or indirectly,
in real estate property proportionate to the price paid by them through the
aid of a fintech platform. Being in its nascent stages, the fractional
ownership market in India is currently restricted to the Commercial Real
Estate (‘CRE”) sector The Return on Investments (‘ROI’) is distributed
among the investors from the rental income earned by leasing out the
commercial premises. With the high growth of investor education in
India, the fractional ownership market is expected to grow at a rapid pace.
By the end of 2026, the fractional ownership market is expected to be
worth five billion dollars.? However, there is a lacuna or, rather, an
absence of laws regulating the fractional ownership market in India.

1 SEBI ‘Regulatory Framework for Micro, Small & Medium REITs (MSM REITs)’
Reports for Public Comments (SEBI 2023) § 2.2.

2 Haresh Motirale, ‘REIT vs Fractional Ownership of Property: Which one is better for
investment?’ Financial Express (6 December 2022) <available at:
https://www.financialexpress.com/money/reit-vs-fractional-ownership-of-property-
which-one-is-better-for-investment/2901287/> accessed 2 December 2022.
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Il.REAL ESTATE INVESTMENT TRUSTS VS
FRACTIONAL OWNERSHIP

Real Estate Investment Trust (‘REIT?’) is a method of indirectly investing
funds in the real estate market. The process of investing in REITs is akin
to investing in mutual funds. The REIT is set up by a sponsor? or sponsor
group.* The sponsors and sponsor groups place the unit holder’s
(investor) money into a registered trust® held by the REIT trustees.® The
invested funds are then at the disposal of the REIT managers,” who
purchase and manage the REIT assets at their own discretion.® The
investors receive their ROI from the profits made in the form of rental
income earned on the invested property.

The concept of fractional ownership is very similar to the concept of
REITS. Therefore, it is pertinent to note the difference between the two
concepts.

A. REGULATORY FRAMEWORK

In India, REITS are registered, issues, managed and regulated under the
Securities And Exchange Board Of India (Real Estate Investment Trusts)
Regulations, 2014 (‘REIT Regulations®).® Whereas currently, there are
no rules, regulations or guidelines laid down for the monitoring of
fractional ownership in India.

B. FREEDOM TO CHOOSE INVESTMENT ASSET

3 Securities and Exchange Board of India (Real Estate Investment Trusts) Regulations
2014, reg 2(zt) (REIT Regulations).

4 REIT Regulations, reg 2(zta).

> REIT Regulations, reg 2(zm), 3 and 11.

8 REIT Regulations, reg 2(zv) and 9.

" REIT Regulations, reg 2(w).

8 REIT Regulations, reg 10.

9 REIT Regulations.
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Under REITs, the manager of the trust selects the property to be invested
in.1% The unit holders have no autonomy to select the assets to be invested
in. Further, as per Regulation 18(4) of the REIT Regulations,** 80% of
the funds collected from the unit holders must be invested in developed
and income-generating properties.

In the case of fractional ownership, the investors have complete
autonomy to choose and invest in any one of the properties offered and
advertised by the fintech platform.'? Furthermore, due to the absence of
any guidelines, there is no compulsion that the property to be invested in
must be developed and income-generating. An under-construction
property may also be offered to the investors.

C. LISTING REQUIREMENTS

REITs are to be listed on the stock exchange®® and can be traded in the
secondary market.* In a fractional ownership model, the investment in
the property is made through the medium of a Special Purpose Vehicle
(‘SPV*).1> Due to the absence of any guidelines, the SPV may be
constituted either as a company, partnership firm, limited liability
partnership (‘LLP’) or trust. Currently, under the fractional ownership
model, most SPVs are incorporated as private companies, which means
that the shares of the SPV are not listed and cannot be traded in the

10 REIT Regulations, reg 10(1).

1 REIT Regulations, reg 18(4).

12 Haresh Motirale (n 3).

13 REIT Regulations, reg 16.

14 Haresh Motirale (n 3).

15 Myre Capital, ‘Frequently Asked Questions’ <available at:
https://myrecapital.com/> accessed 2 December 2022; Strata Property Management
Private Limited, ‘Frequently Asked Questions’ <available at:
https://strataprop.com/apple-app-site-association?gclid=CjwKCAIiA76-
dBhByEiwAAO_s9bV1uHOvewwPag8TDwsjuGVLOVSvI6MCx0fAnVFAy8PcL Xlob
u94rBoCuo8QAvVD_BWE> accessed 5 December 2022.
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secondary market.
D. MINIMUM INVESTMENT AMOUNT

The minimum investment amount is higher in the case of fractional
ownership as compared to REITs. In the case of REITs, the minimum
investment per unit holder may be as low as Rupees Ten Thousand,
depending upon the REIT.1® In the case of fractional ownership, the
minimum investment amount can be as high as Rupees Twenty-Five
Lakhs.t

E. RETURNS AND LIQUIDITY

REITs entail higher liquidity as compared to fractional ownership since
they can be traded on the stock exchange. In contrast, fractional
ownership entails lower liquidity since they are not listed and traded. The
returns on REITs are more consistent as compared to fractional
ownership.'® REITs yield around 5-7% returns annually.’® Whereas,
fractional investments yield up to 8-10% per annum.?

1. CO-OWNERSHIP VS. FRACTIONAL OWNERSHIP
Although the fractional ownership model resembles the concept of co-
ownership, the two can be distinguished on certain grounds.

16 Haresh Motirale (n 3).

17 SEBI (n 1); Myre Capital (n 16); Strata Property (n 16).

18 Mohit Motirale (n 3).

19 Kenish Shah ‘How to invest in REITs and What are the Benefits’ Outlook (20 May
2022) <available at: https://www.outlookindia.com/business/how-to-invest-in-reits-
and-what-are-the-benefits-read-here-to-know-more-news-197535> accessed 21 June
2023.

2 Allirajan M ‘Fractional Ownership in Commercial Real Estate Promises Great
Returns But REITs Are Safer’ Moneycontrol (23 June 2021) <available at:
https://www.moneycontrol.com/news/business/personal-finance/fractional-ownership-
in-commercial-real-estate-promises-great-returns-but-reits-are-safer-7074861.html>
accessed 21 June 2023.
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A. OWNERSHIP OF PROPERTY

Co-owners directly purchase and own property. In the case of fractional
ownership, the investors are not the direct owners of the property. In
cases where the SPV is incorporated as a company, the investors are not
owners of the property but merely shareholders or debenture holders of
the SPV, who receive dividend or interest, respectively, from the rental
income. Whereas, in cases where the SPV is an LLP or partnership, the
partners in the SPV would be mediate owners of the property, the SPV
being the apparent owner. In case the fractional ownership is through the
medium of a trust, the SPV is the trustee holding the trust property for
the benefit of the investors, i.e., beneficiaries.

B. PROPERTY MANAGEMENT

In the case of co-ownership, the property is directly managed, maintained
and leased by the co-owners. It is the duty of the co-owners to collect rent
and distribute it amongst themselves. Under fractional ownership, the
investors merely invest money and get returns. The property is managed,
maintained and leased by the SPV. It is the duty of the SPV to collect
rental income and distribute it among the investors after deducting certain
maintenance charges and brokerage.?

IV. PROCEDURE FOR INVESTING IN FRACTIONAL
OWNERSHIP OF PROPERTY

In India, investments related to fractional ownership are done with the

2L Mohit Motirale (n 3).
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aid of fintech platforms?? such as Strata,?® hBits,?* Myre Capital®® and
Realx,?® to name a few. Ideally, these fintech platforms should be
registered as ‘real estate agents’?’ under The Real Estate (Regulatory and
Development) Act, 20162 (‘RERA Act’) in order to protect investors’
interest. However, registration of fintech platforms under the RERA Act
still remains a grey area due to the lack of regulations and guidelines on
this aspect.

It is the responsibility of the fintech platforms to conduct due diligence
on the properties before displaying the properties on their websites for
the investors to view.?° Once the due diligence is completed, the sellers
and the fintech platforms, i.e., the buyer, either enter into an ‘agreement
to sell’ or the platform obtains a ‘letter of intent” from the sellers.*° Once
the parties have entered into an ‘agreement to sell’, the property is listed
on the fintech platform’s website.>> Most fintech platforms allow
investments of a minimum amount of Rupees Twenty-five Lakhs.*?

Upon acquiring an adequate number of investors, the fintech platform
creates an SPV. An SPV is an entity created by the fintech platform as a

22 Renu Yadav, ‘Investment in fractional realty can help you diversify but know the
risks’ Mint (12 November 2020) <available at:
https://www.livemint.com/money/personal-finance/investment-in-fractional-realty-is-
fraught-with-risk-11604590594583.html> accessed 2 December 2022.

23 Strata Property (n 16).

2 hBits < available at: https://www.hbits.co/> accessed 5 December 2022.

%5 Myre Capital (n 16).

% Realx, ‘Frequently Asked Questions’ <available at: https://realx.in/faq.html>
accessed 3 December 2022.

27 Yadav (n 23).

28 The Real Estate (Regulation and Development) Act 2016, s 9 (RERA Act).

29 Realx (n 30).

%0 Yadav (n 23).

3 d.

32 SEBI (n 1); Myre Capital (n 16).
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separate legal entity and is not a part of the parent entity.>® A new SPV is
created each time the start-ups desire to attract investments for a new
property.3* The balance sheet of the SPV is distinct from the balance sheet
of the originator, i.e., the fintech platform. The SPV enters into a sale
agreement with the sellers of the CRE. On paper, the SPV becomes the
owner of the property.®® The SPV can be constituted as either a company,
partnership firm, limited liability partnership (‘LLP”) or a trust. Whether
the fractional investors become fractional owners of the property would
depend on the structure of the duly formed SPV, and the same has been
elaborated upon below.*

The SPV manages the CRE and earns income in the form of rent by
leasing the property.3” The same is distributed among the investors in the
form of dividend on shares or interest on the debentures® or as profits in
case the SPV is constituted in the form of a partnership, LLP or trust.

An alternate method also seems to be gaining popularity, wherein the
investors directly become joint owners of the property through a Power
of Attorney (‘POA”) structure, creating a binding liability of the fintech
platform with the investors, who are confined from personally dealing
with their own stake.3® Under this method, all investors are co-owners of
the property. The direct ownership method allows the fintech platforms

33 V.S.N. Murthy, ‘Special Purpose Vehicle’ in The Reserve Bank of India Report of
the In-house Working Group on Asset Securitisation (29 December 1999) ch 7, 1 7.4.
34 Myre Capital (n 16).

% Strata Property (n 16).

3 See Part VIII.

371d.; Strata Property (n 16).

3 Malavika Devaya, ‘Fractional Ownership: Recommendations for Regulation’ India
Corp Law (12 July 2021) <available at: https://indiacorplaw.in/2021/07/fractional-
ownership-recommendations-for-regulation.html> accessed 1 December 2022; Myre
Capital (n 16) ); Strata Property (n 16)

% SEBI (n 1), 16.4.
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to circumvent even the existing bare minimum regulatory compliances
since no SPV is created.* In India, the fintech platform called RealX uses
this direct ownership method.*!

V.APPLICABILITY OF THE REAL ESTATE
(REGULATORY AND DEVELOPMENT) ACT, 2016

Since the concept of fractional ownership is in its nascent stages in India,
no laws, regulations, or jurisprudence is available on the same.

The RERA Act was introduced by the Parliament in order to protect the
interests of consumers in the real estate sector.*> However, it is still
unclear whether the RERA Act would apply to fractional ownership in
order to protect the interests of the investors.

A. APPLICABILITY TO FINTECH PLATFORMS AS ‘REAL ESTATE
AGENTS’

Section 2(zm) of the RERA Act® defines the term ‘real estate agent’ as
‘any person Who negotiates or acts on behalf of one person in a
transaction of transfer of his plot, apartment or building, as the case may
be, in a real estate project, by way of sale, with another person or transfer
of plot, apartment or building, as the case may be, of any other person to
him and receives remuneration or fees or any other charges for his
services whether as a commission or otherwise and includes a person who
introduces, through any medium, prospective buyers and sellers to each
other for negotiation for sale or purchase of plot, apartment or building,
as the case may be, and includes property dealers, brokers, middlemen by

40 Devaya (n 44).

41 RealX (n 30).

42 RERA Act.

4 RERA Act, s 2(zm).
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whatever name called.’

Further, no real estate agent can facilitate the sale and purchase of RERA-
registered projects unless they have obtained a registration number in
accordance with Section 9.* Since the fintech platforms advertise the
CRE to the investors and facilitate the sale of such property to the SPV,
they must ideally be registered under Section 9 as ‘real estate agents’.
However, there is a lack of clarity regarding the same due to the absence
of suitable legislation or guidelines. HBits is the only fintech platform
which is registered as a real estate agent under RERA.*®

B. APPLICABILITY TO SPV/ INVESTORS AS ‘ALLOTTEE.’

Section 2(d) of the RERA Act*® defines the term ‘allottee’ in relation to a
real estate project as a person to whom a plot, apartment or building, as
the case may be, has been allotted, sold (whether as freehold or leasehold)
or otherwise transferred by the promoter and includes the person who
subsequently acquires the said allotment through sale, transfer or
otherwise, but does not include a person to whom such plot, apartment or
building, as the case may be, is given on rent.

In the case of fractional ownership, ideally, the SPV would be the allottee
as stated under Section 2(d), as long as the property or project invested
into is RERA registered with the respective state RERA authority. The
plot, apartment or building, as the case may be, will be allotted/ sold to
the SPV as per the sale agreement. The investors would solely be
shareholders or debenture-holders or partners or beneficiaries in the SPV
who would receive their dividend, interest or profits on a pro-rata basis
from the amount received as rent through leasing the property.*’

4 RERA Act, s 9.

4 hBits (n 27).

% RERA Act, s 2(d).

47 Devaya (n 44); Strata Property (n 16).

238



NLIU JOURNAL OF BUSINESs LAWS VOLUME IV

Therefore, the SPV being the allottee, would be bound by the RERA Act
and the respective state RERA rules and regulations in force in the
concerned state where the property is located. However, there is still an
ambiguity in this regard due to a lack of clarification from the legislature.

Additionally, it is unclear whether the RERA Act would be applicable to
such collective investment schemes, which would fall within the purview
of the Securities and Exchange Board of India (‘SEBI’).

VI. APPLICABILITY OF THE SEBI (COLLECTIVE
INVESTMENT SCHEMES) REGULATIONS, 1999.

Since the shares or stakes in the SPV are neither listed on the stock market
nor is an initial public offer (‘IPO’) or a prospectus released, there is
uncertainty as to how the investment in the SPV by the stakeholders
would be classified.

The most feasible would be to classify the fractional ownership
investment as a Collective Investment Scheme (‘CIS”).

The Securities and Exchange Board of India Act, 1992 (‘SEBI Act’)
defines the term ‘Collective Investment Scheme’ under Section 11AA.*8
Under Section 11AA(1),*° a CIS is a scheme or an arrangement under
which funds are pooled together, and the scheme must have a minimum
corpus amount of Rs 1 crore. Therefore, the promotors of the fractional
ownership scheme must ensure that the funds collected from the investors
for such a scheme must be at least Rs. 1 crore or else the scheme will not
classify as a CIS.

Further, sub-section 2 of Section 11AA® lays down the characteristic

48 The Securities and Exchange Board of India Act 1992, s 11AA (SEBI Act).
9 SEBI Act, s 11AA(L).
50 SEBI Act, s 11AA(2).
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features of a CIS. Firstly, the amount invested by the investors must be
invested by them with a view to earn profits or income, and the funds
invested must be utilised for the proposed scheme only.*'Secondly, the
property invested must be managed on behalf of the investors, and they
should not have control over the day-to-day affairs of the property.> As
explained above,> fractional ownership possesses all these features. The
investors invest a minimum of Rupees 25 lakh with a view to earn ROI
in the form of profits, interest or dividend. The CRE is managed by the
SPV on behalf of the investors, and the investors have no say in the day-
to-day affairs of the CRE; they simply receive their share of the rental
income.

The SEBI (Collective Investment Schemes) Regulations, 1999 (‘CIS
Regulations”) describes ‘CIS property’ as the asset which has been
obtained by pooling subscription money or money’s worth or income
generated, directly or indirectly, from the subscription money or the asset
acquired.> The CRE is purchased by the SPV by pooling the subscription
money and, therefore, would fall with the definition of ‘CIS property’ as
defined under the CIS Regulations.

However, the scheme would be regulated by the CIS Regulations only if
the SPV is registered as a Company under the Companies Act, 2013
(‘Companies Act’).>® Such an SPV must also be recognised and
registered as a ‘Collective Investment Management Company’ by the

5L SEBI Act, s 11AA(2)(i) and (ii).

2 SEBI Act, s 11AA(2)(iii) and (iv).

%3 See Part IV.

54 SEBI (Collective Investment Schemes) Regulations 1999, reg 2(1)(z) (CIS
Regulations).

55 CIS Regulations, reg 2(1)(h).
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SEBI®® upon compliance with the procedure laid down by the SEBI.®’
Therefore, if the SPV adopts any other form, such as an LLC, Partnership
or Trust, the investment scheme will not be eligible to be considered as a
CIS. This will lead to vagueness and uncertainty regarding the
classification of the scheme and would also lead to endangerment of the
investors’ interest, and the investors would also lose confidence in the
scheme if it is not regulated by suitable legislation.

The CIS Regulations lay down certain criteria for registration of the SPV
as a CIS Company. As per Regulation 9,%® only registered companies
whose memorandum of association specifies that the main objective of
the company is to manage a CIS and has a minimum net worth of Rs. 3
crores; can apply for registration as a CIS Company.

While Regulation 9 discusses the registration of the CIS Company,
Regulation 16° requires the scheme itself to be registered as a Trust, and
a trust deed must be duly registered under The Indian Registration Act
1908.

Additionally, no CIS can be launched by the Company unless it is
appraised by an appraisal agency and is rated by a credit rating agency®°
such as CRISIL.

In the past, schemes similar to fractional ownership have been recognised
as CIS. In the case of PGF Limited v. Union of India,% the Hon’ble
Supreme Court considered whether the collection of money from
investors in return for an income derived from the management and

%6 1d.

57 CIS Regulations, Ch I1.

%8 CIS Regulations, reg 9.

%9 CIS Regulations, reg 16.

80 CIS Regulations, reg 24(2).
1 AIR 2013 SC 3702.
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development of agricultural land would constitute a CIS.%? The Hon’ble
Supreme Court classified the said scheme as a CIS.

One disadvantage of treating the SPV as a CIS Company is that the
Scheme launched by such a company can only be ‘close ended’®® | i.e.,
the tenure of the scheme should be pre-determined at the time of applying
for registration; however, it cannot be less than three years. This would
mean that the investors would receive returns only for a certain period of
time and would miss out on the opportunity of gaining higher returns for
a longer period of time, in case the scheme is yielding high returns.

Further, unit certificates have to be listed on the stock exchange.®* The
current fractional ownership mechanism in India is in its nascent stages,
and the fintech platforms simply advertise the properties on their
respective websites and do not list the same on the stock exchange. If
fractional ownership were to qualify as a CIS, the SEBI would have to
lay down clear guidelines regarding its listing on the stock exchange.

VIl. THE SUITABLE FORM FOR AN SPV AND THE
REGULATIONS APPLICABLE TO THE SPV

According to the Reserve Bank of India (‘RBI”), an SPV can be set up as
either a company or firm or any other form of a business entity,
depending on the requirements of the originator.®® Consequentially, the
parent law for the incorporation of such an entity, i.e., the Companies
Act, Trust Act, Partnership Act, etc., will apply to the formation of such
SPVs.

Additionally, as per the RBI, an SPV must have certain characteristic

52 Devaya (n 44); Myre Capital (n 16); Strata Property (n 16).
83 CIS Regulations, reg 24(4).

8 CIS Regulations, reg 36.

65 Murthy (n 37), 1 7.3.1.
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features.%® Firstly, the entity must only take up the function of asset
securitisation.®’” Secondly, the SPV must be bankruptcy proof,% i.e., the
bankruptcy of the Originator (the fintech platform) must not affect the
interests of the stakeholders in the SPV.

A. SPV INCORPORATED AS A COMPANY

In case the SPV is incorporated as a company, all the provisions of the
Companies Act will be applicable to it. As stated above,® in order for
fractional ownership to fall within the purview of CIS, the SPV must be
incorporated as a company. In cases of fractional ownership, the SPV can
only be incorporated in the form of a private company since the shares of
the SPV are not listed on the stock exchange, which is an inherent
condition for the incorporation of a public company. However, even as
per Regulation 36 of the CIS Regulations,’ after allotment of the units in
the SPV to the investors, the units in the CIS must be listed on the relevant
stock exchange. Hence, the concerned regulatory authority must issue
guidelines with regard to the structure of the SPV, which is to be
incorporated for the purposes of fractional ownership.

The SPV, created for the purposes of securitisation of fractional
ownership of property, allots shares to the investors by offering the
property on their website and allotting shares proportionately to those
who apply for the same. As per Section 23 of the Companies Act,’* a
private company can issue securities through private placement.
Therefore, the shares in the SPV must be allotted to the investors through
the mode of private placement. However, it is obscure whether such an

8 Murthy (n 37), 1 7.4.

57 1d.

8 Murthy (n 37), 1 7.4.

% See Part VI.

0 CIS Regulations, reg 36.

L The Companies Act 2013, s 23 (Companies Act).
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advertisement on the fintech entity’s website would be considered a
private placement. As per the Companies (Prospectus and Allotment of
Securities) Rules, 2014 (‘Rules’), * a tedious process needs to be
followed to allot securities through private placement. Firstly, as per Rule
14, in order to allot shares through private placement, a resolution must
be passed by the shareholders of the company subject to certain
exemptions. Secondly, as per Section 42 of the Companies Act’* read with
Rule 14 of the Rules,” the private placement application forms can be
issued only to those persons who are identified by the Board of Directors
of the Company and whose names and addresses are recorded by the
company in the form prescribed under the Rules.

Lastly, as per Section 42 (7) of the Companies Act,’® no company which
issues securities to private placement can release any public
advertisements or utilise any media, marketing and distributing channels
to invite offers from the public for the issue. However, Regulation 27 of
the CIS Regulations’’” permits advertising of CIS Schemes. The two
contradictory provisions give rise to a grey area which needs to be
rectified. Additionally, it is unclear whether the allotment of securities in
case of fractional ownership complies with the private placement
provisions since the proposed property to be invested in is advertised on
the fintech platform’s website and invites the public at large to invest.
However, the private placement application forms for allotting shares in
the SPV are only issued to those identified persons who have invested in

2 Companies (Prospectus and Allotment of Securities) Rules 2014 (Companies
Rules).

3 Companies Rules, r 14.

4 Companies Act, s 42.

S Companies Rules, r 14.

6 Companies Act, s 42(7).

7 CIS Regulations, reg 27.
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the property. This aspect remains a grey area due to the lack of guidelines
from the authorities and endangers the interest of the investors.

The SPV, which is incorporated as a company, can also issue debentures
to its investors. The debentures to be issued are compulsorily convertible
debentures (‘CCDs’)’® which can be converted into equity shares at a
future date.

If the SPV opts for a private company model, the investors being
members of unlisted companies, would be protected and regulated under
the SEBI regime, which gives a sense of security to the investors and
ensures supervision over the companies offering fractional ownership
schemes.

However, one shortcoming of incorporating the SPV as a private
company is that the number of investors would be restricted to 200
investors only since the Companies Act’ restricts the number of members
in a private company to 200. Even Rule 14 (2), the Rules®® read with
Section 42 of the Companies Act?' permits private placement of
securities to not more than 200 persons in a financial year.

B. SPV INSTITUTED AS A PARTNERSHIP FIRM

In case the SPV opts for a partnership model, The Indian Partnership Act,
193282 (‘Partnership Act’) will govern the partnership. The investors will
be partners in the SPV and will receive income in the mode of profits
accumulated from the rental income. The rights and liabilities of the
partners will be determined by the agreement signed between the parties.
In case the SPV opts for the partnership model, then the number of

78 Strata Property (n 16).

8 Companies Act, s 2(68)(ii).

80 Companies Rules, r 14(2).

81 Companies Act, s 42.

82 The Indian Partnership Act 1932.
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investors will be restricted to 50, as in India, a partnership cannot consist
of more than 50 partners.®® This would not be commercially viable for
the SPV since the amount of investment would be substantially low and
inadequate for the purchase of CRE, which is high-priced. Furthermore,
in the case of a partnership model, the CIS Regulations® will be
inapplicable to the SPV, which in turn endangers the investors’ interest
since there are no laws in existence to protect fractional ownership
investors in India as of now.

C.SPV INSTITUTED AS A LIMITED LIABILITY PARTNERSHIP

In case the SPV opts for an LLP model, The Limited Liability Partnership
Act, 2008%° (‘LLP Act’) will govern the functioning of the SPV. The
investors would be partners in the LLP and would receive their ROI in
the form of profit, which is accumulated by the LLP through the rental
income on the CRE. Constituting the SPV as an LLP carries certain
advantages over the company and partnership firm models. The
minimum number of members required to form an LLP is two, but no
maximum limit has been prescribed as per Section 6 of the LLP Act,
2008.% Therefore, the SPV, which has been registered as an LLP, can
facilitate investments by several investors, unlike a private limited
company under the Companies Act or a partnership firm under the
Partnership Act, which would allow only 200 or 50 investors to invest,
respectively. The compliance and registration costs for LLPs are less as
compared to private companies. However, just like a partnership firm
under the Partnership Act, constituting an SPV as an LLP will endanger
the interests of the investors as the SPV will not fall within the purview

8 Companies (Miscellaneous) Rules 2014, r 10.

8 CIS Regulations, reg 2(1)(h).

8 The Limited Liability Partnership Act 2008 (LLP Act).
8 LLP Act, s 6.
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of the CIS Regulations.

D. SPV INSTITUTED AS A TRUST

If the SPV is created in the form of a trust, the provisions of The Indian
Trusts Act, 18828 (‘Trusts Act) would have to be adhered to. The
investors would be synonymous with the beneficiaries, and the SPV
would hold the CRE for the benefit of the beneficiaries. The beneficiaries
will be entitled to receive from the SPV all the net profits or rental income
accruing from the CRE.® However, constituting an SPV as a trust will
endanger the interests of the investors as the SPV will not fall within the
purview of the CIS Regulations, and their investments will not be
overseen by the market watchdog, SEBI.

Upon examining the pros and cons of the various forms in which an SPV
can be constituted, it is safe to say that the Private Company model is the
ideal mode of constituting an SPV for the purposes of fractional
ownership as of now. Due to the lack of legislation and safeguards,
constituting the SPV as a private company would at least bring the
investment scheme under the legislation of the CIS Regulations, thereby
protecting investor interests. Protection of the investors’ interest would,
in turn, give the investors a sense of safety, surety and confidence and
would encourage more people to come forward and invest in such
schemes. However, as highlighted above, it is unclear as to whether the
procedure followed by the fintech platforms for allotting shares under the
scheme would constitute private placement. This grey area needs to be
resolved. The legislature must at least issue certain guiding principles to
be followed until proper legislation is in place to spell out the procedure
and regulations for fractional ownership.

87 The Indian Trusts Act, 1882 (Trusts Act).
8 Trusts Act, s 55.
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VIIl. NATURE OF INVESTMENT AND “FRACTIONAL
OWNERSHIP”- AMISNOMER

Whether the fractional investors become fractional owners of the CRE or
not would depend on the structure of the duly formed SPV. In case the
SPV is incorporated as a company, the investors indirectly invest their
funds in CRE. The investors would invest their funds into the SPV, and
the investors would be allotted equity shares® or CCDs in the SPV.% In
such a case, it is the SPV which becomes the owner of the CRE and not
the investors. The investors merely receive dividend on their investment
from the rental income accrued from the said CRE.

However, when the SPV is constituted as a partnership or an LLP, the
SPV becomes the apparent owner of the property on paper, whereas the
investors, being partners in the partnership, would be co-owners of the

property.
In the case of the SPV being constituted as a Trust, the investors would

be the ‘beneficiaries’, whereas the SPV would be the ‘trustee’, holding
the CRE in trust for the benefit of the investors.

Hence, upon analysis, one would conclude that the usage of the term
“fractional ownership” to describe such investments is a misnomer in
case the SPV is incorporated as a company. In such a case, the investors
are merely shareholders/ members of the SPV and do not have ownership
rights on the CRE.

IX. RIGHTS OF THE FRACTIONAL INVESTORS

A. PLEDGE/ HYPOTHECATION OF RIGHTS IN SPV BY THE INVESTORS

8 Myre Capital (n 16).
0 hBits (n 27); Yadav (n 23).
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Due to a lack of regulations, it is not known whether a fractional investor
can pledge or hypothecate his interest in the SPV. As per the author, in
the absence of regulations, pledging of interest in the SPV might depend
on the business model adopted by the SPV. Alternatively, if fractional
ownership were to qualify as a CIS and if the rights in such CIS were held
in dematerialized form® as per the provisions of The Depositories Act,
1992% read with the SEBI (Depositories and Participants) Regulations,
2018% (‘Depositories Regulations’), the investors would be entitled to
pledge or hypothecate their rights in such CIS in accordance with
Regulation 79 of the Depositories Regulations.®
B. EXIT OPTIONS IN FRACTIONAL OWNERSHIP

Most fractional ownership schemes entail a lock-in period of one year
from the date of registration of the CRE.® In the absence of clear
guidelines, the exit procedure for fractional ownership can only be
inferred from market trends. Most fintech platforms opting for the SPV
model provide three inbuilt exit options to their investors.

i. Private Sale
Investors may sell their interests in the scheme to anyone they know.%®
Such transfer will be facilitated by the fintech platform upon the investor
completing certain documentation.®” The fintech platform would also
provide a valuation of the property to the investors for the purposes of

%1 SEBI (Depositories and Participants) Regulations 2018, reg 42 (Depositories
Regulations).

92 The Depositories Act, 1992 (Depositories Act).

9 Depositories Regulations.

% Depositories Regulations, reg 79.

% Strata Property (n 16); YieldWiseX <available at: https://yieldwisex.com/fag>
accessed 21 June 2023.

% 1d.; hBits (n 27).

9 Strata Property (n 16); YieldWiseX (n 113).
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such a sale.®®

ii. Sale through the fintech platform
The fintech platforms also provide a resale market through which the
investors may sell their interests in the scheme on the fintech platform
itself.%®

iii. Asset Sale

If a profitable opportunity for selling the CRE is available, the fintech
platforms conduct an online poll for the investors to decide whether the
CRE asset should be sold.1® If a minimum of 75% of the total investors
agree to sell the CRE asset, the fintech platforms proceed with the
liquidation of the asset.!®> Upon sale, the net sale proceeds, upon
deduction of applicable taxes and fees, will be distributed among the
investors.102

The exit procedure in cases where the investors directly own CRE
through the POA structure is not clearly known. However, the incoming
transferee must execute a POA in favour of the fintech platform upon the
transfer of interest to him.1%3

C. TRANSMISSION OF INTEREST IN FRACTIONAL OWNERSHIP
There is a lack of clarity as to how the interest in fractional ownership
will devolve upon the death of an investor. It is not known whether such
schemes provide for a nomination procedure. In case they do, the interests
under such a scheme would devolve upon the nominee of the investor.
Taking into account the conventional market practices, in the absence of

% Strata Property (n 16).

9 Strata Property (n 16); hBits (n 27); YieldWiseX (n 113).
100 strata Property (n 16); YieldWiseX (n 113).

101 Strata Property (n 16); YieldWiseX (n 113).

102 Strata Property (n 16).

103 SEBJ (n 1) 1 6.4.
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a nominee, the interests could be transferred to the legal heir or a legatee
under the deceased investor’s will upon such persons furnishing the
investor’s death certificate and a copy of the will as the case may be.

X. SEBI’'S DISCUSSION PAPER: A STEPPING STONE
TOWARDS REGULATING FRACTIONAL OWNERSHIP

On 12 May 2023, the market regulator SEBI published a discussion paper
inviting comments on the regulation of the fractional ownership
market.1% Under the said paper, the SEBI proposes to classify fractional
ownership as Micro, Small & Medium REITs (‘MSM REITs").1% The
market regulator proposes to extend the REIT Regulations to fractional
ownership schemes. % The discussion paper also proposes thresholds for
minimum subscription value,'°” the market value of the asset!?® and the
distribution of returns.!®® The fractional units are also proposed to be
compulsorily listed on the stock exchange,*'° which would simplify the
process of selling and transfer of interests and also ensure better
protection of investors’ interests. SEBI’s proposal to regulate the
fractional ownership model is commendable. Extending REIT
Regulations to fractional ownership may bring uniformity and
consistency to the process. However, the SEBI fails to recognise that the
fractional ownership model differs from the REIT model in various
aspects,'!! the key difference being the investors’ autonomy to select the
property to be invested in. The discussion paper fails to address the ideal

104 SEBI (n 1).

105 SEBI (n 1) 1 1.1, 7.1.

106 SEBI (n 1) 2.5, 5.6, 7.1.
17 SEBI (n 1) § 7.1.5.32.

18 SEBI (n 1) § 7.1.5.26.

109 SEBI (n 1) § 7.1.5.28.

110 SEBI (n 1) § 7.1.5.25.

11 See Part 1.
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structure for the incorporation of the SPV, although it does state that the
investments in the SPV must be dematerialised.!'> The fractional
ownership model requires its own sui generis regulations to be
formulated rather than simply being classified as MSM REITs.

XI.  CONCLUSION
Fractional ownership is an emerging concept in the Indian securities
market. However, the lack of legislation and regulation makes it a risky
investment and is hampering its success in the Indian markets. The lack
of regulations has also created ambiguity and multiple grey areas which
need to be rectified. There is a compelling need to introduce regulations
for fractional ownership in India since this market is expected to grow
manifold in the coming years.'*® Though the market regulator, SEBI, has
invited public comments on fractional ownership being regulated by the
REIT Regulations, it fails to acknowledge the distinction between REITs
and fractional ownership. In the author’s opinion, the SEBI must
formulate suitable sui generis regulations for fractional ownership. In
order to improve their performance and build investor confidence, the
fintech platforms could possibly enrol themselves as participants in
SEBI’s ‘innovation sandbox’ framework scheme. SEBI introduced the
‘innovation sandbox’ framework to create new investment opportunities
in the securities market. This framework permits fintech companies not
regulated by the SEBI to test their products and schemes in isolation from
the live market in an offline mode by gaining access to market-related
data.!'* This will greatly benefit the fintech platforms to develop and
refine the existing fractional ownership schemes offered by them and
gain recognition from a larger section of investors. SEBI could also create

112 SEBJ (n 1) 1 7.1.5.25.

113 Motirale (n 3).

114 SEBI, ‘Revised framework for Innovation Sandbox’ (2 February 2021)
SEBI/HO/ITD/ITD/CIR/P/2021/16.
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an Ad Hoc committee to oversee the functioning of fractional ownership
schemes and to frame suitable regulations in this regard.
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